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EFN REPORT

ECONOMIC OUTLOOK FOR THE EURO AREA IN 2010 and 2011
Highlights

« The world economy is recovering, largely driven uswings in most emerging
market economies. Although growth in these regisrapparently calming down at
present, the euro area will still be benefitingnirthe momentum of a healthily
expanding world trade for much of the remainingryea

* Rising exports will be the main driver of the reeoyin the euro area during the
first half of 2010. We expect euro area GDP to gloywaround 1.0% in 2010 and
1.6% in 2011, respectively. Due to this increasexternal demand, the growth rate
of the industrial production index has also gaimedmentum: during 2010 the
industrial production index is expected to growuna 7%, though only at about 3%
in 2011.

e In the coming winter, the momentum coming from exa demand will decline
and the effects of fiscal consolidation in Europk wcreasingly be felt, but private
consumption and investment should then recovemama than offset the negative
effects from the slowdown in exports and the figigditening.

« The main risks for this forecast come, once adedm turmoil in financial markets:
At present, worries about the financial strengtlsaie euro area states and banks
appear to amplify each other. Banks suffer fromrexgosure to public debt of
dubious quality, while governments face the riskefv burdens from failing banks,
in particular due to their overexposure to ailimggtruction sectors.

« Inflation is expected to remain stable around &dly®ar on year rate during 2010
and 2011. These projections assume a mild incréasal prices during the
forecasting horizon and a relatively stable eurtdd@xchange rate.



Table 1. Economic outlook for the Euro area

2007 2008 200¢ 2010: 1stha 2010: annu: 2011: annual

Point  Interva Poin  Interva Point  Interva

Forecast Forecast Forecas Forecas Forecast Forecast

0.7 08 1.2

GDP 2.7 05 -4.1 0.8 0.9 1.0 12 1.6 2.0
0.5 07 1.0

Potential Output 15 1.4 0.¢ 0.6 0.7 0.8 09 1.1 1.2
-0.1 -01 0.3

Private Consumption 1.6 0.3 -1.1 0.0 0.1 0.1 0.3 0.7 1.1
14 09 -0.1

Government Consumption 2.3 22 2.2 1.7 2.0 1.3 1.7 0.3 0.7
-4.5 -32 1.0

Fixed Capital Formation 4.6 -0.6 -11.1 -4.1 3.7 -24 -1.7 2.4 3.9
7.4 79 8.3

Exports 6.2 0.9 -13.2 7.8 8.2 8.6 9.3 9.4 10.5
7.1 75 6.7

Imports 5.5 1.0 -12.( 7.5 7.9 8.1 8.7 7.8 8.9
9.9 101 10.6

Unemployment Rate 7.4 75 94 100 101 102 103 10.8 11.0
2.0 21 2.0

Total hourly labour costs 2.4 35 27 2.1 2.0 2.2 2.3 2.3 2.5
1.6 15 1.7

Labour Productivity 0.9 -0.2 -24 1.7 1.8 1.7 19 2.0 2.4
1.2 1.3 0.6

HICP 2.1 3.3 0.2 1.3 1.4 1.5 1.7 15 2.4
6.6 5.0 0.7

IPI

3.7 -1.7 -15.1 7.2 7.8 6.9 8.8 3.0 5.3
Percentage change in the average level comparbdhvitsame period a year earlier, except for theubdwap that is
the deviation of actual GDP from potential GDP gsea cent of potential GDP and except for the ureympent
rate. Point forecasts and 80% confidence boundtakes from EFN forecasting model and based on 38@thastic
simulations.




Economic Outlook for 2010 and 2011

Worldwide production recovers, but the European crisis of confidence shakes
financial markets

In summer 2010, the world economy is split betweemneal sector that continues
recovering and financial markets that show, withiqes of significant stock market
losses and increased volatility, declining confickem the robustness of the recovery.

