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EDITORIAL

A recovery is on the horizon, but it will be a long and stony road before the EU economy reaches
sustained growth. Following the escalation of the sovereign-debt crisis in the second half of 2011, the
EU economy has entered a shallow recession in the fourth quarter. Since then, we have seen tentative
signs of stabilisation. Yet, as the outlook for the EU economy is slowly improving, the situation remains
extraordinarily fragile, and the risk of a renewed aggravation of the crisis is still present. The ebbing of
the greatest financial market stress creates the opportunity for policy-makers to focus on measures to
underpin the strength of the expected recovery and the growth potential.

In late 2011, a sharp drop in the supply of credit threatened to turn into an outright credit crunch that
would have strangled the real economy. However, this has been avoided, largely thanks to the
exceptional liquidity provision by the Eurosystem. By reducing bank funding stress, it has prepared the
ground for easing tensions across a broad range of financial market segments in the first months of
2012. Business and consumer sentiment, which deteriorated sharply in the second half of 2011, has
stabilised at low levels, but is not trending upwards, yet. A return of confidence is a precondition for the
dynamics of recovery to unfold. The recent improvements have been underpinned by a number of
complementary policy measures at EU and Member State level. Member States have adopted additional
measures to reduce their vulnerabilities. Large firewalls have been agreed to contain possible contagion,
and the euro area has strengthened its institutional framework and its surveillance tools. Finally, bank
recapitalisation is progressing. However, renewed market volatility in recent weeks is a reminder that
the stabilisation cannot be taken for granted yet, and that the pernicious interaction between weak
sovereigns, weak banks and weak GDP is still among the biggest risks to the outlook.

Past experience shows that recoveries from financial crises are not only slow and uneven, but also often
subject to episodes of renewed weakness and financial market stress. The legacy of the Great Recession
in 2008-09 and the sovereign-debt crisis imply a very gradual recovery for the EU economy
characterised by growth below potential over most of the forecast horizon, insufficient employment
dynamics and persistent growth differentials across Member States.

Major policy challenges remain, in order to consolidate the recent stabilisation, solidify the basis of the
recovery and strengthen the growth potential of the EU economy as well as its capacity to resorb
imbalances. The crisis is fuelled by concerns about the sustainability of sovereign debt that has been
rising faster than GDP. Avoiding a relapse into the crisis therefore requires not only crisis resolution
tools and fiscal adjustment, but also bolstering the structural underpinnings of growth. Concretely, the
tasks ahead include, but are not limited to: firstly, using the window of opportunity provided by the ECB
liquidity injections to further strengthen bank balance sheets and thus allowing the banking sector to
underpin the recovery of the real economy; secondly, a combination of fiscal consolidation and
structural reforms to safeguard debt sustainability where it is menaced. Budgetary policy should be
differentiated according to Member States' fiscal space and financial vulnerabilities, and should be
designed and implemented in a way that minimises the short-term negative impact on growth.
Moreover, structural reform is needed to help the adjustment of existing internal and external
imbalances which has progressed over the past two years and prevent the re-emergence of persistent
imbalances in the future. The EU has equipped itself with rich tools for enhanced surveillance and
policy response. Now it has to use them.

Marco Buti
Director General
Economic and Financial Affairs






OVERVIEW

Strong stabilising
policy actions, but
economic and
financial situation still
fragile

Global growth is
showing signs of re-
accelerating

A mild recession with
a subdued recovery in
the offing ...

Renewed tensions in sovereign-debt markets, high oil prices and decelerating
world output growth have all contributed to a sharp loss of confidence
towards the end of 2011 and the subsequent output contraction in the EU.
Strong policy actions and major advancements in the EU institutional
framework have averted a far worse outcome and brought about an easing of
financial market tensions as well as a stabilisation in confidence at the
beginning of 2012. However, looming uncertainty about economic prospects,
re-ignited stress in sovereign-bond markets and concerns about the banking
sector are still weighing on economic and financial conditions, albeit with
large cross-country divergences.

Financial market conditions in the first months of this year have improved
markedly as sovereign- and bank-funding stress have eased and the prospect
of a credit crunch has largely diminished, mainly thanks to non-standard
monetary policy measures, most notably the Eurosystem's longer-term
refinancing operations in December 2011 and February 2012. However,
renewed uncertainty about fiscal developments in some Member States amid
a worsening growth outlook and still fragile banks have recently again
increased the strain on sovereign-bond yields of concerned Member States
and affected several other financial market segments. Credit growth to the
non-financial private sector is still subdued and is not expected to pick-up in
the short term. Credit supply conditions remain tight, in spite of some recent
encouraging signs, while credit demand from private households and firms
remains limited as both borrowers and lenders are engaged in a process of
gradual deleveraging which is expected to continue throughout the forecast
horizon.

Outside the EU, global growth has lately shown signs of reacceleration. The
US recovery seems to have gained some momentum in the second half of
2011, reflected by stronger consumption growth and milder fiscal
consolidation (implying a public debt level of 112% of GDP in 2013), while
labour market prospects appear to be more uncertain. In Japan, the post-
disaster recovery is set to continue on the back of investment. Overall,
growth in emerging market economies is expected to remain robust, notably
in China, but to moderate slightly over the forecast horizon. Global trade has
decelerated in 2011 driven by single events such as disasters in Japan, but
also by geopolitical tensions and the turmoil in sovereign-debt markets in
Europe. In line with global GDP, world trade is projected to grow only
moderately in 2012, before embarking on a more dynamic growth path in
2013. Increased energy prices are weighing on growth, but going forward,
crude-oil prices are assumed to stabilise and gradually decrease over the
forecast horizon.

After negative growth rates in the last quarter of 2011, a GDP contraction is
forecast also for the beginning of this year in the EU and the euro area. Both
zones have thus entered a technical recession. The EU economy is set to
register a weak first half year with quarterly growth rates around zero or
slightly negative in the majority of Member States. While some leading
indicators are suggesting a mild and short-lived recession, recent survey and
hard data do not indicate the start of the recovery, yet.
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Lingering uncertainty
weighing on domestic
demandin 2012 ...

... but a positive
conftribution from the
external side

External adjustment at
Member State level
on-going

Projections have been substantially revised downward for 2012 as a whole,
and to a lesser extent for 2013, compared with last autumn. However,
compared with the February interim forecast, the picture remains unchanged
for this year, when GDP in the euro area is expected to undergo a slight
contraction of 0.3% and to remain stable in the EU. In 2013, economic
activity is projected to increase by 1.0% in the euro area and by 1.3% in the
EU. The forecast mild recovery is predicated on a return of confidence, and
thus on the assumption that the challenges faced by the euro area, notably the
still on-going sovereign-debt crisis and the fragile state of the EU banking
system, will be successfully and sustainably overcome.

Overall, domestic demand is unlikely to support GDP growth in 2012, as the
process of deleveraging continues across the sectors of the economy. Banks
need to further strengthen their balance sheets and tight credit conditions are
expected to weigh on consumption and investment. Private investment is
currently still contracting and is expected to be a drag on GDP in 2012. It is
forecast to rebound gradually and bolster economic growth in 2013
benefiting from the export-led rebound, low financing costs and the fading of
uncertainty about business prospects. Private consumption will continue to be
restrained by high unemployment, slow growth of real incomes and high
precautionary savings as well as high household debt in a number of Member
States. With the expected return of confidence, labour market conditions
stabilising and real disposable income growth supported by abating
inflationary pressures, private consumption is set to reaccelerate gradually
from the second half of 2012 on and expand further in 2013. By contrast,
public consumption is expected to shrink in 2012 and 2013 against the
background of continuing fiscal consolidation needs to ensure public debt
sustainability and restore confidence. The necessary fiscal consolidation is set
to restrain economic activity in the short run. However, the appropriate
choice of fiscal measures and their credibility can limit the adverse short-
term impact on growth. Overall, domestic demand is expected to take over
from net exports as the main driver of the recovery in 2013, on the back of
restored business and consumer confidence and rising real disposable
incomes.

Against the backdrop of the expected acceleration in global growth and
recent depreciation of the euro effective exchange-rate, an increase in export
growth is forecast for the second half of 2012 and in 2013. But the extent to
which Member States are likely to benefit from a more dynamic global
economy will depend on their regional and product specialisation and their
competitiveness positions. By contrast, import growth will be restrained by
weak domestic demand in 2012, but is forecast to become more buoyant
thereafter, in line with the improving economic situation. On balance, net
exports of goods and services are expected to support economic growth over
the forecast horizon. The consolidated current-account balance is predicted to
gradually improve over the forecast horizon in the euro area and the EU.

At Member State level, the structural adjustment needs resulting from
internal and external imbalances that characterised the run-up to the global
economic crisis have already triggered a substantial rebalancing of external
positions. Initially, the larger part occurred through balance-sheet adjustment
in the private sector of deficit countries and there are indications that at least
part of the observed rebalancing has been structural rather than merely
cyclical. Consolidation in the public sector is contributing to lower net
borrowing, while the reassessment of risks and growth perspectives in deficit
countries should keep interest rates at elevated levels and exert pressure for



Cross-counftry
heterogeneity shapes
the outlook

continuing rebalancing. Changes in relative prices and improvements in
competitiveness are supporting the reallocation of productive resources to the
tradable sector in deficit countries. Finally, the on-going structural reforms
will contribute to the external rebalancing process. Within the euro area,
Member States with current-account surpluses have experienced a reduction
of these surpluses over the past years. But further gradual adjustment is
expected to be uneven across surplus countries over the forecast horizon.

Diverse external positions and structural conditions have contributed to the
large cross-country disparities that emerged during the Great Recession.
Differentials in fiscal consolidation needs, domestic financing costs, and the
banking sector's capacity to extend credit as well as different labour market
situations accentuate this heterogeneity.

After a flat first quarter, economic activity in Germany is forecast to gain
momentum over the forecast horizon, with domestic demand bolstered by
very favourable financing conditions for firms and households and a robust
labour market. Output in France is predicted to expand at a moderate pace, as
more buoyant private consumption growth is hampered by unfavourable
labour market conditions. In Italy, GDP growth is expected to be anaemic
over the forecast horizon, as the economy has to cope with structural
impediments and related high unemployment and its direct exposure to
sovereign and bank funding stress. Spain is projected to remain in recession
until the end of 2012 as the Spanish economy faces a still incomplete
adjustment of the housing market and in external competitiveness, a fragile
banking sector, important fiscal consolidation and very high unemployment.
The Dutch economy is forecast to return to slightly positive growth rates only
at the end of 2012, as rising external demand is expected to increasingly
offset the decrease in private consumption. Among the three euro-area
programme countries, the Irish economy is expected to gain momentum over
the forecast horizon on the back of gains in competiveness and a slowly
stabilising labour market. Reflecting the adjustment process to regain
competitiveness and rein in budget imbalances, GDP in Greece is forecast to
contract substantially in 2012 and to stabilise in the following year. Output in
Portugal is expected to shrink considerably in 2012, followed by moderate
growth in 2013.

As regards the largest Member States outside the euro area, the UK economy
registered negative growth rates at the end of 2011 and the beginning of
2012, mainly due to weak private consumption. With a pick-up in real wage
growth and more robust external demand expected toward the end of 2012,
later followed by investment, GDP expansion is set to become increasingly
dynamic over the forecast horizon. Poland is set to register the highest
economic growth in the EU in 2012 despite a moderate slowdown, and to
keep the pace in 2013. Domestic demand is projected to remain the main
driver of growth, with private consumption giving more and more way to
investment.

Regarding non-euro-area (post-)programme countries, GDP in Romania and
Latvia is expected to expand over the forecast horizon. By contrast, economic
activity in Hungary, for which no programme has been agreed yet, is forecast
to contract in 2012 due to subdued domestic demand, but to pick up in 2013.

Overview
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The labour market
situation and
prospects have
deteriorated further

Inflation is expected
to abate gradually

Public deficits
continue to narrow

The risks to the outlook
remain tilted to the
downside

Employment growth has turned negative, bringing up the unemployment rate
in the EU to above 10% in early 2012. The overall deterioration masks
substantial cross-country differences where increasing employment levels
and gradually declining unemployment in some countries sharply contrast
with a rapid deterioration in the labour market performance in vulnerable
Member States. Leading indicators suggest a weak outlook for the EU labour
market, with the recession set to increase unemployment in the near term.
Unlike in 2009, strained public budgets and reductions in public sector
staffing are likely to weigh further on overall employment prospects. In 2013,
the subdued recovery and positive effects of labour market reforms are
expected to translate into a slight increase in employment in the EU.

Consumer prices in 2011 were mainly driven by the pass-through of rising
global commodity prices and, in some Member States, by increases in
indirect taxes and administered prices. HICP inflation temporarily exceeded
3% in 2011, but began to recede in the light of a weakening economic
environment. The easing in commodity prices as indicated by commodities
futures toward the end of this year and relative weak economic activity
should lower consumer-price inflation further. A faster decline in inflation
rates is precluded by fiscal measures adopted in several Member States, most
notably increases in indirect taxes and administered prices. The return of
subdued growth in late 2012 and 2013 is not expected to contribute to price
pressures, in particular since output gaps are expected to narrow very slowly
in the EU and the euro area. HICP headline inflation is forecast to stay close
to 2% in 2013 in the EU and the euro area.

Notwithstanding worsening economic prospects in the course of last year,
aggregate public finance conditions in the EU and the euro area improved
significantly in 2011. On the back of further fiscal consolidation measures
combined with an expected gradual economic recovery, budget deficits are
expected to continue to decline throughout 2012 and 2013. The overall deficit
in the EU is set to decrease from 4%2% of GDP in 2011 to some 3"2% in 2012
and, at unchanged policies, further to 3%4% in 2013. The deficit reduction in
2012 is underpinned by sizeable fiscal measures, while the fiscal stance
underlying the forecast in 2013 is broadly neutral.

