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EFN REPORT

ECONOMIC OUTLOOK FOR THE EURO AREA IN 2013 and 2014
Highlights

* In 2013, the expansion of the world economy willableit stronger than in 2012.
Growth in Asia should be more dynamic than in 20d42d the US economy
appears to robustly withstand the restrictive amdtable US fiscal policy,
thanks to a very expansionary monetary policy.

* In spring 2013, the euro crisis is clearly lesstadban in 2012. One indicator
for this is that in February the liabilities of ti@anish and Italian central banks
to the rest of the Eurosystem were by almost atguiower than at their maxi-
mum in August. Moreover, the inconclusive electiamdtaly and the present
crisis in Cyprus have only modestly raised risknpeefor Italian government
bonds, and premia for Spanish bonds stayed abmstar@d. However, for the
crisis of confidence in the euro not to returnisitrucial that signs of a stabiliz-
ing real economy in the southern member statesnbeaasible in the course of
this year.

e The consensus is for a swift return of the Germeonemy to growth. Else-
where, firms and households are, for good reasitisjncertain and hence lim-
it their investment and consumption. In the southEBuropean countries, and
probably also in France, the recession will not anlgast before the second half
of 2013. One relevant factor is that although fiahconditions for banks have
markedly improved, this improvement has not yethea nonfinancial firms
and private households in these countries.

* Overall, we forecast euro area GDP to be -0.3 permaver in 2013 than in
2012, a downward revision from the positive growtt®.2% we expected in our
last report. The situation should improve in 20d4th an expected GDP growth
of about 1.3%. However, this will not be sufficigntlower the unemployment
rate, which actually could further increase to d@tk16%.

* In the current context of economic sluggishness, ioflation forecasts have
slightly decreased, mostly in line with the updatt@B expectations. Our
inflation expectations for 2013 have moderated yecay rate of 1.6%, and they
remain subdued also in 2014, at about 1.4%. Tledilikod for the ECB to cut
interest rates has moderately increased.



Table 1 Economic outlook for the Euro area

2010 2011 2012 2013: 1shalf 2013: annual 2014: annual
Point  Interva Poin®  Interva Point  Interva
Forecast Forecast Forecast Forecast Forecast Forecast
-0.1 -1.0 0.3
GDP 2.0 1.4 -0.6 -0.6 -0.3 1.3
-0.1 0.3 2.3
) 0.2 0.2 0.1
Potential Output 0.7 0.4 0.5 0.3 0.3 0.3
0.4 0.4 0.5
) ) -1.3 -1.3 0.4
Private Consumption 0.9 0.1 -1.3 -1.0 -0.9 1.1
-0.6 -0.4 1.8
Government Consumption 0.7 -0.1 0.0 -0.3 -0.3 0.2
-7.3 -6.9 -1.0
Fixed Capital Formation  -0.1 15 -4.1 -4.8 -4.0 2.5
-2.4 -1.0 6.1
1.3 0.9 3.2
Exports 112 6.3 2.6 25 2.3 5.1
3.6 3.7 7.0
-0.7 -0.6 3.5
Imports 9.6 4.2 -1.0 0.6 1.0 5.6
1.8 2.6 7.8
11.8 12.0 12.0
Unemployment Rate 10.1 10.2 114 12.0 12.2 12.6
12.2 12.5 13.2
1.8 1.7 11
Total hourly labour costs 1.6 2.7 2.2 2.1 2.1 1.7
2.4 2.5 2.2
Labour Productivity 0.1 0.0 1.1
25 1.2 0.2 0.3 0.5 1.7
(output per head) 0.7 1.0 2.4
15 1.1 0.4
HICP 1.6 2.7 2.5 1.7 1.6 1.4
1.9 2.1 2.4
0.0 -1.7 -1.1
IPI 7.2 3.1 -2.4 -1.0 0.3 1.6
-2.0 2.3 4.3

Percentage change in the average level comparbdheitsame period a year earlier, except for thpubtgap 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 boundtakem from EFN forecasting model and based on 2@@thastic

simulations.