Worldwide industrial production has now almost tezdt its peak level of spring 2008,
while world trade has made up for about two thiofishe losses it suffered during the
great recession. This recovery is still largelydsh®n an upswing in most emerging
markets economies. In some of them, such as Cimde, and Brazil, monetary policy
has turned to tightening. In China, accelerating@gaand housing prices indicate that
the expansion is at the brink of overheating; piefrs to be already slowing down this
summer. Other economies will probably follow thathpin the second half of 2010. At
present, however, the industrial countries ard bginefiting from the momentum
coming from emerging markets. This is true for expmwiented economies such as
Japan and Germany as well as for the industriglose@n North America, although
domestic demand in the US is still being draggedrdby the sluggish recovery of
employment.

It is, however, primarily the precarious state aibjic finances in some euro area
countries that clouds the outlook — not only foe tturrency union and its banking
sector, but increasingly for the stability of wofidancial markets at large. Since May
2010, the state of Greece has effectively no loramress to international capital
markets and relies on a joint euro area/IMF finagcipackage. The additional

establishment of an European Financial Stabilipati@chanism has temporarily halted
possible contagion to other sovereign debtors dirtiqular to Portugal, Ireland, Spain
or ltaly), that also face major fiscal challengatheit not as daunting as those for
Greece. Although the new mechanism should prevgotdity shortages during the

next two to three years, risk spreads for governnemds of the aforementioned
countries have been on a rising trend up to thénbegy of July 2010. Worries about

the liquidity of European banks and states appeamplify each other: banks suffer
from overexposure to public debt of waning qualtfile governments face the risk of
new burdens from banks that might fail due to thewerexposure to the ailing

construction industry.

Our forecast is based on the assumption that awveshesystemic banking crisis in
Europe as well as an acute sovereign debt crisibeavoided; thus the downside risks
are substantial. In any case, the end of expaffisiwal policies — and in many places a
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sharp turn to austerity —, awkward financial posi§i of private households and low
employment creation will be a drag on the recovar010 and 2011. This is true for
the euro area, but to some degree for the UniteddGm and the United States as well.
What will keep the recovery of the world economyngpis the continuation of ultra-
low key interest rates in industrial countries atbng growth in emerging market
economies.

The euro area: the dow and split recovery continues

Industry in the euro area is participating in therldwide upswing of this sector, with
production of intermediate goods expanding stranghpduction of consumer durables,
though, is much less dynamic. This reflects, asonat accounts data for the first
guarter of the year show, still stagnating prived@sumption, but strongly recovering
exports. In addition, firms react to this recovbyyrebuilding (or reducing more slowly)
their inventories. Investment in machinery and pmént shrank, but at a markedly
slower rate than before, while construction invesitrwas still on a falling trend. All in
all, production during spring continued on the vanaemic growth path that had begun
during summer of last year.

A positive outlook for exports explains why recesirveys show that business
confidence continues to improve. Loans to non-fai@ncorporations appear to have
stopped falling in the first half of the year. Howee, resurging turmoil on financial

markets has made financing via equity more expenaid widened risk spreads for
private bonds. As a result, the real cost of theereal financing of euro area non-
financial corporations, as measured by the ECB,imaeased a bit recently, but it has
to be stressed that it is still very low.

Private consumption is dampened by uncertain inc@mospects, in particular for
employees, although employment appears to haveesoghrinking in the first half of
2010, and the compensation of employees is, wélptiasing out of many wage cutting
short term labour schemes, no longer falling. Tlnndrag on consumption will come
from fiscal policy: expansive fiscal policies corttean end everywhere, and in those
countries that suffer a loss of confidence, thesobge sharply restrictive. Lower public
expenditure is, of course, mirrored by losses ofgpe income. That said the policy of
consolidation appears to be unavoidable, since diterioration of confidence on
financial markets has to be stopped. Another effleat will, to some degree, dampen
the adverse effects of the crisis of confidenceéhé&weakening of the euro (by about
12% relative to its October 2009 value, as meashyeithe nominal effective exchange
rate), since it makes production in the euro areeermaompetitive. Indeed, further rising
exports, mainly to strongly growing emerging ecomesnis the main reason why we
forecast a modest recovery this year and in 20ldeitaat a slowing pace, as the
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upswing of world trade will calm down in the secdmalf of this year and the effects of
fiscal consolidation in Europe become increasirigly