Government debt-to-GDP ratios are forecast to increase in most EU Member
States over the forecast horizon. In the euro area, increasing interest
payments and low growth are contributing to push up debt ratios. The
aggregate debt ratio of the EU is forecast to reach 86% of GDP this year and
87% of GDP in 2013 (slight upward revisions relative to the autumn
forecast). The corresponding euro-area figures are 92% and 93%.

The outlook continues to be surrounded by high uncertainty. While some
risks identified in earlier forecasts have eventually materialised, such as
continued stress in sovereign-debt markets in some countries, entering a
recession, or a lower momentum of global growth, the tail risks have been
reduced thanks to substantial policy agreements and bold policy measures.
On balance, the risks to the growth outlook remain tilted to the downside.
The forecast crucially depends on the policy assumption that crisis-related
challenges are successfully addressed.

The largest downside risk remains an escalation of the sovereign-debt crisis
in the euro area. A resurgence of financial turmoil due to negative confidence
shocks would spill over to the real economy and reinforce negative feedback
loops between fragile banks and weak sovereigns, while severely



constraining access to credit. Moreover, as fiscal sustainability continues to
be a major issue within and outside the EU, consolidation measures in 2013
which are not included in the central forecast scenario due to the no-policy-
change assumption could have an additional impact on demand. The
deleveraging needs of the private sector in some Member States could
possibly weigh on growth more strongly than currently envisaged. Finally, a
large risk also relates to oil prices as renewed supply or demand tensions in
crude-oil markets could produce an oil-price surge, lower real incomes and
less consumption than assumed.

On the upside, the policy measures taken to address the sovereign-debt crisis
might lift confidence faster and entail an earlier return to recovery than
expected. Furthermore, a stronger than expected rebound in the global
economy, in particular stronger growth dynamics in emerging market
economies, would boost EU exports more than forecast in the central
scenario.

Risks to the inflation outlook appear broadly balanced. On the downside, a
more profound than expected recession in the EU may put further downward
pressure on prices, while any attempt of competitive devaluations outside the
EU could constrain import prices. On the upside, a stronger-than-expected
rebound of the world economy or intensifying geopolitical tensions could
trigger a new oil-price surge and lift inflationary pressures. Higher wage
increases than covered by productivity developments, additional
consolidation-related tax measures and the large long-term build-up of
liquidity may also potentially contribute to somewhat higher consumer-price
inflation.

Overview






PART I

Economic developments at the aggregated
level






THE EU ECONOMY: FROM RECESSION TOWARDS A
SLOW RECOVERY

In the first three months of 2012, tensions in financial markets had eased in the wake of policy decisions
and unconventional liquidity provision, confidence had stopped deteriorating; and developments in the
external environment were perceived as better than expected. Against this background hopes have
emerged that the EU economy has turned the corner, will exit quickly from the current recession, and
start to head towards recovery.

In spring 2012, however, the EU economy is not out of the woods. It continues to suffer from the impact
of both the Great Recession of 2008-09 and the European sovereign-debt crisis. Output is shrinking,
unemployment is rising, and consumer-price inflation is above long-term averages. The EU is faced
with the need to complete the adjustment of internal and external imbalances, to repair financial sectors
and to achieve sustainable public finances. The expectation that further efforts are needed in these areas
cast shadows over the outlook for the real economy. The situation remains fragile. The most recent
financial-market tensions are evidence of this.

Looking ahead, achievements in a number of policy areas and the assumption that the sovereign-debt
crisis will be successfully handled lie behind the expectation of increasing investor and consumer
confidence and the return to a recovery path. This will need some time, however, in particular in an
environment with moderate global trade and output growth. In 2012 real GDP is expected to stagnate in
the EU and decrease in the euro area. In 2013, with confidence rebuilding, a more favourable external
environment, and improved real income growth, economic growth is expected to accelerate to moderate
levels in the EU (1%%) and in the euro area (1%). This corroborates the view that recoveries following
financial crises are subdued. The expansion will be too moderate to lower unemployment over the
forecast horizon. This limits inflationary pressures so that consumer-price inflation is expected to be
mainly driven by the pass-through of energy prices and indirect taxes. Substantial macroeconomic
differences across Member States are expected to persist with fiscal challenges and the sovereign-debt
crisis becoming important determinants of the differences.

The economic outlook remains surrounded by high uncertainty although tail risks appear smaller than
in autumn last year. While risks to the growth outlook remain skewed to the downside, risks to the
inflation outlook are broadly balanced.

1. OVERVIEW

Graph I.1: Real GDP, EU
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period of output contraction. The oil-price
increases, the slowing global output growth, and
the loss of confidence in an intensifying European
sovereign-debt crisis have weighed heavily on the
EU economy, in particular towards the end of
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(see Graph 1.1). With transitory shocks waning and
confidence rebounding, the return to subdued
economic growth is forecast for 2013.
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Table I.1:
Overview - the spring 2012 forecast
Real GDP Inflation
Spring 2012 Difference Spring 2012 Difference
forecast Autumn 2011 forecast Autumn 2011
2010 2011 2012 2013 2012 2013 2010 2011 2012 2013 2012 2013
Belgium 23 1.9 0.0 1.2 -0.9 -0.3 23 3.5 29 1.8 0.9 -0.1
Germany 3.7 3.0 0.7 1.7 -0.1 0.2 1.2 2.5 23 1.8 0.6 0.0
Estonia 23 7.6 1.6 38 -1.6 -0.2 27 5.1 3.9 3.4 0.6 0.6
Ireland -0.4 0.7 0.5 1.9 -0.6 -0.4 -1.6 1.2 1.7 1.2 1.0 0.0
Greece -3.5 -6.9 -4.7 0.0 -1.9 -0.7 4.7 3.1 -0.5 -0.3 -1.3 -1.1
Spain 0.1 0.7 1.8 03 2.5 -1.7 20 3.1 19 1.1 0.8 0.2
France 1.5 1.7 0.5 1.3 -0.1 -0.1 1.7 23 2.1 1.9 0.6 0.5
Italy 1.8 0.4 -1.4 0.4 -1.5 -0.3 1.6 29 3.2 23 1.2 0.4
Cyprus 1.1 0.5 -0.8 0.3 -0.8 -1.5 2.6 3.5 3.4 2.5 0.6 0.2
Luxembourg 27 1.6 1.1 2.1 0.1 -0.2 28 3.7 3.0 20 0.9 -0.5
Malta 23 2.1 1.2 1.9 -0.1 -0.1 20 2.4 2.0 2.2 -0.2 -0.1
Netherlands 1.7 12 -0.9 0.7 -1.4 -0.6 0.9 2.5 2.5 1.8 0.6 0.5
Austria 23 3.1 0.8 1.7 -0.1 -0.2 1.7 3.6 2.4 2.0 0.2 -0.1
Portugal 1.4 =116 -3.3 0.3 -0.3 -0.8 1.4 3.6 3.0 1.1 0.0 -0.4
Slovenia 1.4 -0.2 -1.4 0.7 -2.4 -0.8 2.1 2.1 22 1.7 0.9 0.5
Slovakia 4.2 3.3 1.8 29 0.7 0.0 0.7 4.1 29 1.9 1.2 -0.2
Finland 3.7 2.9 0.8 1.6 -0.6 -0.1 1.7 3.3 3.0 2.5 0.4 0.7
Euro area 1.9 1.5 -0.3 1.0 -0.8 -0.3 1.6 2.7 24 1.8 0.7 0.2
Bulgaria 0.4 1.7 0.5 1.9 -1.8 -1.1 3.0 3.4 2.6 2.7 -0.5 -0.3
Czech Republic 2.7 1.7 0.0 1.5 -0.7 -0.2 12 2.1 33 2.2 0.6 0.6
Denmark 1.3 1.0 1.1 1.4 -0.3 -0.3 22 2.7 2.6 1.5 0.9 -0.3
Latvia -0.3 5.5 22 3.6 -0.3 -0.4 -1.2 4.2 2.6 2.1 0.2 0.1
Lithuania 1.4 59 24 3.5 -1.0 -0.3 12 4.1 3.1 29 0.4 0.1
Hungary 1.3 1.7 -0.3 1.0 -0.8 -0.4 4.7 3.9 8.5 3.9 1.0 -0.2
Poland 3.9 4.3 2.7 2.6 0.2 -0.2 2.7 3.9 3.7 29 1.0 0.0
Romania -1.6 2.5 1.4 29 -0.7 -0.5 6.1 58 3.1 34 -0.3 0.0
Sweden 6.1 3.9 0.3 2.1 -1.1 0.0 1.9 1.4 1.1 1.5 -0.2 -0.1
United Kingdom 2.1 0.7 0.5 1.7 -0.1 0.2 33 4.5 2.9 2.0 0.0 0.0
EU 2.0 1.5 0.0 1.3 -0.6 -0.2 2.1 3.1 2.6 1.9 0.6 0.1
Croatia -1.2 0.0 -1.2 0.8 -2.0 -0.4 1.1 2.2 2.4 2.0 0.9 0.3
USA 3.0 1.7 20 2.1 0.5 0.8 1.6 32 2.5 20 0.6 -0.2
Japan 4.4 -0.7 1.9 1.7 0.1 0.7 -0.7 -0.3 -0.3 0.8 -0.2 0.0
China 10.3 9.2 8.4 8.2 -0.2 0.0 3.3 : : : : :
World 5.1 3.7 3.3 3.7 -0.2 0.1 :
Most Member States have entered or are moving Graph 1.2:HICP, EU
into recession in 2011/12. Looking beyond the - % index, 2005=1001 125
quarterly profile, negative annual GDP growth | L
rates are expected in 2012 in eight Member States 115
(see Table I.1, for assumptions see Box 1.5). 110
105
Going forward, based on the assumption that the 100

euro area will successfully handle crisis-related
challenges, a return of confidence over the course
of 2012 is expected. The positive impact on
domestic demand components is expected to
become strong enough to pull the economy out of
recession later in 2012. But only a few Member
States should have their pre-crisis levels of per-
capita GDP reached in 2012 (see Map I.1). In
2013, private consumption and investment are set
to pick up. Also supported by a positive
contribution from net trade, the EU economy is
expected to follow the path of subdued growth it
had already entered during the 2009-11 recovery.
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HICP inflation (annual rate) (lhs)
—— HICP index (monthly) (rhs)
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Figures above horizontal bars are annual inflation rates.

Recent developments in consumer-price inflation
have been dominated by commodity prices, which
have pushed the prices of energy items in the
HICP (see Graph 1.2). In 2011, energy inflation
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Map I.1:

Real GDP per capita in the EU Member States, 2008-12 (cumulated growth rates)
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contributed 1% pps. to headline inflation in the
EU, which came in slightly higher than expected in
the autumn. Increases in indirect taxes and
administered prices also made a substantial
contribution (about % pp.).

Going forward, the assumed moderation in
commodity prices and base effects of past
increases contribute to the expected decline in
headline inflation. The economic slack limits
inflationary pressures so that HICP inflation is
expected to fall back in 2012 to an annual average
of about 2%2%. This implies an upward revision for
the EU and the euro area but also for most Member
States. In 2013, HICP inflation is expected to fall
to slightly below 2%. However, this forecast
hinges on the no-policy-change assumption, i.e.
additional fiscal measures (e.g. VAT increases)
that are not yet fully known would raise inflation
rates if passed on to consumers.

2. PUTTING THE
PERSPECTIVE

FORECAST INTO

From a subdued recovery after the Great
Recession ...

Up to mid-2011, the pattern of the economic
recovery had been characteristic of a recovery
following a downturn with a financial crisis at its
origin."" It had been more subdued and sluggish
than other recoveries (see Graph 1.3), held back by
weak private demand and tight credit conditions.
In principle, a temporary slowdown in economic
activity, such as the one observed in the second
quarter of 2011, is not unusual during such a
recovery. A soft patch had already been observed
in 2010, but in 2011 the loss of momentum in the

M See European Commission (DG ECFIN), European

Economic Forecast — Spring 2011; see also Reinhart, C. M.
and K. S. Rogoft, This time is different: eight centuries of
financial folly, Princeton: Princeton University Press, 2009.
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EU economy towards the end of the year turned
out to be stronger than expected in the autumn of
last year. Putting this into perspective usually
requires an examination of long historical series.
For the EU economy such a massive data-
gathering is difficult given the short history of its
economic aggregates. Nevertheless, the EU
forecast resembles some of the stylised features
described in recent crises-oriented research.'”

Graph I.3:Comparison of recoveries, the 2009-11 recovery
against past average - GDP, euro area
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Note: Real GDP following the recessions of the mid 1970s, early 1980s and
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... to a relatively mild recession as headwinds
intensified and the sovereign-debt crisis
escalated ...

In 2011, there were strong global headwinds, with
sharp increases in oil prices (see Box I.1), public
finance concerns and the rating downgrade in the
US, disruptions to supply chains by Japanese
disasters in March and the flooding in Thailand in
December, but it was mainly the negative impact
of the sovereign-debt crisis in Europe that derailed
the recovery. The tightening of fiscal policy also
weighed on economic growth. Concerns about
public finances, the stability of the banking sector
and the functioning of the Economic and Monetary
Union (EMU), harmed confidence of consumers
and businesses. Sovereign-yield spreads responded
increasingly to changes in perceptions about the
state of public finances. Bank-funding markets
became impaired, raising fears of a banking crisis.
The deteriorating economic outlook amplified
adverse feedback loops between the financial
sector, public finances and the real economy,
which further worsened the situation. And
concerns spread to a wider range of countries over
the second half of the year. Increases in borrowing
costs, partial exclusion from foreign -capital

@ For an overview see e.g. Gorton, G. and A. Metrick,

Getting up to speed on the financial crisis: a one-weekend-
reader's guide, Journal of Economic Literature, March
2012, Vol. 50, No. 1, pp. 128-150.

markets, and declining foreign trade flows were
key channels through which the sovereign-debt
crisis affected output.”) By the end of the year, the
EU and the euro area as a whole had entered a
period of contraction.