*Currently, government consumption is highly infleed by the need of fiscal consolidation in manyoearea
countries, a situation that is not appropriatelgtaeed by the model. Hence, we assume a time gagbv@rnment
consumption that is compatible with the consololagrograms of the member countries.



Economic Outlook for 2013 and 2014

The world economy: moderately gaining pace while euro risks still linger

Prospects for the world economy slightly brightenpdduring the first months of 2013.
Since autumn 2012, confidence of firms has beengisimost everywhere. More
recently, world industrial production and interoatl trade have moderately
accelerated. The cyclical position of most advaresshomies, however, is still weak:
in the final quarter of 2012, production was abstagnant in the US and Japan and
shrank in the euro area and the United Kingdom.r&€bent upwards movement comes,
once more, from important emerging economies: tdao in China has been,
according to official data, expanding by about 8%ics summer 2012, and during last
winter quite a few highly export-oriented East éaouth Asian economies benefited
from an acceleration of the inter-asian trade. thlitton, the turn to a markedly
expansive policy in Japan is set to revive the depa economy, at least temporarily.
While growth in Asia should be more dynamic thisuythan in 2012, the US economy
appears to robustly withstand the restrictive andtable US fiscal policy. All in all,
there is a good chance that the world economy it820ill expand slightly stronger
than last year.

During winter, firms gained a bit of confidencelnrope as well. This is mainly due to
the fact that the euro crisis has become less athte turning point was last summer
when the ECB, with its OMT program, promised, ieded, unlimited intervention into
the bond markets, and thus prevented investors émondinating on a run-equilibrium
that would force euro area sovereigns out of chpitakets. Since then, risk premia for
Spanish and ltalian government bonds fell dradsidal 2 Y2 percentage points. In Feb-
ruary, elections in Italy put the reform procesdha country into doubt and in March,
European policy handled the financial crisis in @by restructuring the large Cypriot
banks and imposing losses on large deposits. $irece however, risk premia for Ital-
ian bonds have risen only modestly (by about Orégrgage points up to mid-March),
and contagion to other government bonds was noedigole. Confidence has, to a cer-
tain extent, returned to Spanish and lItalian basksvell, and the Eurosystem, via na-
tional central banks, no longer has to financetehflight. On the contrary, in February,
liabilities of the Bank of Spain and the Bank dlytto the rest of the Eurosystem were
by almost a quarter lower than they were at th@ximum in August, and claims of the

Bundesbank have continued to recede in March.



For all these beneficial shifts of sentiment orafinial markets, however, it is not clear
whether the euro crisis has peaked. Indeed, foeribis of confidence in the euro not to
return, it is crucial that in the course of thisayesigns for a stabilization of the real
economy in the southern member states becomeeigittherwise, a loss of confidence
on financial markets might force the ECB to fuifd commitment to intervene on bond
markets, which might very well undermine politisalpport for the common currency in

the core countries of the euro area.

The euro area economy: a widening split for most of 2013

In spite of easing financial conditions, the rets®f the euro area economy contin-
ues. In the fourth quarter of 2012, GDP fell maikdmy 0.6%. In Italy and Spain, the
deep recession got worse, and production in Freaselower than a year ago. Hitherto
production in Germany also shrank by 0.6%, mairdgduse German exports were, as
those from the rest of the currency union, deciniBesides, in the last quarter of 2012
industrial production in the euro area shrank ¢@.the worse decay rate of this sec-
ond phase of the crisis, affecting all the mainntdas of the euro area, both the central
and the peripheral ones. Having experienced itis fibnsecutive negative year-on-year
rate in that quarter, we still expect two additiogaarters of industrial production de-
cay, which is one quarter longer than in the ihpiaase crisis (2008-2009). The decay
was slightly more moderate in January 2013, buit isttluded all central euro area
countries. Driven by strong demand from emergirgnemies, the production of capital
goods will continue to be the most dynamic grouphi@ euro area industry, as shown
by table 2.

