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EFN REPORT

ECONOMIC OUTLOOK FOR THE EURO AREA IN 2010 and 2011
Highlights

* In 2010, the recovery of the world economy willdéven by a strong expansion of
production in many emerging markets. Rising expaitsbe the main driver of the
recovery in the euro area. We expect GDP to grawrad 1.7% and 1.2% during
2010 and 2011, respectiveWhat impedes the recovery is the state of labour
markets. In fact, unemployment will continue toerigrell into 2011, partly
because firms with low capacity utilization will rlonger be able to keep
workers in employment.

« The most important reason for the recovery of #s economy appears to be
renewed — although still fragile — confidence onaficial markets. Official
interest rates close to zero and substantial pseshaf highly rated assets by
important central banks have drastically increades attractiveness of more
risky assets.

* However, at the end of December 2009, financialketsr have put the very
solvency of Greece into doubt. If need be, the Etf member states — would
surely help in order to prevent an open solvenagis;ralthough this would
make financing government debt more expensivelf@uao area countries.

» Inflation in the euro area will grow slowly up ta axpected average annual rate
of 1.3% in 2010. Price stability is not expectecb® affected by expansionary
monetary and fiscal policy and inflation will remaiell below the ECB target
rate during the forecasting horizon.



Table 1 Economic outlook for the Euro area

2007 2008 2009 2010: 1stalf 2010 annug 2011: annual

Point  Interva Poin"  Interva Point  Interval

Forecast Forecast Forecas Forecas Forecast Forecast

14 12 0.5

GDP 2.7 0.6 -39 1.9 2.5 1.7 23 1.2 2.0
1.2 13 1.3

Potential Output 15 15 1cC 1.3 1.4 14 15 15 1.6
-0.5 -0.4 -0.3

Private Consumption 1.6 03 -11 0.1 0.6 0.2 0.8 0.5 1.3
1.6 14 1.3

Government Consumption 2.3 21 23 2.0 2.4 1.8 2.2 1.7 2.1
-2.5 -18 0.8

Fixed Capital Formation 4.7 -0.3 -101 -0.9 06 -0.2 14 2.7 4.6
7.1 6.1 2.0

Exports 6.2 1.0 -135 8.6 10.1 7.4 8.5 3.9 5.7
5.0 4.7 2.0

Imports 5.4 0.9 -11: 6.4 7.8 6.0 7.1 3.7 5.4
10.C 10.2 11.0

Unemployment Rate 7.5 75 94 10.2 104 10.5 10.7 11.5 11.9
2.3 2.1 14

Labour Cost Index 2.7 35 4.C 2.5 2.7 2.3 2.5 1.7 2.0
2.0 21 14

Labour Productivity 0.9 -0.2 -24 2.4 2.7 2.3 2.5 1.7 2.0
0.9 0.8 0.9

HICP 2.1 3.3 0.2 1.3 1.7 15 2.2 1.7 25
-2.9 -0.7 -0.7

P! 3.7 -1.7 -154 -1.7  -05 11 2.9 15 3.7

Percentage change in the average level comparbdhvitsame period a year earlier, except for theudwgap that is
the deviation of actual GDP from potential GDP gsea cent of potential GDP and except for the ureyment
rate. Point forecasts and 80% confidence boundtakes from EFN forecasting model and based on 38@thastic

simulations.



Economic Outlook for 2010 and 2011

The world economy: growth resumes, but upswing not in sight

At the end of 2009, the world economy is slowlyawering. In the US and in the Eur-
pean Union, production started expanding in theltquarter; in Japan it did already so
in the second. The Japanese export industries ibémeh the surge of demand in East
and South Asia in general and in China in particisorld trade in goods has re-
bounded particularly strongly in the second half2609; but still, monthly volumes
were in autumn not higher than in 2006. Nevertlseeleemmaodity prices have been on
an upward trend since April. Oil prices are in Daber, with about 70 US-Dollars per
barrel (Brent), as expensive as towards the entieoupswing in summer 2007. This
fact is part of the wider picture of reboundingedgwices all over the world. Looking at
values on stock markets, indices of S&P 500 forUlseand Euro Stoxx 50 for the euro
area are about 45% higher than they were at tteeigh in March. Prices for corporate
bonds in advanced economies have increased asBwvelh more spectacular was the
rebound of asset prices in the emerging markets.