The shift of focus that characterised 2011, from
banking sector problems towards sovereign-debt
issues, has been identified as a typical feature of
deep financial crises.” But last year, shortcomings
in the institutional set-up of EMU intensified the
impact on the real economy. This was the starting
point for policy initiatives aiming at a completion
of the governance structure in EMU (including for
instance the "Six pack" and the "Macroeconomic
Imbalance Procedure").

. until decisive policy decisions stopped the
decline ...

At this crucial crossroad for the EU economy, a
multifaceted policy response helped avoiding an
imminent credit crunch and contained financial
turmoil. In particular, non-standard monetary
policy measures in the euro area played a key role
in buttressing confidence in the banking sector (see
Box 1.2). Following policy-rate cuts in November
and December, additional liquidity at long
maturities enabled euro-area banks to cover the
large funding needs that were coming up in early
2012. Banks used some of the liquidity to purchase
higher yielding sovereign bonds, driving down
yields. Other measures taken at the EU level
included the announcement of a fiscal compact,
and a strengthening of the crisis facilities
(European Stability Mechanism and the European
Financial Stability Facility).

The adjustment of imbalances continued in 2011.
The bursting of the house price bubble, sharp falls
in the value of some financial assets, and the end
of the Great Moderation, had led to a re-pricing of
credit and put leverage levels into spotlight.
Following the rapid build-up of private debt in the
decade before the crisis and the continued debt

®  See e.g. Furceri, D. and A. Zdzienicka, How costly are debt

crises?, Journal of International Money and Finance, June
2012, Vol. 31, No. 4, pp. 726-742.

@ See e.g. Reinhart, C. M. and K. S. Rogoff, From financial
crash to debt crisis, American Economic Review, August
2011, Vol. 101, No. 5, pp. 1676-1706; Mody, A. and D.
Sandri, The Eurozone crisis: how banks and sovereigns
came to be joined at the hip, Economic Policy, April 2012,
Vol. 27, No. 70, pp. 199-230. Acharya, V. V., L. Drechsler
and P. Schnabl, A pyrrhic victory? Bank bailouts and
sovereign credit risk, CEPR Discussion Paper no. 8679,
December 2011.



accumulation in the public sector, readjusting
towards lower levels of debt (deleveraging) in the
private and the public sector came to the fore.
While the link between gross debt and economic
growth appears to be ambiguous, a reversal of the
increase in net debt has been identified as
conducive to economic growth.

In the private sector a deteriorating economic
outlook, tighter credit standards and heightened
uncertainty speeded up deleveraging.” The impact
was felt much more strongly in Member States
with high debt levels creating headwinds to their
economic growth.'” In countries strongly affected
by the crisis, access to long-term debt became
more difficult for banks, reflecting their holding of
domestic sovereign debt as well as exposure to
domestic households and companies.'” As a result,
firms in these countries face tighter credit
constraints, which do not bode well for their
investment decisions.

As regards public debt, the EU and the euro area
debt-to-GDP ratios had approached 90%, which in
studies had been identified as a crucial threshold
lowering economic growth for rather long
periods.® The extent to which the necessary fiscal
consolidation hampers also growth, can be shown
to depend on the composition of measures and the
credibility of the adjustment path (see Box 1.4).

As regards private consumption, the direct impact
of forcing credit-constrained households to reduce
their indebtedness is accompanied by an indirect
effect via precautionary savings, which
unconstrained households make to have a buffer
against future shocks. Both effects work together

©® For developments in the euro area, see ECB, Corporate

indebtedness in the euro area, ECB Monthly Bulletin,
February 2012, pp. 87-103.
Similar evidence has been presented for the U.S. counties
(see Mian, A. and A. Sufi, Household leverage and the
recession of 2007-09, IMF Economic Review, March 2010,
Vol. 58, No. 1, pp. 74-116) and emerging market
economies (see Gourinchas, P.-O. and M. Obstfeld, Stories
of the twentieth century for the twenty-first, American
Economic Journal: Macroeconomics, January 2012, Vol.
4, No. 1, p. 226-265.
For evidence see ECB, Financial integration in Europe,
April 2012 (in particular chapter I1.B).
®  See Reinhart, C. M. and K. S. Rogoff, Growth in a time of
debt, American Economic Review, May 2010, Vol. 100,
No. 2, pp. 573-578. The impact has been found to last
mostly more than a decade, see Reinhart, C. M., V. R.
Reinhart and K. S. Rogoff, Debt overhangs: past and
present, NBER Working Paper no. 18015, April 2012. For
18 OECD countries a threshold of 85% has been identified,
see Cecchetti, S. G., M. S. Mohanty and F. Zampolli, The
real effects of debt, BIS Working Paper no. 352, September
2011.

©)
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to increase the economy’s net lending and weigh
on the growth prospects of the economy.

... and laid the foundations of the path towards
a slow recovery ...

While the immediate crisis response helped to
avert a deep recession, the build-up of confidence
among consumers and investors also laid the
foundations for an exit from recession and a return
to a slow recovery. The fading away of some
global headwinds, in particular the stabilisation in
commodity prices and its impact on real disposable
incomes should help the EU economy to turn the
corner. The key role that regaining the confidence
of the private sector will play in lifting the
economy towards recovery is in line with historical
evidence. The limited speed of the expected
recovery resembles the experiences of the 2009-11
recovery. It indicates that the intermediation role
of the financial sector remains disrupted. What
makes the projected 2012-13 recovery different is
the intensity of consolidation efforts as well as the
strengthened  policy  framework.  On-going
deleveraging and consolidation may also
contribute to explaining the differences across
economic areas (see Graph 1.4) in terms of growth
speed.

Graph I.4:Real GDP growth in EU, non-EU advanced
and emerging economies
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... with substantial cross-country differences.

Although no country had been immune to the
Great Recession, recovery paths differed
substantially across economies. This is true not
only for advanced and emerging economies during
the 2009-10 recovery (see Graph 1.4), but also for
EU Member States.””” Those more exposed to the

© " For more details see European Commission (DG ECFIN),

European Economic Forecast — Spring 2011; and IMF,
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origins of the crisis, for instance by sharply falling
house prices, experienced much slower recoveries
than others. Moreover the strong rebound in world
trade in 2010 helped more export-oriented
countries to recover more quickly. With time
passing by and the world trade rebound slowing
these initial drivers lost relevance, but at the same
time fiscal consolidation measures became an
increasingly important factor in short-term growth
prospects. Since many of the underperformers also
had larger consolidation needs, their economic
growth slowed further. Moreover, some of the fast
growers, for instance Germany, had more solid
fiscal positions and benefited from low financing
costs. These differences are aggravated by
repercussions of the sovereign-debt crisis on
financing conditions in Member States."'” Overall,
the countries that performed rather well during the
2009-11 recovery, in particular as measured by
real GDP growth in 2010, are also expected to
outperform others going forward (see Graph L.5).

Graph 1.5:Multi-speed real GDP growth in the
EU, annual growth rates (weighted)

forecast

2010 2011 2012 2013

O Member States with below-average growth in 2010
B Member States with above-average growth in 2010

Adjustment within the euro area is another key
feature of the forecast. The expectation of
narrowing imbalances (for an in-depth analysis see
Box 1.3) is a feature also observed in other regions
of the world economy. It has also already been
observed in past episodes. Nevertheless, the
situation in the EU economy is unique since it
mostly involves countries that are tied to each
other by the single currency, and thus there is more
onus on adjustment of relative costs.

Tensions from the two-speed recovery, World Economic
Outlook, April 2011.

(9 See ECB, Financial integration in Europe, April 2012,
chapter I1.B.3.

3. THE EXTERNAL ENVIRONMENT

An improving global environment ...

Although global economic growth has been
negatively affected by uncertainties surrounding
sovereign-bond markets and weak demand in
Europe last year, recent global economic
developments reveal some encouraging signals.
The US economy continued its solid growth in the
last quarter of 2011, supported by improved labour
market conditions and rising confidence. Most
emerging market and developing economies,
though expected to grow slightly more slowly than
last year, seem to be more resilient than three years
ago, as more robust domestic demand partly
offsets weaker export growth. But volatile and
elevated oil prices put a strain on the world
economy and pose a risk to global growth.

According to preliminary estimates, annual growth
of world GDP (excluding the EU) fell to 4.2% in
2011 from 5.7% in 2010. In the third quarter of
2011 global growth rebounded, led by the Japan’s
post-disaster recovery and upbeat economic
activity in the US. World growth decelerated in the
last quarter of 2011 (to 0.5% g-o0-q) when positive
developments in the US and China contrasted with
weaker growth in most other regions, more
adversely affected by the euro-area sovereign-debt
crisis and growing global stability concerns.

Global trade growth decelerated substantially in
2011 (from 14.9% to 5.6% according to CPB
estimates), partly reflecting a return to a long-term
growth pattern. Simultaneously, such factors as:
weakening economic activity in Europe, disasters
in Japan and the flood in Thailand, and, to a lesser
extent, geopolitical tensions in the Middle East and
North Africa, negatively affected global trade
dynamics last year. Most recently trade momentum
(3m-on-3m  moving average) has  been
strengthening to 1.4% in February 2012 compared
to 0.7% in January 2012.

Looking ahead, high-frequency global indicators
are upbeat and suggest that the on-going recovery
in the world economy will continue in the nearest
future. The global all-industry Purchasing
Managers’ Index (PMI) bottomed out in October
2011, but expanded in early 2012. The latest
reading points to less buoyant conditions, but the
index has remained above the no-growth threshold
for both manufacturing and service sectors.
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Against this background, non-EU world output is
expected to grow at an almost unchanged 4.1% in
2012. At a disaggregated level, an improved
economic outlook for the US and Japan is
accompanied by a combination of unchanged
forecasts and downward revisions in most other
regions on the account of possibly stronger
spillovers from the sovereign-debt crisis in the
euro area. Global growth for 2013 has been revised
up marginally to 4.3% from 4.2% in autumn.

. weighed down by fragile financial markets
and voldtile oil prices.

Following a decline in the second half of 2011,
most commodity prices returned to an upward path

Economic developments at the aggregated level

rebound. The price of crude oil peaked at
USD 126/bbl in mid-March (the highest since mid-
2008) and increased by some USD 16/bbl in the
first quarter of 2012. The oil price hike has been
both demand- and supply-driven (see Box I.1).
While the gradual strengthening of the world
economy since late 2011 has exerted a positive
impact on oil demand, geopolitical tensions in
some oil-producing countries have sharply
increased uncertainty and added markedly to price
pressures. This is reflected in higher oil-price
assumptions than in the autumn forecast. Prices of
other commodities have diverged from oil prices
and stand markedly below the levels seen in the
first half of 2011. On an annual basis they are
assumed to decline gradually in 2012 and increase
mildly in 2013.
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in early 2012, partly reflecting a more positive
global outlook. Oil prices have been leading the
Table 1.2:
International environment
(Annual percentage change) Spring 2012 Autumn 2011
forecast forecast
(a) 2008 2009 2010 2011 2012 2013 2012 2013
Real GDP growth
USA 19.8 04 35 30 17 2.0 2.1 1.5 1.3
Japan 59 1.0 55 4.4 0.7 1.9 17 1.8 1.0
Asia (excl. Japan) 27.7 69 63 9.0 7.2 6.9 7.0 7.2 7.2
- China 138 9.6 9.2 103 9.2 8.4 8.2 8.6 8.2
- Indlia 55 6.7 8.4 8.4 6.9 6.8 7.5 7.5 8.1
Latin America 8.6 4.3 -1.8 6.1 44 3.6 4.0 4.1 4.2
- Brazil 29 52 03 7.5 2.7 31 42 4.0 4.5
MENA 5.1 42 22 45 33 3.1 3.4 3.6 37
CIs 43 53 67 4.6 4.6 3.7 3.9 4.0 4.2
- Russia 30 52 7.8 40 43 3.6 3.8 3.8 4.0
Sub-Saharan Africa 2.5 5.4 2.6 52 5.0 45 5.0 55 6.0
Candidate Countries 1.5 1.0 -4.8 7.5 7.4 28 4.2 2.8 3.9
World (incl. EU) 100.0 2.8 0.6 5.1 3.7 3.3 3.7 3.5 3.6
World merchandise trade volumes
World import growth 32 -12.6 159 6.8 4.1 57 53 6.4
Exira EU export market growth 3.6 -11.0 13.7 7.9 5.7 6.5 6.2 6.7

(a) Relative weights in %, based on GDP (at constant prices and PPS) in 2009.
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Box I.1: Oil-price increases and their macroeconomic impact on the EU economy

The increase in oil prices in the first months of
2012 has emerged as a significant downside risk to
the global and the EU economic recovery. Against
this  background, this box presents the
macroeconomic impact of rising oil prices on the
basis of model simulations (using the
Commission's QUEST model).

The price of crude oil peaked at USD 126/bbl. in
mid-March (the highest since mid-2008) and has
risen by some USD 16/bbl. in the first quarter of
2012. The assumption on oil prices in 2012 is
12.6% higher in this forecast than in last autumn (in
US dollar terms). This increase reflects positive
excess demand in 2010 and 2011. Demand rose
steadily in the second half of 2011, driven by the
US, Japan and most emerging economies. On the
supply side, weakness in non-OPEC output
coincided with geopolitical tensions in many OPEC
producers, including the recent political crisis
related to Iran's nuclear programme. This sharply
increased uncertainty regarding future supply and
added to price pressures. However, the tight
situation in oil markets may be easing gradually
over the remainder of the year. The International
Energy Agency estimates that production in Saudi
Arabia, despite running at a 30-year high, can still
expand sustainably by about 12% (or roughly 6%
of the total OPEC crude oil output) and non-OPEC
extraction should recover in the remainder of
2012,

Graph 1:Daily spot crude oil (Brent) prices
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Oil-price shocks affect the global economy through
the terms-of-trade channel as they shift purchasing
power between oil-exporting countries and oil-
importing  countries. Oil-exporting countries'

() International Energy Agency, Oil Market Report, 14

March 2012

additional revenue may in turn be invested abroad
or lead to an increase in their imports. From the oil-
importing country's perspective, an increase in oil
prices affects both the demand- and the supply side
of the economy. On the demand side, an increase in
energy prices leads to a loss in real income, as
demand for energy is relatively inelastic in the
short run. It also affects consumers' and firms'
spending on goods and services other than energy.
Supply-side effects arise from the use of oil as an
input factor in the production process. With limited
short-term substitution possibilities, an increase in
the price of oil inputs increases production costs
and affects prices and output.