Fixed capital formation will not recover before 20hs the crises of the housing sector
continue, and investment in equipment and machipiks up only very modestly this
year. However, production will get some supportnfrdirms that rebuild their
inventories. Private consumption will grow only yenodestly, and not before 2011.

Given the present uncertainty about the monetaignuilownside risks for this forecast
are high. As the spring report predicted, finananogts of firms have gone up recently,
and this process could quickly accelerate, in ease increasing yields for government
bonds took more and more effect on the financingtscéor firms. This is a cause for
concern because debt ratios for firms have beea wsing trend for years in the euro
area and are now on record levels.

The recent turmoil’s in the financial markets, fimancing difficulties faced by various
euro area members and the weak labour market isitubive clearly affected the
confidence of the economic agents. Although, asipusly mentioned, there has been
some improvement in business confidence, the ecneentiment indicator for the
euro area declined sharply in May 2010 after 12 thmf continuous and relatively
fast growth. Data for June 2010 has also confirthatidecline, although there has been
a methodological break in May 2010 and it is stdk clear how the old and the new
series can be combined. For this reason, the dysrejection, which clearly indicates a
consolidation of the downward trend in the conficeeindicator, should be taken with
some caution.



Figure 1. Quarterly GDP growth rates and confidence bands
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Figure 3. Economic Sentiment Indicator and confidence bands
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As for industrial production, the recovery of timelustrial sector has gained momentum
in the last few months but the upward trend in ykarly growth rates has probably
come close to a maximum. The industrial produciimatex is expected to grow, on
average, by 7.1% in the first semester of 2010 slad down to 6.9% in the whole
year. As for 2011, we expect a grow rate of jufe@. Over the forecast horizon, all
sectors are expected to grow with positive rategit@l and intermediate goods will be
contributing the most to the recovery of industpedduction, with average growth rates
above 8.0%. The European industry will resume pasgrowth in the short run, but the
intensity of the recovery will be largely insufigit to compensate the sharp fall
experienced during the last years. In fact, thesbgiven by the depreciation of the euro
in the currency market is likely to be over andkirig into account consumption
stagnation, the stock rebuilding stage will sooagghaway. It should also be mentioned
that the recovery of the industrial sector doesseem to be homogeneous across euro
area countries. While Italy, France and Germanyleading the recovery with growth
rates close or above 10%, other members of the zame (like Spain, Portugal and
Greece) are lagging well behind and do not seebetable to catch up with the recent
upturn.



Table 2. Annual average ratesfor industrial production in theeuro area

2005 2006 2006 2008 2009 2010 2011

Durable -0.8 4.7 1.4 -5.7 -17.5 2.0 0.0
Non Durable 1.1 2.7 2.5 -1.4 -3.0 2.3 1.9
Capital 2.5 6.0 6.6 -0.1 -21,4 8.2 5.2
Intermediate 0.6 4.8 3.7 -3.4 -19.2 10.4 2.6
Energy 15 0.6 -0.9 0.3 -5.7 3.1 2.6
Total 1.3 4.2 3.7 -1.7 -15.1 6.9 3.0

Regarding inflation, we expect year on year radeginain below the 2.0% level during
the entire forecasting period. Energy prices rdasadily in the last year, contributing
significantly to the upswing of headline inflatiowle assume that the upward trend in
the oil prices is almost over, expecting just admiicrease of those prices in 2011.
According to our forecasts year on year rates toilicontinue to rise until the first
quarter of 2011 and stabilize around an averagh tde in the following period. 1.5%
is our forecast for the average annual rate fo0201d 2011.