Thus, the most important reason for the recoverthefreal economy appears to be re-
newed — although still fragile — confidence on fioal markets. This confidence is, by
itself, the achievement of economic policy thatosized the financial sector world-
wide. In particular, official interest rates clasezero and substancial purchases of high-
ly rated assets by important central banks havetidedly increased the attractiveness of
more risky assets. This expansive monetary poliny direct financial support have
stabilized banks as well. However, the flows ofddréo business are steadily ebbing in
the US and in Western Europe, although privatestiaent is already stabilizing. Banks
not only face high default risks of their clientsit still try to mend their balance sheets
that have been damaged by the financial crisisdiCoenditions will stay restrictive in
2010, impeding the recovery of private investméot. this reason, central banks in the
US and Western Europe will keep interest ratefeit ultra-low levels for most of the
year, although the ample provision of liquidity agalvernment support for banks will
be carefully reduced. Fiscal policy will, in thegaggate, be about neutral next year,
with expansive stances in some countries like JamahGermany and a change to re-
strictive policies in some countries that risk tapithe confidence of investors due to
very high deficits or debt levels.

In 2010, the recovery of the world economy willatidnigh degree be driven by a strong
expansion of production in many emerging marketgoers of commodities will
benefit from high prices. The upswing in China wait least for the horizon of this fore-
cast, be sustainable, because growth is, to a Eant, driven by rising productivity,
and because the Chinese government appears tahewvell and the means for con-
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tinuing an expansive policy. In the advanced caestrhowever, an upswing is not in
sight. The dampening factors here relate to thetfet the global imbalances are being
reduced since the outbreak of the crisis. The aglgahg will continue, but come at con-
siderable short term costs: Where current accoeifintit were (in absolute terms) high-
est before the crisis, i.e. in the US, Great Bmitaind Spain, growth rates in asset prices,
in particular for property, were high during thespaecade, and these prices fell by
much during the recent crisis, reducing private ltheand tax revenues. Private and
government consumption will adapt to more meagosgects now. Adapting demand
and supply, in particular for non-tradable good#, require stronger currencies of sur-
plus countries, above all relative to the US-dollris has not happened with the Ren-
minbi, because the Chinese government repeggedtietdollar in the summer 2008. A
main risk for the world economy in 2010 will be tthis peg will not only be main-
tained, but that it will induce other governmertkéep the exchange rates of their cur-
rencies constant relative to the dollar block.His tase, a central mechanism for equal-
izing supply and demand of goods on world marketald/be broken.

Theeuro area: a split recovery?

At the end of 2009, the recession in the euro seeans to have ended. Production ex-
panded slightly in the third quarter, for the fitshe in one and a half years. Govern-
ment consumption and exports contributed positivelgrowth. Final demand of pri-
vate agents inside the area, however, continustrtok, although the fall in investment
activity has decelerated. Consumption of privatasetolds was, looking at the whole
year, almost stable; this is remarkably resiliggmten the massive fall in production.
Real disposable incomes have kept on well, pandyis to various measures of fiscal
policy. Compensation of employees was quite stablavell, but hourly labour costs
increased markedly up to the summer, due to skeom tvorking schemes that were
frequently used in Germany, but also in Austria #aty. Because prices (in terms of
the GDP deflator) increased by far less, profitsrfarkedly, and the high debt load of
firms in the euro area increased further. In additias discussed above, credit condi-
tions offered by banks are and will stay restreetir 2010. On the other hand, the ECB-
indicator of real financing costs fell during 209 quite a low level in autumn. But
capacity utilization is low, the crisis of the ctmtion sector in some countries is far
from over, and the strong expansion of public itwest will soon come to an end.
Thus, fixed capital investment will be no more tisiagnant in 2010. Production, how-
ever, will get some support from firms that rebyitd reduce more slowly) their inven-
tories. The main driver of growth will be risingpotts (though slightly dampened by
the revaluation of the euro in 2009), mainly toally recovering emerging economies.



Confidence of firms and consumers has been steiadilyoving since spring, and it will
reach pre-crisis levels during 2010. However, ttaesof labour markets will impede
the recovery in 2010. Unemployment will continueritte well into 2011, partly be-
cause firms with low capacity utilization will noriger be able to keep workers in em-
ployment. This will dampen consumption because arsation of employees will be
depressed and prudential savings will rise. Aldlin the economy will lose momentum
during 2010 and will only slowly gather way in 2011

Figure 1 Quarterly GDP growth rates and confidence bands
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Figure 2 Contributions of domestic components and net exports to GDP growth
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Figure 3 Economic sentiment indicator and confidence bands
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Taking a closer look at the industrial productioméx evolution and forecasts will
confirm this idea. The fall in the production of rdble consumption, capital and
intermediate goods accumulated in 2009 has beenatii@ with negative year on year
rates around 20%. The IPI and its main componemte been improving since summer
2009 but recovery will take time. Year on year sadee expected to remain negative for
two more quarters while the average annual groatth will be just slightly positive in
2010 (1.10%) and 2011 (1.50%).