The dependency of the EU economy on imported
oil has increased over the last decade. In 2009, net
imports covered 84% of EU oil consumption
compared to 73% in 1999. Oil production in the EU
decreased by 42% in the same period. Oil
consumption and imports to the EU have slightly
decreased, partially due to energy efficiency
measures, but in spite of energy savings, the EU
oil-import bill increased considerably in the last
decade due to higher oil prices. Net oil imports
amounted to EUR 275 bn in 2011, around 2.2% of
GDP, but this is significantly higher than the 1.3%
average over the period 2000-10, when oil prices
were lower overall (see Graph 2).

Graph 2:EU oil net imports
2.5 % of GDP
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To illustrate the potential effects of any further
increase in oil prices over the forecast horizon,
Table 1 below shows the impact of an oil-price
shock caused by supply disruptions. The simulation
is based on a sector-disaggregated version of the
Commission’s QUEST model that includes high
and low energy-intensive sectors and different

(Continued on the next page)
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Box (continued)

energy production sectors.”) The model captures
both supply and demand channels as energy serves
as an input to the production process and is
consumed directly by households. The scenario
shows the impact of a severe disruption in oil
production that leads to a persistent increase in the
price of oil of USD 20/bbl. Overall, demand- and
supply driven oil-price increases have different
macroeconomic impact. Oil-price changes
associated with higher global demand, the main
driver behind in the last year, may have choked off
some of the additional growth, but they are less
adverse than supply-driven oil-price increases.”)

This supply shock has negative implications for
growth in the EU. Output falls by 0.4% in the first
year and by a further 0.3% in the second year.
Unemployment rises by 0.3 pp. after two years
while prices rise as costs of higher oil prices feed
through into higher energy prices and raise costs
for firms.

This scenario assumes that monetary policy would
respond as in "normal times". At the current
juncture, with interest rates close to their zero
lower bound, monetary policy may be more

@ In't Veld, J. and J. Varga, The impact of an increase
in oil prices on economic activity, Quarterly Report
on the Euro Area (DG ECFIN), July 2011, Vol. 10,
No. 2, pp. 32-36.

The above mentioned article includes a comparison
between demand and supply- driven oil price shocks,
based on a disaggregated version of the QUEST
model with endogenously-driven oil price changes.

3)

Table 1:
Impact of $20 oil supply shock (in %)

Years 1 2
GDP -0.35 -0.65
Consumer price inflation 0.61 0.34
Consumption -0.60 -0.64
Unemployment (pps.) 0.10 0.28

Note: % deviations from baseline

Source: European Commission, QUEST simulations

accommodative to inflationary pressures and raise
interest rates by less. Another crucial factor is the
degree to which higher energy prices lead to a
wage-price  spiral.  While automatic wage
indexation schemes were a common feature in past
decades, wage setting has become more
competitive and the scenario therefore assumes that
no wage-price spiral is set in motion.

The economic impact of oil-price increases is likely
to be linear in the short run, as, given limited
substitution, income losses will be proportional to
price changes. But if oil prices were to increase
dramatically, they would enter uncharted territory
and, if supply disruptions become critical, the
effects may turn out to be larger.

While the table shows the average effect on growth
in the EU as a whole, the macroeconomic impact of
higher oil prices will differ across countries as oil-
dependency varies. Oil-producing countries with a
smaller net oil-import share in GDP (e.g. the UK),
or countries relying more on other energy sources
than oil will be less affected than countries with a
larger oil-dependency.

Non-EU financial markets remain fragile, highly
influenced by EU developments. Benchmark
yields across major advanced economies remain at
low levels. Many Eastern European and candidate
countries in particular are experiencing credit
tightening as Western European banks reduce
exposure to that region. Despite the improved
liquidity situation in the euro area, disinvestments
of foreign banks, including cutbacks in trade and
project financing, repatriation of capital and profits
as well as subsidiaries sell-offs, remain an
imminent risk for emerging economies.

On the back of renewed concerns related to the
European sovereign-debt crisis, capital flows to
emerging markets weakened considerably, putting
downward pressure on equity and exchange rates
in those countries in late 2011. Exchange-rate
volatility has remained high since spring 2011
amid a general flight to safety; most currencies in

emerging markets have weakened considerably.
On the other hand, excessive demand for the
Japanese and Swiss currency has led their
respective central banks to respond in order to
stem their rapid appreciation.

The US and Japanese economies likely to
rebound this year ...

Turning to non-EU economies, following the weak
performance of the US economy in the first half of
2011, growth accelerated in the second half of the
year, reflecting stronger private consumption,
rising confidence, improving labour market
conditions and positive stock-market
developments. As a result, GDP growth for the
year as a whole came in at 1.7%. Looking ahead,
the central scenario sees growth at 2.0% in 2012,
0.5 pp. higher than in the autumn forecast. The
upward revision stems partly from higher-than-
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expected growth in 2011, particularly in the fourth
quarter, and the associated carry-over -effect.
Moreover, positive risks to confidence, industrial
activity and stock market performance in late 2011
materialised, translating into stronger momentum
in 2012. Real GDP is set to grow by 2.1% in 2013.
This upward revision compared to the autumn
forecast can be largely explained by the current
assumption of a milder fiscal consolidation.

Following the triple disaster in 2011, in Japan
GDP contracted by 0.7% in 2011 as a whole,
suffering from supply-chain disruptions and
energy shortages caused by the shut-down of
nuclear power plants. In 2012, the recovery is
projected to be driven by investment supported by
favourable financing conditions, and by private
consumption. Slowing growth in neighbouring
countries is expected to prevent a more robust
recovery of Japanese exports within the forecast
horizon. Moderate growth is expected to continue
in 2013 when somewhat slower expansion in
domestic demand should be compensated for to
some extent by a more positive growth
contribution form net exports.

but still outpaced by emerging market
economies in terms of growth dynamics

BRICS countries (Brazil, Russia, India, China, and
South Africa) continue to grow more dynamically
than advanced economies, but their
macroeconomic developments and growth drivers
remain diverse, partially reflecting linkages to
advanced economies. Real GDP in China grew by
9.2% in 2011, in line with expectations and
confirming the foreseen gradual slowdown of
economic activity, which is forecast to continue in
2012 (8.4%) and 2013 (8.2%). Thus, the on-going
'soft landing' of the Chinese economy is expected
to continue over the forecast horizon. However,
the need for a gradual working out of excesses in
property markets remains one of the major
economic challenges in the nearest future.

Following a better-than-expected economic
performance in 2011, all candidate countries are
expected to face a slowdown in 2012. Overall,
economic growth in the group as a whole is set to
decelerate significantly from nearly 7/2% in 2011
to 2% in 2012, and to rebound to some 4% in 2013.
The aggregate figure masks diverse growth
dynamics at a country level.

4. FINANCIAL MARKETS

The economic outlook is still largely
overshadowed by the fragile state of the EU
banking sector. Despite the tentative stabilisation
of bank- and sovereign-funding conditions in the
first months of 2012, looming uncertainty about
EU economic prospects and re-sparked sovereign-
funding strains in some vulnerable Member States
continue to weigh on financial markets. In the
short term, the adverse feedback loop between
economic growth and budget consolidation has
further taken its toll on sovereign-bond markets
and the nexus between sovereign- and bank-
funding stress has lingered on.

The Eurosystem's 3-year longer-term refinancing
operations (LTROs) in December 2011 and
February 2012 have averted the imminent threat of
a credit crunch caused by banks' high redemption
needs against the backdrop of very thin markets for
bank bonds. The LTROs have considerably eased
banks' liquidity and funding constraints and
somewhat reduced tensions in sovereign-debt
markets.

In addition, a more dynamic global economic
environment has supported a tentative rebound in
asset markets. However, recently flared-up stress
in the sovereign-funding markets of some Member
States, reinforced by  further  sovereign
downgrades, and the high volatility in global asset
markets clearly demonstrate that conditions are
still far from normal and that fickle financial
markets are still prone to adverse market news and
confidence shocks.

Sovereign-bond markets remain strained
despite recent stabilisation ...

The sovereign-bond yields of most euro-area
Member States declined considerably in the first
months of 2012, supported to a large extent by the
extraordinary  liquidity  injections by the
Eurosystem, which have been partly used by
Spanish and Italian banks in particular to increase
bank holdings of domestic government bonds.
Thus, yields continued the rather uniform decline
that set in in late 2011. But investors seem
increasingly focused on differences across
vulnerable Member States (see Graph 1.8).



Graph 1.8: Ten-year government-bond yields,
selected euro-area Member States
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On the one hand, Irish yields started to decline in
late-November 2011 and a successful bond swap
operation carried out in end-January 2012 together
with the favourable troika review, was regarded as
a positive sign that Ireland will be able to return to
market financing. On the other hand, Spanish
sovereign yields have increased markedly over the
past weeks on the back of a deteriorating economic
outlook and concerns about public finances and the
Spanish banking system. Italian sovereign yields
have also risen recently, partly influenced by
developments in the Spanish bond market. In
Portugal, yields peaked in late January 2012 amid
speculation that sovereign debt might be subject to
restructuring, but tensions have eased considerably
since then. In these markets, the recent decline of
German benchmark yields towards euro-era record
lows contributed to the widening of spreads.

. while the rebound in equity markets has
been only relatively short-lived.

Equity and corporate-bond markets have gradually
recovered over the last couple of months,
supported by several successful sovereign-bond
auctions in Europe and an improvement in the
international macroeconomic outlook, but the
subsequent stock-market rally has proved to be
relatively short-lived. Equities rallied from mid-
January 2012 to the end of March, with banking
shares among the best performers. However, risk
sentiment was dented by renewed concerns about
euro-area and global prospects, and, as a
consequence, global stock indices have lost
ground. In Europe, the Eurostoxx50 only slightly
exceeds its level at the end of last year, while the
financial sub-index is 2% lower (see Graph 1.10).

Economic developments at the aggregated level

Graph 1.9: Stock-market indices, euro area
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Corporate-bond yields started to edge down at the
beginning of this year, with the issuing volume of
non-financial corporations increasing at 6.6%
y-0-y in February 2012. The favourable
developments suggest that firms may at least to
some extent be able to substitute bond financing
for bank lending. However, default risk has
increased recently, as indicated by the renewed rise
of the iTraxx indices since mid-March.

Bank funding conditions have eased since the
beginning of 2012 ...

On the back of the LTROs and other non-standard
policy measures interbank market conditions have
eased gradually since the start of this year. The
three-month Euribor fell below 0.75% from about
1.60% in the autumn of 2011. The implied rate on
Euribor futures contracts expiring in June dropped
to 0.70%, on the expectation that abundant
liquidity is likely to push Euribor rates further
down. The 3-month Euribor-OIS (overnight index
swaps) spread, a measure of banks' reluctance to
lend to each other, narrowed quite significantly, to
below 40 bps, down from almost 100 bps at the
end of 2011 (see Graph 1.10).
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Graph I.10: Interbank market spreads
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but credit growth to the private sector
remains subdued.

In bank loans to the non-financial sector, improved
refinancing conditions have not yet translated into
more robust credit growth (see Box 1.2). However,
recent data on loan developments in the euro area
showed signs of stabilisation in January and
February, albeit at low levels. The steep decline in
lending at the end of 2011 had been mainly driven
by a cutback on short-term loans. Loans to the
non-financial private sector rebounded in January
and decreased only marginally in February, after
having plummeted in December 2011.
Notwithstanding banks' reduced funding strains,
the annual growth rate of loans to non-financial
corporations and households has further moderated
in the first months of the year (see Graph I.11).

Graph I.11:Bank lending to households and
non-financial corporations, euro area
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Moreover, aggregate figures may  mask
heterogeneous developments at the country level.
Besides the peripheral euro-area Member States,
Central and Eastern European (CEE) Member
States may also be vulnerable to funding tensions
in the euro area. For most countries in the CEE

region the share of credit supply provided by euro-
area banking groups is significant, which makes
their economies particularly sensitive to
deleveraging decisions by parent entities.

A recovery shaped by adverse credit
conditions ...

The April 2012 ECB Bank Lending Survey (BLS)
provided evidence of a substantially decreased net
tightening of credit standards in the first quarter of
2012, driven by lower funding pressures and
reduced  balance-sheet  constraints.  Credit
conditions tend to have improved more for small
and medium-sized than for larger companies.
European banks expect a further decline in the net
tightening of credit conditions in the coming
months (see Graph 1.12).

Credit standards are expected to be broadly neutral
for non-financial corporations in the second
quarter at the euro-area aggregate level, but
heterogeneity across countries is likely to remain
pronounced. Moreover, the uncertainty
surrounding the European economic outlook and
the EU banking system also seems to have
impacted on credit conditions in countries outside
the EU and on loans to non-financial corporations
with significant exposure to European economies,
regardless of the location of the firm."'"

Graph I.12: Net changes in credit standards and
credit demand for loans to non-financial
corporations, euro area
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D Board of Governors of the Federal Reserve System,
January 2012 Federal Reserve Senior Loan Olfficer
Opinion survey on bank lending practices; additionally, the
survey conducted between December 2011 and January
2012 indicated that foreign banks have tightened their
credit standards in contrast to US banks. Furthermore,
banks located in the US have tightened credit standards on
loans to European banks or their affiliates and subsidiaries.



and subdued credit demand from the
private sector...