Figure 4. Euro ArealInflation Rate (year on year rates) and confidence bands
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Comparison with alter native for ecasts

The forecasts presented above were obtained frenEiN macroeconometric model,
described in detail in the EFN Spring 2002 rep®able 3 shows a comparison of the
EFN forecasts for the main macroeconomic aggregattds other forecasts, notably
those of the European Commission, the IMF, the E®B, OECD, and Consensus
Economics Inc.

The EFN forecast is clearly on the optimistic siflee reason is mainly that we forecast
a substantial contribution of the external econoasyexports benefit from the strong
recovery in many emerging markets, while importsysnuted. But we also predict a
modest recovery of fixed capital formation. Thisbgsed on the assumption, among
others, that governments manage to consolidate lynaia lower consumption
expenditure and avoid drastically cutting publiwestment in order to preserve the
productive capacities of the euro area economy.skuoilar reasons, our forecasts for
the industrial production index are also slightlgne optimistic than the last consensus
estimates for both 2010 and 2011.

As for inflation, our forecasts are basically indiwith those of other institutions with
the exception of the IMF’s latest projections thed significantly lower.

Table 3. Comparison of EFN forecasts with alter native for ecasts

EFN EU IMF ECB OECD | Consensus
20102011201020112010 2011{201020112010201120102011

GDP 10 16, 09 15 10 15 10 12 12 (181 114
Priv. Consumption 0.1 0.7 0.0 1.1 0.1 10 01 0(7 01 10 0.2 0.8
Gov. Consumption1.3 0.3 0.9 0.3 08 04 08 04 05 02 14 0.8
Fixed Capital Form-2.4 2.4 | -26 1.8|-04 19 | -23 0.3|-22 22| -16 2.3
Unemploymentrg 10.2 10.8|10.3 10.4(10.5 10.5 na na 10.10.1|10.3 10.3
HICP 15 15 15 17 11 13 15 16 14 1.0 1.45 1.

IP 6.9 3.0/ na ngd na na na a na |na 57 |23

EU: European Commission, Economic Forecast, Si201; IMF: World Economic Outlook, April 2010; ECECB Monthly
Bulletin, June 2010, OECD: Economic Outlook, May1@; Consensus: Consensus Economics Inc., ConsEosesasts, June
2010. ECB figures correspond to their macroeconopnajections. Numbers in the table refer to the meé& the respective
projected interval
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Variables of the world economy

Assumptions concerning the evolution of importaatiables related to the state of the
world economy are shown in Table 4 below. We asstiraethe US and in particular

Japan recover in 2010 with rates that are abovengiat growth in these economies.
World trade will expand at healthy rates, but Isssme momentum in the second half of
2010. Oil prices are expected to slowly rise frame tevels they had in June. The

weakening of the euro is assumed to come to an end.

Table 4. Variables of the world economy

2010 2011
US GDP Growth Rate 3.3 3.1
US Consumer Price Inflation 1.7 1.7
US Short Term Interest Rate (December) 0.4 1.9
US Long Term Interest Rate (December) 3.8 4.3
Japan GDP Growth Rate 3.2 1.7
Japan Consumer Price Inflation -1.0 -0.2
Japan Short Term Interest Rate (Decembg 0.5 0.7
Japan Long Term Interest Rate (Decembe 1.5 1.6
World Trade Growth Rate 11.3 6.5
Oil Price (December) 80 82.5
USD/Euro Exchange Rate (December) 1.23 1.23
100Yen/Euro Exchange Rate (December) 1.12 1.12

Apart from the development of world trade, longrianterest rates and nominal exchange
rates, all variables are exogenous to the EFN &steenostly close to those of Consensus
Economics (2010). The oil price is in US dollar arrel (Brent). US short term interest
rate: 3-month treasury bills. US long term intemedés: 10-year treasury bills. Japan short
term interest rate: 3-month deposits (LIBOR). Jajpamg term interest rates: 10-year
treasury bills.
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