Table 2. Annual average ratesfor industrial production in theeuro area

2005 2006 2007 2008 2009 2010 2011
Durable -0.95 4.36 1.19 -5.74 -18.40 -1.68 2.13
Non Durable 1.05 2.67 2.45 -1.45 -3.15 1.70 2.68
Capital 2.51 5.98 6.73 -0.08 -20.96 0.36 5.67
Intermediate 0.56 4.82 3.69 -3.36 -20.00 0.71 -0.80
Energy -2.67 -0.98 -0.99 1.38 -7.45 5.36 -4.04
Total 1.30 4.22 3.71 -1.67 -15.40 1.10 1.50

As for inflation, it is not a mayor concern in thear future. HICP data show that the
expansionary fiscal and monetary policy didn’t gates, up to the moment, any observ-
able inflationary effect. Inflation is expecteddmw slowly over the forecast horizon,
always reaming below the ECB target. Low inflatierusually good news but must be
sided by moderate growth in nominal wages. Realksagnnot be allowed to grow too
fast in order to achieve any significant jobs dmatn the next couple of years.

A serious risk for the economy in the euro arethéspossibility of a split recovery: in

autumn, the small increase in production came feomorthern block of countries

around France and Germany. Other countries, maintjle south, lag behind. In this

region, the housing sector is in recession or (ail® in a deep crisis, and public fi-
nances are in precarious conditions. At the eridexfember, financial markets have put
the very solvency of Greece into doubt, and risteag@s for Spanish bonds — though
much lower than for Greek ones — have increasadelisIf need be, the EU — or mem-
ber states — would surely help in order to prexanbpen solvency crisis. This, how-
ever, would probably make financing government asbite expensive for all euro area
countries.



Comparison with alternative forecasts

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 sidet only for 2010. This is true for
investment activity. What is even more importarg, farecast a substantial contribution
of the external economy, as exports benefit froenstnong recovery in many emerging
markets, while imports stay muted. For 2011, howetlds impulse is no longer in
place, while consumption will still be sluggish diwehigh unemployment.

Industrial production forecasts are below the cosse expectations for 2010 while
inflation projections are slighty above those ofiest institutions for both 2010 and
2011.

Table 3 Comparison of EFN forecasts with alter native for ecasts

EFN EU* IMF ECB OECD | Consensus
2010201120102011j2010 2011{20102011j2010201120102011

GDP 17 13 0715 03 na| 0.8 1.2 09 1}7 13 na
Priv. Consumption 0.2 0.6 0.2 1.0|-0.1 na | 0.3 1.00 04 1.3 03 na
Gov.Consumption1.8 1.8 1.1 140 19 na 1.1 11 07 09 19 |na
Fixed Capital Formp-0.2 2.7 | -1.9 21| -24 na |-1.6 0.3| 0.8 34| 0.2 na
Unemploymentrg 10.5 11.4|10.7 10.9/11.7 na na nal 10.40.8/10.5 na
HICP 15 1,7 11 1% 0.8 ng 1.3 234 09 0.7 12 |na

IP 1.1 1.5/ na na na na na r|1a na ha 3.4 |na

EU: European Commission, Economic Forecast, AutBé@9; IMF: World Economic Outlook, October 2009; EEECB Monthly
Bulletin, December 2009, OECD: Economic Outlookybimber 2009; Consensus: Consensus Economicsdoosensus Fore-
casts, December 2009. ECB figures correspond fo riecroeconomic projections. Numbers in the tabfer to the mean of 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 asstlmaethe US and Japan recover
in 2010 with rates that are close to the poteugtialvth rates of these economies. World
trade will expand at healthy rates, but lose aobitnomentum from summer 2010
onwards. Oil prices are expected to keep the wvelgtihigh levels they had in early
December. As well, the exchange rates of dollar ged relative to the euro are

assumed to be stable.

Table 4 Variables of the world economy

2009 2010 2011
US GDP Growth Rate -2.4 2.6 2.8
US Consumer Price Inflation -0.3 2.0 1.5
US Short Term Interest Rate (December) 0.2 0.8 3.0
US Long Term Interest Rate (December) 3.5 4.1 4.4
Japan GDP Growth Rate -5.7 1.4 2.0
Japan Consumer Price Inflation -1.2 -0.9 -0.5
Japan Short Term Interest Rate (Decembg 0.7 0.7 1.8
Japan Long Term Interest Rate (Decembe 15 1.5 2.0
\World Trade Growth Rate -11.2 7.2 6.5
Oil Price (December) 77 78 80
USD/Euro Exchange Rate (December) 1.49 1.49 1.49
100Yen/Euro Exchange Rate (December) 1.32 1.32 1.32

Apart from the development of world trade, longntenterest rates and nominal exchange rates, &hiblas are
exogenous to the EFN forecast, mostly close toettodConsensus Economics (2009). The oil price id$ dollar
per barrel (Brent). US short term interest ratend@ath treasury bills. US long term interest rate®year treasury
bills. Japan short term interest rate: 3-month dgpdLIBOR). Japan long term interest rates: 18ryeeasury bills.
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