These adverse developments have fed the debate
about a creditless recovery''” which is typically
associated with preceding credit booms, banking
crises, and impaired financial intermediation.
However, at the current juncture weak credit
growth is also likely to be a demand-side
phenomenon. According to the recent Bank
Lending Survey, loan demand from households
and non-financial corporations further substantially
declined in the first quarter of 2012; it is expected
to remain flat for loans to households, but to turn
slightly positive for non-financial corporations in
the second quarter (see Graph 1.12). Although the
process of balance-sheet deleveraging by private
non-financial companies is already underway in
some Member States, as indicated by the declining
ratio of company loans to nominal GDP, on an
aggregate basis the level of corporate indebtedness
remains historically high."' Households are also
moving towards a stabilisation of their debt ratios
which implies that, together with the current
cyclical weakening in several euro-area Member
States, credit demand by the private household
sector is likely to be subdued over the next
quarters.

...while the prospect of deleveraging is
weighing on the banking sector.

Even though the stability of the European banking
sector has clearly improved and short-term funding
tensions have eased following the Eurosystem‘s
liquidity injections, banks remain under pressure to
strengthen their balance sheets in the face of a
series of challenges. Most prominently, these
challenges relate to structural funding imbalances
and to stricter prudential requirements.? In
contrast to their US counterparts and partly due to
each financial market's specific characteristics, '
European banks as a whole still have a marked

(2 For a discussion on creditless recoveries, see Abiad, A., G.
Dell*Ariccia and B. Li, Creditless recoveries, IMF Working
Paper no. 11/58, March 2011; F. Coricelli and 1. Roland,
How do credit conditions shape economic recoveries,
CEPR Discussion Paper no. 8325, April 2011.

However, corporate and household debt levels in the EU as
a percentage of GDP do not seem to be higher than in other
jurisdictions (see IMF, Global Financial Stability Report,
April 2012).

See Vause, N. et al., European bank funding and
deleveraging, BIS Quarterly Review, March 2012, pp. 1-12.
For example, whilst US banks can sell some part of their
loans to Government Sponsored Enterprises (e.g. Fannie
Mae and Freddie Mac) through securitisation, in the EU the
increasing use of covered bonds at the expense of
securitisation does not allow for such relief.

(13)

(14)

(15)

Economic developments at the aggregated level

customer funding gap, defined as the difference
between lending and deposits and illustrated by
loan-to-deposit ratios (see Graph 1.13).

Graph I.13:Bank loan-to-deposit ratios, loans as
a percentage of deposits
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Consequently, they are more reliant on wholesale
funding than banks in other jurisdictions.
Therefore, concerns are being voiced that at least
part of banks' balance-sheet adjustments may be a
result of a considerable deleveraging."'® Banks can
reduce their leverage either by increasing their
capital or by decreasing their holdings of (risky)
assets, with fundamentally different economic
consequences. The  detrimental way  of
deleveraging would be through a severe reduction
in credit supply.(”)

The main objective of the supervisory actions
initiated so far in Europe is to increase the
financial system's resistance to shocks by
increasing capital ratios in conjunction with the
longer-term funding support provided either
directly by the Eurosystem or indirectly through
state guarantees. While it may be true that banks
are in the process of shedding non-core assets with
some impact on credit supply, at least in the short-
term, there is no clear-cut evidence so far that an
excessive or disorderly deleveraging process with
disruptive consequences for the real economy has
become imminent.

(9 For example, the IMF reckons that banks in Member States
face substantial deleveraging over the next two years (see
IMF, Global Financial Stability Report, April 2012).

Not all asset reduction measures have the same economic
impact. Unloading remaining toxic assets to make room in
balance sheets for other activities or divestments
reallocates risks to other players and may be positive to the
economy.

a7
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Box I.2: Impact of the ECB's liquidity provision on credit flows to the real economy

At the end of 2011, slowing economic growth and
adverse feedback loops between sovereign- and
bank-funding stress exacerbated vulnerabilities in
the EU financial sector, resulting in the closure of
term-funding markets and the need for banks to
reinforce solvency ratios. As banks were under
pressure to strengthen their balance sheets due to
high counterparty risk, downgrades, depressed
equity values, an uncertain profit outlook and
particularly large redemption needs at the
beginning of 2012, the risk of disorderly
deleveraging leading to a credit crunch in the euro-
area banking sector was material.

The large-scale liquidity provision made through
the Eurosystem's two three-year longer-term
refinancing operations (LTROs), carried out in
December 2011 and in February 2012, arguably
contributed significantly to averting such an
outcome. These policy measures have entailed
another significant increase in the Eurosystem's
balance sheet, which rose by 160% between
January 2007 and the end of March 2012
(compared to an increase of about 300%, 235% and
20% in the balance sheets of the Bank of England,
the Federal Reserve and the Bank of Japan
respectively, see Graph 1)V

Graph 1:Central banks' balance sheets
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Source: National Central Banks, DG ECFIN calculations.

The bulk of the Eurosystem's balance-sheet
expansion has taken place through enhanced credit
support to banks via longer-term refinancing

M The Eurosystem has also carried out purchases of

covered bonds and government bonds on the
secondary market. The latter have been purchased
through the Securities Market Programme (SMP),
sterilising the accompanying liquidity injections
through fixed-term deposits. Further monetary policy
measures with positive liquidity effects include the
increase in the supply and length of term funding, a
broadening of eligible collateral and the set-up of
currency swap lines.

operations on a fixed-rate full-allotment basis. The
main objective of the non-standard monetary policy
measures has been to ensure the proper functioning
of the monetary policy transmission channel. The
ECB has focused its support on the banking sector,
given the central role it plays in financial
intermediation and monetary policy transmission in
the euro area.

The liquidity provided by the LTROs to the
banking sector has induced a significant expansion
in bank reserves, which is expected to ultimately
improve banks' capacity to provide loans to firms
and households. Yet, it is still too early to fully
assess the impact of the recent three-year LTROs
on credit flows to the real economy in the euro
area, given that credit growth tends to respond to
liquidity injections with some lag, particularly in a
still highly uncertain environment. But the analysis
of the various transmission channels through which
non-standard measures are likely to affect overall
financial conditions (e.g. interest rates and asset
prices, risk premia and banks' liquidity conditions
and balance-sheet composition), could provide
tentative evidence on the positive effects of
LTROs.?

In fact, several financial indicators suggest that
there was a significant improvement in the
functioning of some financial market segments
following the LTROs. Banks' funding strains eased
considerably, as central bank financing
compensated for banks' disrupted access to
wholesale or interbank markets (liquidity channel).
In addition, the LTROs decreased the liquidity
premium of holding the safest financial assets and
collateral in the face of tightening market funding
conditions. They also lowered the risk premium on
potential counterparty default (default risk channel)
which translated into increases in several financial
asset prices and a lower investor risk aversion
towards assets issued by banks. The implied
volatility of currency and equity options (e.g.
VSTOXX) declined, bank credit default swap
(CDS) spreads tightened (see Graph 2) and the
markets for covered and unsecured bank debt
reopened, after being largely closed in the second
half of 2011.

@ For a more detailed description of transmission

channels, see e.g. Borio, C. and P. Disyatat,
Unconventional monetary policies: An appraisal, The
Manchester School, Vol. 78, September 2010, pp. 53-
89, and Krishnamurthy, A. and A. Vissing-Jorgensen,
The effects of quantitative easing on interest rates,
Brookings Papers on Economic Activity, Fall 2011,
pp. 215-65.

(Continued on the next page)
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Box (continued)

Graph 2:Selected banks' 5-year CDS spreads
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Asset market valuations might also have been
affected by investors' expectations that the ECB
would be ready to provide unlimited liquidity over
long-term maturities to the banking system
(signalling effect). On the money market, the
3-month Euribor fell below the ECB's benchmark
rate for main refinancing operations (MRO), along
with a narrowing of bid-ask spreads in short-term
funding instruments, while the Euribor-OIS spread
narrowed substantially. US-dollar bank funding
costs also declined markedly from their peak at the
end of 2011. In addition, sovereign-bond spreads
against the German Bund declined considerably in
several euro-area Member States in the first quarter
of 2012, particularly at the shorter end of the yield
curve, suggesting some carry-trade activity by
banks in search of profitability.

By contrast, the bank lending channel is working
more slowly. In January and February 2012, the
sizeable decrease in loans to the private sector
observed in December came to a halt, but M3
growth remained subdued. However, these recent
monetary and credit developments are consistent
with historical evidence, which suggests that high
risk aversion induced by financial crises is often
only associated with an expansion of narrow
money (and to some extent broad money), while
credit growth is likely to be limited in the medium
term.) According to the ECB's April 2012 Bank
Lending Survey (BLS), the net tightening of credit
standards by euro-area banks to non-financial
corporations and households declined substantially
in the first quarter of 2012. Looking ahead, euro-
area banks expect a slight further decline in net
tightening in credit standards for loans to non-
financial corporations and a broadly unchanged
level for consumer credit.

® ECB, Money and credit growth after economic and

financial crises — a historical global perspective, ECB
Monthly Bulletin, February 2012, pp. 69-85.

However, conditions in some euro-area financial
market segments have not yet fully normalised.
Interbank market trading volumes still remain
subdued, with some banks relying exclusively on
Eurosystem liquidity.  Securitisation —markets
remain weak, as some segments of sovereign and
private bond markets are still impaired. As the
recent increases in sovereign-bond spreads in
several euro-area Member States and equity market
declines have clearly demonstrated, the LTROs are
no panacea for the resolution of the sovereign-debt
crisis and the structural problems in the banking
sector. On the contrary, reducing some banks'
dependency on central bank financing and the
weakening of the interlinkages between Member
States' weak public finances and vulnerable
banking  sectors will require significant
restructuring efforts and public finances that are
kept on a sustainable track.

Turning to the policy risks, there are concerns that
the ECB's non-standard measures may contribute to
reducing the incentive for banks to strengthen their
balance sheets, which might support credit flows in
the very short-term, but which is likely to imply
constrained lending further down the road. The
question of the "exit strategy" from the substantial
LTRO funding at the three-year horizon (or earlier,
thanks to the flexibility foreseen for early
repayment) and the return to market financing (also
with longer maturities) will need to be addressed.
Besides, the current low interest rate environment,
a weak business cycle, and depressed collateral
values may lead some banks to postpone loss
recognition, thus constraining lending potentially
even further if interest rates rise or if
macroeconomic conditions continue to deteriorate.

Notwithstanding the positive effects of LTROs,
bank loan supply to the private non-financial sector
depends on a range of factors, including risks and
returns, access to market finance and the fulfilment
of regulatory requirements. This raises the question
of whether recent shifts in banks' funding
compositions towards higher dependence on central
bank liquidity will impact on the credit supply to
the real economy going forward.®

@ Gambacorta, L. and D. Marqués-Ibafiez, The bank
lending channel: Lessons from the crisis, Economic
Policy, April 2011, Vol. 26, No. 66, pp. 135-182.
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On-going deleveraging operations and
recapitalisation efforts by banks have already
reduced the scope of the necessary balance-sheet
adjustment to some extent. In the same vein, recent
assessments by the ECB® and the European
Banking Authority (EBA)"'? suggest that further
balance-sheet adjustments will predominantly
occur via recapitalisation and that the necessary
remaining deleveraging would be rather smooth,
with only a limited risk of disruptive cutbacks on
loans to the private sector.

Furthermore, the impact on growth will also
depend on companies' ability to substitute other
sources of financing for bank loans. Several large
non-financial corporations still have at their
disposal substantial unused credit lines and cash
cushions created since the 2008-09 liquidity
shortage and they are increasingly able to tap the
bond markets directly given that their credit ratings
are in some cases even more favourable than those
of their lenders. However, the fact that corporate-
bond issuance is still a relatively limited source of
overall corporate funding in the EU and the strong
reliance of small and medium-sized enterprises on
bank lending highlight the stability and strength of
the banking sector as an important precondition for
a self-sustained recovery.

5. THE EU ECONOMY

From a mild recession ...

On the back of a number of shocks in 2011, the EU
economy entered a period of contraction at the end
of 2011. The sharp increase in oil prices, a
slowdown in the world economy, and, last but not
least, the negative impact of the escalation of the
sovereign-debt crisis in several Member States
resulted in a sharp deterioration of the economic
situation towards the end of 2011. The shocks took
their toll in an environment of bank deleveraging
and fiscal tightening. With negative real GDP
growth rates in both the EU and the euro area (see

(% ECB, Common equity capital, banks' riskiness and required
return on equity, ECB Financial Stability Review,
December 2011, pp. 125-31.

The EBA’s preliminary assessment of banks’ capital plans
to comply with the 2011 EU Capital Exercise yielded that,
in aggregate, the shortfalls are expected to be covered and
an additional 26% of the capital surplus will be created
primarily through direct capital measures (i.e. capital
raising, retained earnings and conversion of hybrids to
common equity), while changes to risk-weighted assets
account for 23% of the capital improvement. The measures
are viewed as having a very marginal negative impact on
lending to the real economy.

(19)

Graph 1.14) in the fourth quarter of 2011 and,
according to this forecast, in the first quarter of
2012, both areas met the criteria of a technical
recession. By contrast, the group of Member States
outside the euro area did not enter recession (see
Graph 1.15).

Graph 1.14: Real GDP, euro area
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While the first quarter of 2011 saw by far the
strongest economic growth in the EU and the euro
area since the downturn in 2008-09, the EU
economy slipped closer to recession in the second
half of the year and finally GDP finally contracted
in the fourth quarter (by 0.3% g-0-q in both areas).
It was the first output decline since mid-2009.
Since the transition from recovery to recession
took place over the course of the year, in 2011 as a
whole, real GDP still grew by 1.5% in both the EU
and the euro area.