Private consumption in the euro area has also tadlerg during 5 quarters in a row. At
present, real disposable income of private houskshisl declining by about 1 %2 per

year.

While nominal compensation per employee is swiflgwing, hikes of administered
prices and VAT increases prevent inflation fromlifgl quickly. However, the stable
but negative trend of our core inflation expectasicuggests an increasing likelihood
that the euro area HICP will be significantly beltve ECB target, not only in 2014 but

also this year, see figure 4.



On the labour market, workers face a high riskosirlg their jobs: since summer 2011
the rate of unemployment has steadily risen to%2(Bebruary), and employment has

been falling.

Investment has also been shrinking since summet,20lhe fourth quarter by 1.2%.
As demand is weak, capacities need not be expamaeddeclining property prices in
many countries signal that housing is no profitablestment. The real costs of exter-
nal financing, however, are at a record low andukhaupport investment activity,
though there remain substantial heterogeneity aeaso area countries. Financial con-
ditions for banks in southern Europe have indeedkety improved, but this im-
provement has not yet reached nonfinancial firng @uvate households in the south-
ern countries. During the past months, the diffeeehetween the interest rates to be

paid in Spain and Italy and those in France or Gesnhas even widened.

Efforts for fiscal consolidation will continue toeigh on the economy in 2013, albeit at
a somewhat smaller scale than in 2012, when theduwmpenditure cutbacks and tax
increases was about 1.5% relative to GDP. This, yeaill be about 0.8%. The targets
set in the stability and adjustment programs wierejost cases, missed in 2012, as will
be those for 2013. This forecast does not assuatgtiicy will try to close the gap by
tightening measures of fiscal consolidation. Indtea 2014, fiscal policy will be about

neutral.

A moderately positive momentum comes from net espaince the world economy
will expand a bit stronger. Contrary to last ydaowever, the exchange rate will not
support demand, because the return of confidentieeieruro and the more expansion-
ary stance of other important central banks sucth@d-ederal Reserve Board caused
the currency to appreciate in the second half df22®t present, the US-dollar ex-

change rate is, at about 1.30, only a bit lowen thgear ago.

There is consensus for a swift return of the Gere@momy to growth; financial con-
ditions are very favourable, fiscal policy is abmettral, and export firms will benefit
from the moderately accelerating world demand.threplarger economies, confidence
has, at least until recently, also been rising,ibi# still at very low levels. As was ar-
gued above, firms and households have enough redsorbeing sceptical. In the
southern European countries, but probably alsaamde, the recession will not end at
least before the second half of 2013.



All'in all, we forecast euro area GDP to be -0.&pat lower in 2013 than in 2012, with
a downward revision with respect to our previougdéast of positive growth of 0.2%.
In 2014, if reforms continue to be, by and largescessfully implemented, the euro area
economy should start to slowly close its wide otitpap with an expected growth for
the euro area GDP of 1.3%.

Figure 1 Quarterly GDP growth rates and confidence bands
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Regarding inflation, and as previously mentionegheetations for 2013 and 2014 have
moderated to an average y-o0-y rate of 1.6% and Ie&fectively, in line with the re-
cently updated ECB forecasts. In fact, in the BSIB meetings Mario Draghi has
acknowledged a deeper debate on the level of teeest rate among the members of its
Executive Board. Therefore, the likelihood of n&#ure changes in the ECB interest

rate policy, although it remains low, has modeyaitetreased.



Figure 2 Contributions of domestic components and net exportsto GDP growth
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Figure 3 Economic Sentiment Indicator and confidence bands
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Figure4 HICP and confidence bands
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Table 2 Annual average ratesfor industrial production in theeuro area

2009 2010 2011 2012 2013 2014

Durable -17.3 2.6 0.4 -4.6 -2.2 -0.9
Non Durable -3.2 2.9 0.7 2.1 1.2 0.8
Capital -21.3 8.9 8.2 -1.2 0.9 3.1
Intermediate -19.6 9.8 3.7 -4.4 -0.1 1.6
Energy -5.3 3.9 -4.3 -0.1 -1.6 -0.3

Total -15.2 7.2 3.1 -2.4 0.3 1.6




Comparison with alternative forecasts

The forecasts presented above were obtained frenkEBN macroeconometric model,
described in detail in the EFN Spring 2002 repdable 3 shows a comparison of the
EFN forecasts for the main macroeconomic aggregatts other forecasts, notably
those of the European Commission, the IMF, the E@B, OECD, and Consensus
Economics.