The breakdown of GDP by demand components
indicates that the contraction in the fourth quarter
was driven by weak domestic demand and changes
in inventories, whereas net exports made a positive
contribution (see Graph 1.16). Domestic demand
became a more apparent drag on growth as a result



of the simultaneous contraction of private
consumption, public consumption and gross fixed
capital formation. In this situation net exports were
the main contributor to GDP growth.

Graph 1.16: GDP growth and its components, EU
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... and a weak near-term outlook...

In the first three months of 2012, leading
indicators were showing signs of a bottoming-out
suggesting that the recession would be mild and
short-lived. Releases of hard data looked
compatible with this expectation, but the evidence
was not clear-cut and a delay in the return to
expansion could not be excluded. More recently
published indicators have dampened expectations.

Table 1.3:

Main features of the spring 2012 forecast - EU

Economic developments at the aggregated level

Graph 1.17:Industrial new orders and industrial
production, EU
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Industrial production surprised on the upside in
February, but the strong growth in the Netherlands
(13% m-o-m) and weather conditions that were
incompletely captured in seasonal adjustments
might have affected the figures strongly (see
Graph 1.17). The three-month moving average
growth rate came in at -0.9% in the EU and at
-1.1% in the euro area, which sent a less positive
signal for overall economic activity in the first
quarter.

Indicators acting as a gauge of future activity have
been rather weak in the past months. Industrial
new orders have been on a downward trend since
autumn, standing at about 10% below the 2007
average in February 2012. This limits expectations
for a near rebound in industrial production and so
does not bode well for overall economic growth in
the near term.

(Real annual percentage change Spring 2012 Autumn 2011
unless otherwise stated) forecast forecast
2008 2009 2010 2011 2012 2013 2012 2013
GDP 0.3 -4.3 2.0 1.5 0.0 1.3 0.6 1.5
Private consumption 0.3 -1.8 1.0 0.1 -0.3 0.7 0.4 1.1
Public consumption 2.3 2.1 0.7 -0.1 -0.5 -0.1 -0.2 0.1
Total investment -0.9 -125 0.2 1.3 -0.9 22 0.8 3.0
Employment 0.9 -1.9 -0.5 0.2 -0.2 0.2 0.1 0.4
Unemployment rate (a) 7.1 9.0 9.7 9.7 10.3 10.3 9.8 9.6
Inflation (b) 37 1.0 2.1 3.1 2.6 1.9 2.0 1.8
Government balance (% GDP) 2.4 -6.9 -6.5 -4.5 -3.6 -3.3 -3.9 -3.2
Government debt (% GDP) 62.5 74.8 80.2 83.0 86.2 87.2 84.9 84.9
Adjusted current-account balance (% GDP) -2.0 -0.8 -0.9 -0.7 -0.4 0.0 -0.4 -0.2
Contribution to change in GDP
Domestic demand 0.4 -32 0.7 0.3 -0.4 0.8 0.3 1.2
Inventories -0.2 -1.2 0.9 0.2 -0.3 0.0 0.0 0.0
Net exporfs 0.1 0.0 0.5 1.0 0.7 0.4 0.3 0.3

(a) Percentage of the labour force. (b) Harmonised index of consumer prices, annual percentage change.
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Survey data in the first quarter of 2012 pointed to
some stabilisation in economic activity at a low
level, while distinct signs of a recovery were still
missing.

— The Economic Sentiment Indicator (ESI)
stabilised in the first quarter of 2012, but
remained below its long-term average. Up to
April, the decline in the ESI unwound gains in
the preceding months. In particular, industry
sentiment deteriorated in April, declining in the
EU and the euro area to the lowest levels since
the Great Recession. Services sentiment had
been slightly more resilient as the sector is less
sensitive to cyclical factors.

— The PMI Composite Output index improved in
the first quarter in the EU (from 48.1 to 50.7)
and in the euro area (from 47.2 to 49.6), but
remained close to the no-growth threshold with
substantial differences across countries. And
within the first quarter the strongest increase
and the highest readings were recorded in
January, suggesting that purchasing managers
had been slightly overoptimistic about the
rebound at the turn of the year. This view was
confirmed by the deterioration that followed up
to April, signalling deeper contraction in
business activity in the second quarter.

— The latest OECD composite leading indicators
(February 2012) indicated a potential turning
point in the euro area, albeit with diverging
assessments for the four largest Member States.

Table 1.4:

Graph I.18:Economic Sentiment Indicator and
PMI Composite Output Index, EU
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— In April 2012, the National Bank of Belgium's
business barometer, which has in the past
anticipated euro-area developments rather well,
dipped slightly for the second consecutive
month.

Overall and independent of small and mostly
temporary differences in indicators, the short-term
outlook for domestic demand does not look
promising. The most recent readings have
attenuated expectations that improvements in early
2012 could start to lift the economy back to
recovery. Uncertainty remains high, motivating
consumers and investors to postpone spending
decisions. In addition, the weak labour market
conditions and unfavourable developments in real
incomes do not bode well for an expansion. With
the quarterly profile of GDP growth in 2011 giving
a carry-over of 0.0% in the EU and -0.2% in the

Main features of the spring 2012 forecast - euro area

(Real annual percentage change Spring 2012 Autumn 2011
unless otherwise stated) forecast forecast
2008 2009 2010 2011 2012 2013 2012 2013
GDP 0.4 -4.3 1.9 1.5 -0.3 1.0 0.5 1.3
Private consumption 0.4 -1.2 0.9 0.2 -0.6 0.5 0.4 1.0
Public consumption 2.3 2.5 0.5 -0.1 -0.8 0.0 -0.2 0.3
Total investment -1 -121 0.5 1.3 -1.5 1.9 0.5 2.9
Employment 0.7 -2.0 -0.6 0.1 -0.5 0.0 0.0 0.3
Unemployment rate (a) 7.6 9.6 10.1 10.2 11.0 11.0 10.1 10.0
Inflation (b) 33 03 1.6 27 24 1.8 1.7 1.6
Government balance (% GDP) -2.1 -6.4 -6.2 -4.1 -3.2 -2.9 -34 -3.0
Government debt (% GDP) 70.1 799 85.6 88.0 91.8 92.6 90.4 90.9
Adjusted current-account balance (% GDP) -1.6 -0.3 -0.5 -0.3 0.1 0.6 -0.5 -0.3
Contribution to change in GDP
Domestic demand 0.4 -2.8 0.5 0.4 -0.8 0.7 0.3 1.2
Inventories -0.1 -1.0 0.7 0.2 -0.3 0.0 -0.1 0.0
Net exporfs 0.1 -0.6 0.7 1.0 0.8 0.4 0.2 0.2

(a) Percentage of the labour force.

(b) Harmonised index of consumer prices, annual percentage change.



euro there is also no support from last year's
economic growth. All in all, EU GDP is expected
to stagnate in 2012, while output in the euro area is
forecast to shrink (-0.3%).

... heading towards a slow recovery ...

In the second half of 2012, important policy
decisions in the euro area that have already helped
to avoid a sharp decline in economic activity in the
past months, should help to further restore
consumer and investor confidence. The assumed
gradual return of confidence can be expected to
exert an increasingly positive impact on private
domestic demand. Credible fiscal consolidation
measures and structural reforms should support
this development. And the moderation in
commodity prices, lowering inflationary pressures
is forecast to impact positively on real incomes.
Investment could benefit from very low long-term
interest rates. Given that many spending decisions
have been postponed in recent months, these forces
should be strong enough to result in a rebound of
economic activity in the second half of 2012 in
both the EU and the euro area.

... and subpar economic growth in 2013...

Rebounding domestic demand and, to a gradually
decreasing extent, support from the external side
are expected to stimulate economic activity in the
EU and the euro area in late 2012 and 2013.
Increased economic confidence and higher real
disposable incomes are expected to be the driving
forces behind the rebound in private consumption.
The improved outlook for demand and increased
investor confidence should also push equipment
investment. In addition, the realisation of delayed
investment projects from times of -elevated
uncertainty and relatively favourable financing
conditions exert positive influence on gross fixed
capital formation. Overall, it is expected to grow
more strongly in 2013 than in any of the preceding
recovery years, while private consumption is
forecast to grow nearly as strongly as in 2010, the
year with the highest growth rate since 2007.

Once economic activity gets traction, the labour
market situation should stabilise, but given the
lagged response of job creation to output
developments, a more substantial improvement in
employment can only be expected for the end of
the forecast period. This modest improvement
corresponds to the projection of rather subdued
economic growth towards the end of the forecast

Economic developments at the aggregated level

horizon. In 2013, at growth rates of about 1%4% in
the EU and 1% in the euro area, the recovery of
GDP is expected to be very similar to the one that
followed the recession in 2008-09. The fact that
even these moderate growth rates would benefit
from a positive carry-over from 2012 (0.3 pp. in
the EU, 0.1 in the euro area) illustrates how
subdued the growth dynamics are.

Recent experience of failed hopes of broadening
and strengthening of the 2009-11 recovery raises
the question as to whether the expected recovery
will be more sustainable this time. Past evidence
suggests that for a recovery to become sustained, a
transition is necessary from the actual triggers of
the initial upswing into more permanent growth
drivers, in particular among the domestic demand
components. In that respect, the interaction of
strengthening private consumption and recovering
gross fixed capital formation is expected to be a
key mechanism in the dynamics of the recovery.
Its characteristics will depend on the degree of
stabilisation and improvement in the labour
market, which itself hinges on improvements in the
functioning of European labour markets. Recent
and planned structural reforms®” appear to
provide more solid foundations for such
developments and thus for a more sustainable
recovery than three years ago.

with macroeconomic
differences persisting.

cross-country

No Member State has been immune to the shocks
that hit the EU economy, but some have proven
more resilient. And, not surprisingly, most of the
countries that had already performed better during
the recovery remained the strongest.

Graph I1.19: Real GDP growth , EU,
contributions by Member States

forecast
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@ See European Commission (DG ECFIN), European
Economic Forecast — Autumn 2011, ch. 1.2.
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Therefore those countries that had contributed
massively to GDP growth in the EU during the
upturn, in particular Germany, the UK, Poland and
France, are expected to remain key contributors
(see Graph 1.19), while some, particularly Italy and
Spain, are expected to deliver negative
contributions in 2012.

Cross-country growth differences were one of the
key features of the recovery in 2009-11. They were
caused, inter alia, by diverse starting positions in
terms of private indebtedness,?" bursting asset
price bubbles (housing market), banking sector
health, and the solidity of public finances. But
competitiveness and export structures (product
composition, export destination) also played a role.
And, following the trade collapse of 2008, the
strong rebound in world trade impacted differently
on countries, allowing those with export-oriented
economies and strong competitiveness to grow
faster than others. As a result, only the fastest-
growing countries, for instance Sweden, Poland
and Germany, were able by 2011 to reach output
levels above those of the pre-crisis period.

In the near term, substantial differences are
expected to persist across Member States. Leading
indicators, such as the ESI and the PMI, support
this view (see Graph 1.20). Most countries
recorded declines in the fourth quarter of 2011 and
a rebound in the first quarter of 2012. But in the
euro area, only a few countries were markedly
above the no-growth threshold.

Graph 1.20:PMI Manufacturing Output Index,
Member States
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@Y On the role of houschold debt, see also IMF, World
Economic Outlook, April 2012, chapter 3.

The more detailed sectoral information provided
by the Commission's Business and Consumer
Surveys confirms the weak situation and also
indicates that manufacturing and construction are
clearly below long-term averages in most
economies, whereas retail confidence is more
mixed across countries (see Graph 1.21).

Graph 1.21: Economic Sentiment Indicator (ESI) and
components - April 2012, difference from long-term average
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*Sentiment in construction - difference from long-term average: -43

Gross fixed formation

shrinking ...

capital currently

Following a sharp decline during the downturn in
2008-09, gross fixed capital formation recovered
gradually in 2010-11, but remained well below
pre-crisis levels. The improvement was interrupted
as the overall economic situation and outlook
deteriorated again in the second half of 2011.
Compared to the first half of the year it stagnated
in the EU (0.1%) and declined in the euro area
(-0.5%). Uncertainty acted as a major drag on
investment decisions. Other downside factors were
declining capacity utilisation, meagre profit
developments, tight credit conditions, and
companies' deleveraging. The breakdown of
investment indicates that mainly equipment
investment weakened in the second half of 2011,
whereas construction investment has remained on
the weak side already since the onset of the crisis.

. with equipment investment mirroring the
overall economic situation ...

Equipment investment, which accounts for roughly
one third in gross fixed capital formation, had
rebounded strongly after the 2008-09 recession,
but slowed in 2011 due to weaker current and
expected demand. Overall, the investment cycle of
the 2009-11 recovery was rather short and
moderate.



Table I.5:
Composition of growth - EU

Economic developments at the aggregated level

(Real annual percentage change) Spring 2012
forecast
2010 2006 2007 2008 2009 2010 2011 2012 2013
bn Euro curr. prices % GDP Real percentage change
Private consumption 7039.5 58.1 2.3 22 0.3 -1.8 1.0 0.1 -0.3 0.7
Public consumption 2692.7 222 20 1.8 2.3 2.1 0.7 -0.1 -0.5 -0.1
Gross fixed capital formation 22549 18.6 6.4 5.9 -0.9 -12.5 -0.2 13 -0.9 22
Change in stocks as % of GDP 28.8 0.2 0.5 08 0.6 -0.5 0.4 0.5 0.3 03
Exports of goods and services 4980.6 41.1 9.7 5.8 1.5 -12.0 10.9 6.3 24 438
Final demand 16996.5 140.2 50 40 0.6 -6.6 4.1 22 0.2 21
Imports of goods and services 4875.9 40.2 9.6 6.0 1.2 -12.2 9.8 3.9 0.9 3.9
GDP 12120.6 100.0 BiS) 3.2 0.3 -4.3 2.0 1.5 0.0 1.3
GNI 12118.3 100.0 3.4 3.0 0.1 -4.4 22 1.5 -0.1 1.2
p.m. GDP euro area 9158.0 75.6 38 3.0 0.4 -4.3 1.9 1.5 -0.3 1.0
Contribution to change in GDP

Private consumption 1.3 1.3 0.2 -1.0 0.6 0.1 -0.2 0.4
Public consumption 0.4 0.4 0.5 0.4 0.2 0.0 -0.1 0.0
Investment 1.3 1.2 -0.2 -2.6 0.0 0.2 -0.2 0.4
Inventories 0.2 0.4 -0.2 -1.2 0.9 0.2 -0.3 0.0
Exports 3.6 23 0.6 -5.0 4.0 2.6 1.0 21
Final demand 6.8 55 0.8 -9.3 5.6 3.1 0.3 3.0
Imports (minus) -35 -2.3 -0.5 50 -35 -1.6 -0.4 -1.7
Net exports 0.1 0.0 0.1 0.0 0.5 1.0 0.7 0.4

In early 2012, the near-term outlook for equipment
investment is weak since companies have lowered
their production expectations in line with falling
capacity utilisation (see Graph 1.22); uncertainty,
albeit at a slightly lower level, remains a
substantial drag to investment decisions.
Moreover, slowing activity puts pressure on profits
and reduces margins, indicated by changes in the
ratio of the GDP deflator and unit labour costs. In
addition, in several Member States equipment
investment is still influenced by tightened
financing conditions and companies' deleveraging.
The impact of bank deleveraging on companies’
financing of equipment investment depends on the
availability of other funding options, such as
corporate bonds.*?

Graph 1.22:Equipment investment and capacity
utilisation, euro area
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@2 For details, ECB, Corporate indebtedness in the euro area,
ECB Monthly Bulletin, February 2012, pp. 87-103.

Leading indicators, such as new orders of capital
goods and the new-orders component in the PMI,
suggest that equipment investment will remain
weak in the near term. Overall, in 2012 equipment
investment is expected to remain almost flat in the
EU and to decline in euro area.

... but rebounding over the forecast horizon.

Going forward, in 2013 increasing investor
confidence, improved domestic demand prospects,
and favourable financing conditions, raise
incentives for expanding production capacity.
Equipment investment in particular will benefit
from the turnaround in private consumption and
the expected acceleration in global trade. During
periods of elevated uncertainty, companies may
have preferred to delay investment decisions until
new information became available. Thus,
diminishing uncertainty should have large effects
on optimal leverage and investment dynamics.

Overall, equipment investment growth is expected
to accelerate in 2013 to 4%% in the EU (4% in the
euro area). All large Member States except Spain
are expected to see substantial increases in their
growth rates.

No impulses from subdued construction

investment ...

Residential and non-residential construction
investment went into decline at the very beginning
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Table 1.6:

Composition of growth - euro area

(Real annual percentage change) Spring 2012
forecast
2010 2006 2007 2008 2009 2010 2011 2012 2013
bn Euro curr. prices % GDP Real percentage change
Private consumption 5262.2 57.5 2.1 1.7 0.4 -1.2 0.9 0.2 -0.6 0.5
Public consumption 2013.4 220 2.1 22 23 2.5 0.5 -0.1 -0.8 0.0
Gross fixed capital formation 1749.7 19.1 5.7 4.7 -1 -12.1 -0.5 1.3 -1.5 1.9
Change in stocks as % of GDP 18.5 0.2 0.5 0.8 0.6 -0.3 0.4 0.3 0.1 0.1
Exports of goods and services 3746.1 40.9 8.9 6.6 1.0 -12.7 1.2 6.2 2.1 4.6
Final demand 12789.9 139.7 4.7 3.9 0.6 -6.5 4.0 22 -0.1 1.9
Imports of goods and services 3631.9 39.7 8.7 6.2 0.9 -11.7 9.6 38 0.4 3.9
GDP 9158.0 100.0 & 3.0 0.4 -4.3 1.9 1.5 -0.3 1.0
GNI 9166.4 100.1 3.7 2.6 -0.2 -4.2 23 1.3 -0.3 1.0
p.m. GDP EU 12120.6 132.3 38 3.2 0.3 -4.3 2.0 1.5 0.0 1.3
Contribution to change in GDP

Private consumption 1.2 0.9 0.2 -0.7 0.5 0.1 -0.3 0.3
Public consumption 0.4 0.4 0.5 0.5 0.1 0.0 -0.2 0.0
Investment 1.2 1.0 -0.2 -2.6 -0.1 0.2 -0.3 0.4
Inventories 0.2 0.4 -0.1 -1.0 0.7 0.2 -0.3 0.0
Exports 3.4 27 0.4 -5.4 4.1 25 0.9 21
Final demand 6.4 5.4 0.8 -9.1 5.4 3.1 -0.2 27
Imports (minus) -32 2.5 -0.4 48 3.4 -1.5 -0.2 1.7
Net exports 0.2 0.2 0.1 -0.6 0.7 1.0 0.8 0.4

of the crisis and stabilised somewhat in 2011.
Housing, which accounts for about one half of
construction investment, remained affected by the
legacy of the crisis. In several Member States the
stock of unsold housing continued to act as a drag
on investment activity. The deterioration in the
overall economic situation has now added a
cyclical headwind. And financing conditions are
difficult in several economies, in particular in
terms of credit standards for loans for house
purchases.

Graph I1.23: Housing investment and building
permits, euro area
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Leading supply indicators such as building permits
signal some improvements (see Graph 1.23)
despite deleveraging by EU households. The
Commission's Construction confidence indicator
fluctuated around a low level throughout 2011 and
early 2012. In April 2012 it stood well below its
long-term averages in both the EU and the euro

area with substantial differences across countries.
While the fastest-growing countries, such as
Germany and Austria, reported strong confidence
well above the long-term average, economies in
recession faced low sentiment. Bad weather
conditions only partly captured in seasonal
adjustment contributed to the plunge in February.

Overall, housing investment is expected to shrink
further in 2012 in the EU and the euro area, before
moderate growth sets in in 2013. The positive
impact of the improving situation of private
households will be partly offset by the negative
impact of fiscal consolidation on the government
component in construction investment.

. and negative contributions from inventory
investment in 2012.

The slowdown in economic activity in the EU in
the second half of 2011 also impacted on the
warranted levels of companies’ inventories. Until
then, the inventory cycle had broadly followed
historical patterns. During the 2008-09 recession,
inventories had negatively contributed to economic
growth since companies lowered stocks amid a
deteriorated demand outlook and tighter financing
conditions. With the start of the recovery, growth
in domestic demand benefitted from a temporary
boost of the end of destocking, with firms raising
production to replenish inventories. Since mid-
2010 the profile of increases was almost steady so
that no further contribution to output growth was
observed. The implication of past inventory



investment for the current period of weak
economic activity is that stocks were already
relatively low when growth slowed in mid-2011.
The adjustment towards lower warranted levels
can therefore be expected to matter mainly for the
build-up of stocks. This view is corroborated by
results from the Commission surveys. The
assessment of stocks in industry rose in the second
half of 2011, but has already fallen in the first
quarter of 2012. In terms of national account data,
the negative contribution of inventories is therefore
expected to be rather small in 2012 in both the EU
and the euro area.

Private consumption, currently restrained by
weak disposable incomes, ...

Private consumption, the largest GDP component,
had been one of the key drivers in the initial phases
of the 2009-11 recovery in the EU and the euro
area. In 2010, the annual rate of growth stood at
around 1% in both areas, but in 2011 this growth
almost came to a standstill (0.2%). With a
contraction in the second half of the year, it was
mainly the carry-over from 2010 (0.5% in both
areas) that kept the annual growth rate in positive
territory (see Graph 1.24).

Graph I.24:Private consumption
and consumer confidence, euro area
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A key reason for weak consumption growth has
been the large squeeze on real gross disposable
incomes (see Graph 1.25), attributable to muted
growth in compensations alongside high inflation.

— On the nominal side, growth in compensation
was held down in 2011 by a slowdown in
employment growth. The recent deterioration
in labour market -conditions resulted in
shrinking employment and more moderate
increases in compensation per employee than
previously expected. Moreover, transfers
declined against the background of intensified

Economic developments at the aggregated level

fiscal consolidation. Non-labour incomes,
which include profit income, continued on their
upward trend but growth was less dynamic than
at the onset of the recovery.

— The purchasing power of nominal incomes was
curtailed by the direct and indirect impact of
last year's increases in food and energy prices.
This cut out a substantial amount of nominal
increases so that real disposable incomes
almost stagnated.

Graph 1.25:Real gross diposable income and
its components, euro area
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— Private wealth remained constrained by weak
financial and housing market developments
after the financial crisis had wiped out a
substantial part of the net worth of debtors.
This resulted in tight borrowing constraints and
lower liquidity, which forced some households
to cut back on consumption. This consumption
channel of financial crises had particularly
strong negative effects in countries with highly
leveraged households. The decline in interest
rates in the second half of 2011 lowered the
costs of servicing this debt, but the willingness
of households to take on debt remains limited.

Developments in the saving rates of households
are another key determinant of private
consumption growth. Increased uncertainty can be
expected to have raised precautionary savings by
households.”® Via this channel, the escalation of
the euro-area sovereign-debt crisis in 2011
impacted negatively on consumers' spending
patterns. Changes in income distribution may have
been another factor pushing up the average
household saving rate. Recent evidence of a more

@3 Analyses conducted for the Great Recession provided
evidence of this feature, see e.g. Mody, A., F. Ohnsorge
and D. Sandri, Precautionary savings in the Great
Recession, IMF Economic Review, April 2012, Vol. 60,
No. 1, pp. 114-38.
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unequal income distribution in the EU®* could

contribute to the explanation of weak consumption
growth, since households in the top deciles have
below-average propensities to consume. The
upside factors are partially offset by relatively low
real interest rates that should affect intertemporal
substitution in favour of current consumption.

. will start rebounding as the recovery takes
ground ...

Many of the headwinds to private consumption
remained in place in early 2012. The near-term
prospects for private consumption remain weak.
This is confirmed by recent information from
short-term indicators and surveys. Euro-area new
passenger car registrations declined in the last
three months with available data (December 2011-
February 2012), as compared to the three
preceding months. Retail trade volumes (see Graph
1.26) fall short of the levels recorded one year ago,
and both the Commission's Retail trade confidence
indicator and the Retail PMI confirm the
weakness. In the EU and the euro area, the
Commission's Consumer confidence indicator
declined steadily in the second half of 2011 before
rebounding in the first quarter of 2012, but falling
back in April. These readings signal private
consumption is flat or will grow only modestly in
the near term.*

Graph 1.26:Retail trade volumes and retail confidence,
euro area
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@9 Between the mid-1980s and 2008, the real disposable
income in the EU increased at the highest rates in the top
decile; see Bonesmo Frederiksen, K., Income inequality in
the European Union, OECD Economics Department
Working Papers no. 952, April 2012.

For a recent analyses of the forecast accuracy of the
Consumer Confidence Index see European Commission
(DG ECFIN), European Business Cycle Indicator, March
2012, pp. 10-14. See also ECB, Recent developments in
consumer confidence and the link with private
consumption (Box 8), ECB Monthly Bulletin, March 2012,
pp. 75-78.

(25)

Overall in 2012, private consumption is forecast to
fall by 0.3% in the EU and by 0.6% in the euro
area.

. and deliver stronger contributions to GDP
growth in late 2012 and 2013.

Further on, private consumption is expected to
benefit from growing real disposable incomes and
consumer confidence. With labour market
conditions stabilising and nominal compensation
increasing moderately, nominal disposable income
growth should return to positive territory in 2013.
The moderation in HICP inflation should lift
households' purchasing power and real disposable
income. To what extent this will translate into a
strengthening of private consumption growth
depends, among others, on the spending patterns of
households engaged in deleveraging processes.
Increases in taxes and cuts in public expenditure
may slow the reduction of the debt overhang. In
2013, the saving rate is expected to remain broadly
unchanged in the EU and the euro area. Thus, the
stimulus to spending would mainly come from a
moderation in consumer-price inflation and its
impact on real incomes. Overall, in 2013, private
consumption is expected to rebound moderately.

The weakness in aggregate private consumption in
the EU conceals substantial cross-country
differences. Among the largest Member States,
Germany, France, Poland and the UK are expected
to record above-average growth rates in 2012-13,
whereas in other countries private consumption is
set to shrink (Spain, Italy, and the Netherlands). In
2013, an increase in the growth rate of private
consumption is expected in all Member States
except Denmark, Estonia and Finland.

... whereas public consumption remains weak.

In line with fiscal consolidation, public
consumption is forecast to decrease in most
Member States. In 2011, consolidation efforts had
already pulled down public consumption to slight
contraction in the EU and in the euro area. In the
euro area, the three programme countries as well
as Cyprus, Slovakia and Spain recorded declines of
more than 2 pps.

Over the forecast horizon, enhanced fiscal
consolidation efforts are expected to lower
government consumption (-0.8% in the euro area
and -0.5% in the EU in 2012). In 2013,
government consumption is expected to continue



to fall modestly in the EU at an annual rate of
0.1% and to stagnate in the euro area. This forecast
for 2013 should be seen against the background of
the no-policy-change assumption, which could
imply that a number of consolidation measures are
not yet factored into this forecast as they do not yet
meet the conditions for being fully accounted for.
The impact of fiscal retrenchment on economic
growth will depend on a number of factors,
particularly on the composition of expenditure
cuts, their impact on consumer confidence and the
response of monetary policy (see Box 1.4).%

Positive growth contributions from net exports
in 2011 and over the forecast horizon ...