While the numbers on GDP are quite similar, the HbMcast stands out in that it
predicts quite a strong contraction of private dedhm 2013 and a comparably strong
rebound in 2014. The ECB forecast suggests the samteaction but with a smaller
rebound. Net external demand dampens the swing flgaee 2). In addition, we
forecast a marked increase in the unemploymentenzga in 2014. One reason is that
the trend of the participation rate is, in spitgaxession, still rising in the euro area.

Table 3 Comparison of EFN forecasts with alter native forecasts

EFN EU IMF* ECB OECD | Consensus
20132014{201320142013 2014|201320142013201420132014

GDP -03 13| -0.314|, 02 na| -05 10 -011.3|-0.4 0.9
Priv. Consumption-0.8 1.1 | -0.7 0.9 -0.3 na | -0.8 0.6|-0.2 0.9|-0.8 0.4
Gov. Consumption-0.3 0.2 |-0.2 05| -06 na | -0.5 04|-03 04]|-04 -0.1
Fixed Capttal Fom-3.9 25| -18 24| 02 na| -2413| -1921|-24 1.2
Unemploymentrg 12.2 12.6/12.2 12.1{11.5 na na na 11.92.0/12.2 12.2
HICP 16 14 18 15 1.7 n3 16 13 16 1.2 1.7 |16

P 0.3 16| na na na na na mnma na |na -2D

EU: European Commission, Economic Forecast, Wib@d13; IMF: World Economic Outlook, October 20EXB: ECB Monthly
Bulletin, March 2013, OECD: Economic Outlook, Nousen 2012; Consensus: Consensus Economics Incse@sus Forecasts,
April 2013. ECB figures correspond to their macaemic projections. Numbers in the table referh® mean of the respective
projected interval

*According to the IMF report for the G20 meeting February 2013, GDP growth in the Euro area vell®.2% in 2013 and 1.0%
in 2014.

11



Variables of theworld economy

Assumptions concerning the evolution of importaatiables related to the state of the
world economy are shown in Table 4 beldwhile US growth will be dampened by
restrictive fiscal policies in 2013, the Japanesenemy is forecast to expand healthily.
One reason is that the Japanese economy has gaonggktitiveness by the recent
strong depreciation of the Yen. We predict worlalder to expand faster, but still only

modestly.

Table4 Variables of theworld economy

2012 2013 2014
US GDP Growth Rate 2.2 2.1 2.7
US Consumer Price Inflation 2.1 1.9 2.1
US Short Term Interest Rate (December) 0.1 0.2 0.4
US Long Term Interest Rate (December) 1.7 2.3 2.8
Japan GDP Growth Rate 1.9 1.3 1.3
Japan Consumer Price Inflation 0.0 0.1 1.9
Japan Short Term Interest Rate (Decembe 0.3 0.3 0.3
Japan Long Term Interest Rate (Decembe 0.8 1.0 1.2
World Trade Growth Rate 2.6 4.0 5.5
Oil Price (December) 110 112 114
USD/Euro Exchange Rate (December) 1.31 1.30 1.30
100Yen/Euro Exchange Rate (December) 1.10 1.25 1.25

Apart from the development of world trade, longmteinterest rates and nominal exchange rates, all
variables are exogenous to the EFN forecast, mokthe to those of Consensus Economics (2012). iThe o
price is in US dollar per barrel (Brent). US shentm interest rate: 3-month treasury bills. US loeign
interest rates: 10-year treasury bills. Japan dieam interest rate: 3-month deposits (LIBOR). Japag
term interest rates: 10-year treasury bills.
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