In 2011, with the growth of exports exceeding that
of imports, net trade contributed positively to
economic growth in the EU and the euro area. The
normalisation of world trade growth after the
extraordinary preceding year and the slowing in
world output growth lowered export growth, but
the deterioration in the economic situation in the
EU, in particular the weakening of domestic
demand, weighed strongly on imports. Over the
forecast horizon, the outlook for the export and
import growth of goods and services implies a
continuation of positive growth contributions of
net trade.

... as exports grow solidly ...

In 2011, growth rates of goods and services
exports almost halved in both the EU and the euro
area. Market shares increased for a second
consecutive year, with the weaker euro lending
support to price competitiveness of euro-area
exporters.

Survey indicators (see Graph 1.27) point to
improvements in the short-term outlook for EU
exports. But continued bank deleveraging puts
trade finance at risk.”” The assessment of

@9 While monetary policy close to the zero bound may
suggest relatively large multipliers (see e.g. Woodford, M.,
Simple analytics of the government expenditure multiplier,
American Economic Journal: Macroeconomics, 2011, Vol.
3, No. 1, pp. 1-35), unconventional monetary policy tools
may suggest widening the perspective on central bank
options (see e.g. Bullard, J., The death of a theory, Federal
Reserve Bank of St. Louis Review, March-April 2012, Vol.
94, No. 2, pp. 83-102).

The health of the banking sector has been a key
determinant of exports during the crisis, see e.g. Amiti, M.
and D. E. Weinstein, Exports and financial shocks,
Quarterly Journal of Economics, November 2011, Vol.
126, No. 4, pp. 1841-77; on trade finance during the
downturn see Ahn, J. B., M. Amiti and D. E. Weinstein,

@7
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manufacturing export order books from the
Commission's surveys and the component for new
export orders in the manufacturing PMI have
recently dipped back. Looking ahead through the
lens of these indicators, only moderately
accelerating export growth is expected. Due to the
weaker performance seen in late 2011 and early
2012, export growth in 2012 as a whole will be
lower than in the preceding year, but in 2013
export growth rates (goods and services) should
almost double.

Graph 1.27:Global demand, euro-area exports and
new export orders
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To what extent Member States share this
development depends on their geographical and
product specialisations, as well as on their
competitive position. In countries where exports
are directed in a large part towards emerging
markets, the negative impact of the slowing of
world trade had already been less severe given the
relatively robust output growth in the emerging
economies. These countries are also expected to
benefit from the expected rebound in global trade,
in particular as their exports of capital goods,
usually increase strongly during upturns in
destination countries. In addition, those Member
States that have recently gained price
competitiveness are expected to exhibit relatively
strong export growth. A different situation prevails
in economies that depend largely on intra-EU and
intra-euro-area trade. Export markets of these
countries have been massively affected by the
worsening of the economic situation in the EU.
But in these countries also, changes in relative
prices have been a relatively important determinant
of exports as intra-euro-area trade flows are

Trade finance and the Great Trade Collapse, American
Economic Review, Papers and Proceedings, May 2011,
Vol. 101, No. 3, pp. 298-302.
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usually more sensitive to changes in relative prices
than extra-euro-area trade.*”

while import growth is slowed by the
weakening in domestic demand.

The weakening of economic activity in the EU and
shrinking private consumption volumes have left
their mark on the European import statistics for
2011. The moderation in export growth also
implied a decline in imported inputs. Other key
determinants were import prices, which had
increased strongly in the first half of 2011.
Moreover, in the second half of the year the
depreciation of the euro in nominal effective terms
weighed on import volumes. Overall, the terms of
trade deteriorated markedly in 2011. Compared to
the exceptional year of the world trade rebound in
2010, growth rates fell by about 6 percentage
points in both the EU and in the euro area.

The short-term prospects for EU imports are
restrained by weak domestic demand, in particular
stagnating or even shrinking gross fixed capital
formation and private consumption. This pattern is
in line with past evidence of EU imports lagging
behind exports. As economic growth stabilises in
2013, albeit at subdued rates, domestic demand
components are expected to become more dynamic
inducing additional imports.

EU and euro-area current accounts almost in
balance ...

The trade balances of the euro area and the EU
were massively affected by the increase in import
prices in 2011. In both areas the balance shrank,
falling to -/2% of GDP in the EU and to 2% in the
euro area. The effect on the external balance was
partially offset by a larger surplus in the services
balance, which widened the total surplus in the
external balance of both areas. Overall, the current
account moved closer to balance in 2011.

...concealing differences across countries.

The almost balanced current account at the
aggregate level conceals differences across EU
Member States (see also Box 1.4). Slowing
economic growth and shrinking output in a number
of Member States have been accompanied by weak
developments in domestic demand, which have

@ See e.g. Bayoumi, T., R. Harmsen and J. Turunen, Euro
area export performance and competitiveness, IMF
Working Paper no. 11/140, June 2011.

lowered import growth and even import volumes.
With export growth responding less substantially
to the external environment, EU Member States in
recession or with below-average growth received
positive contributions to their GDP growth.

Graph 1.28:Current-account balances,
euro area and Member States
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Compared to the pre-crisis situation, progress in
reducing imbalances has been seen in many
Member States, particularly in the euro area.
Looking at more recent developments, many of
those countries with a current-account deficit in
2010 were able to reduce the deficit in 2011.
Among these countries are Spain and Portugal.
The adjustment has been particularly strong where
deficits had been very large at the start of the crisis
(see Graph 1.28). Data indicate that a strengthening
of competitiveness in deficit countries tends to
support the process. In the euro area in 2011, the
largest declines in relative unit labour costs were
seen in Spain, Ireland and Greece, which are
expected to advance further in 2012-13. The
surplus countries, for instance Germany, are
moving in the opposite direction, recording
increasing relative unit labour costs.

The increased consolidation efforts in EU Member
States can also be expected to have exerted an
impact on current accounts both inside and outside
the euro area. Fiscal consolidation impacts on the
current account via its effects on gross fixed
capital formation and on the real -effective
exchange rate. In that respect, fiscal consolidation
efforts contribute to the lowering of external
imbalances in deficit countries.*”

@) For empirical evidence see Bluedorn, J. and D. Leigh,
Revisiting the twin deficits hypothesis: the effect of fiscal
consolidation on the current account, IMF Economic
Review, November 2011, Vol. 59, No. 4, pp. 582-602.
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Box I.3: Rebalancing needs still sizeable

Current-account rebalancing to date

The pre-crisis years in the EU and euro area saw
diverging trends in the external positions of
Member States. Those starting from lower per-
capita income levels tended to attract larger net
foreign capital inflows, but wider macroeconomic
imbalances also emerged that went beyond
standard convergence processes. These were driven
by low real interest rates, booming credit growth,
losses in competitiveness and excessive income
expectations. The accumulation of large current-
account deficits contributed to an erosion in these
countries' net international investment position
(ITP), compounded by valuation effects in some
cases.! The associated external (re-)financing
needs increased these Member States' exposure to
the global crisis. The divergence in current-account
positions within the EU was amplified by the
accumulation of large surpluses in a few more
advanced economies. This diverging trend was not
sustainable and began to reverse in the wake of the
crisis.

EU Member States are expected to further
rebalance until the end of the forecast horizon (see
Graph 1), suggested by the strong negative
correlation between an economy's external position
in 2007, which for many countries was a peak year
in terms of the external balance, and the subsequent
change in the deficit or surplus.

Graph 1:Current-account adjustment, 2007-13, pps.
of GDP
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Especially large external adjustments are
projected for high-deficit countries, notably
Bulgaria and the Baltics.

(" Balta, N., Turrini, A. and G. Wolff, Special report —
Competitiveness developments in the euro area,
Quarterly Report on the Euro Area, March 2009,
No. 8, Vol. 1, pp. 18-48; and European Commission,
Alert Mechanism Report, 2012.

Rebalancing needs and prospects

By the end of 2011, one group of countries, the
‘early deficit adjusters', for instance Ireland,” had
already made significant progress towards a
balanced current account (see Graph2). By
distinguishing between the 2007-11 period and the
forecast horizon 2012-13, a second group, the 'late
deficit adjusters' including Greece, Spain and
Portugal, can be identified.

Graph 2:Phases of external rebalancing: changes in
current account
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For this group of countries, the rebalancing
achieved so far is still sizeable but the process
seems more back-loaded, with up to half of the
adjustment expected to take place in the forecast
years 2012-13. Finally, surplus countries such as
Germany to some extent reduced their current-
account surpluses until 2011, and some further
rebalancing is expected over the forecast horizon.

In order to gauge the required extent of the
adjustment, a current-account benchmark that
stabilises net external debt (International
investment positions—IIP) relative to GDP is
estimated (see Graph 3). Compared with projected
current-account balances in 2013, benchmark
estimates show that, for some 'late deficit adjusters'
in particular, rebalancing needs will still be sizeable
at the end of the forecast horizon. By contrast, most
early deficit adjusters, along with the surplus
countries, are projected to reach or exceed their
[IP-stabilising current account by 2013.

@ In order to qualify as an 'early deficit adjuster' an

overall adjustment of at least 4 pps. of GDP has to be
achieved, of which more than % must have been
completed by end-2011.

(Continued on the next page)
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Box (continued)

Graph 3:11P stabilising current account
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But given the high level of external liabilities in
several Member States, simply stabilising the IIP
may not be enough and further current-account
improvements may be needed to curb external debt.

External rebalancing and growth

In general, rebalancing processes featuring strong
deleveraging in the private sector and fiscal
consolidation weigh on growth. Since economic
agents are forced to increase savings and cut
investment, domestic demand in deficit countries is
constrained and thus limits output expansion (see
Graph 4). Differing external rebalancing needs, due
to divergent pre-crisis current-account
developments, have translated into persistent
growth differentials across EU Member States,
which are expected to continue over the forecast
period.

Graph 4:External rebalancing and growth
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Trade developments

Deficit countries undergoing a rebalancing process
need to boost exports and lower imports by
reducing domestic demand. When comparing a

country's export market performance® in the post-
crisis years (including the forecast horizon) with its
starting current-account position in 2007, results
suggest that countries with a high starting deficit
are likely to embark on an adjustment path
involving relatively strong export growth
(see Graph 5).

Graph 5:Export market performance, 2010-13

20 7 y=-0.3055x+3.0179
R>=0.3358

-10 -
-30 -20 -10 0 10 20

Current account, 2007, % GDP

% ch. in export market performance, 2010-13

Import growth typically co-moves with the
expansion of domestic demand. But continued
trade integration has also tended to increase the
relative share of imports in domestic demand.
Countries with initially large external deficits might
be expected to substitute domestically produced
tradables for imports. The substitution may be the
result of changes in relative prices or changes in
demand patterns related to the adjustment process.

Graph 6:Changes in ratio of imports to dom. demand,
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® " For a given country 4, export market performance is

calculated as A's exports of goods and services
divided by an index for 35 industrial markets of their
imports weighted by the respective bilateral trade
weights with country A.

As a rule of thumb, import content typically ranges
from 25-50%, depending on the expenditure item.

@

(Continued on the next page)
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Box (continued)

Graph 6 splits cumulative changes in the share of
imports in domestic demand between 2010 and
2013 into a trend component and an idiosyncratic
residual. Practically all countries are expected to
increase their import share at varying degrees over
the forecast horizon. However, about half of the
countries show a slower rise in their import share
compared with their pre-crisis trend, which may be
regarded as tentative evidence for some demand
rebalancing.

Competitiveness and labour costs

The fall in domestic demand associated with the
adjustment of the current-account deficit is likely to
entail new internal imbalances, for example a
lasting increase in unemployment, unless the
external rebalancing process is underpinned by
changes in relative prices and competitiveness.

Graph 7:Real effective exchange rate changes, 2008-13
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Deficit countries have indeed experienced sizeable
real depreciations, measured by the fall in the real
effective exchange-rate (REER) (see Graph 7).
By contrast, REERs in surplus countries have
typically remained roughly unchanged which is
likely to limit the support of REER changes to
external rebalancing within the EU.

Drivers of real depreciations vary greatly across
countries and over time. While nominal exchange
rate movements tend to play only a limited role for
REER changes between EU countries, as the
majority of Member States share the euro as a
common currency or are in some form pegged to

®  In Bulgaria, a strong outlier, high inflation and wage

growth in 2008-10 explains much of the real
appreciation. Excluding Bulgaria from Graph 7 yields
a linear regression with y = 0.549x - 3.1344, R?=
0.4031.

it, labour cost developments are a more important
determinant of REERs and external deficits (see
Graph 8).

Graph 8:Nominal compensation per employee, annual
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Large deficits prior to the crisis are quite strongly
associated with low or negative annual growth in
compensation per employee after the onset of the
crisis, when excluding Bulgaria.” As in the case of
REERs, the largest reductions in labour costs occur
in Greece, Ireland, Latvia and Lithuania, and
country results remain unchanged when
considering nominal unit labour cost. But some
differences are apparent in the timing of the labour
cost adjustment. The group of early deficit
adjusters had already started to record a
pronounced slowing in compensation growth in
2009, while for the late deficit adjusters this only
occurred in 2010. Additionally, it appears that in
some countries, productivity gains supported the
REER depreciation.

Sectoral drivers of adjustment

The adjustment has since 2008 mostly been driven
by the private sector. In deficit countries, the re-
appraisal of risks and more difficult access to credit
has triggered pronounced balance-sheet
adjustments in the corporate sector. Corporations in
deficit countries have increased corporate savings
and cut investment to improve their balance sheets.
As a result, corporate investment in these countries
remains depressed (Graph9). The situation is
particularly worrying in the late deficit adjusters
where investment levels are now significantly
below historical averages, with negative
consequences for these countries' potential growth.

©  Bilateral rates between the euro and third currencies

will tend to move together for all such Member
States, although differences in trade weights may
cause some divergences.

Excluding Bulgaria yields a linear regression with y =
0.0857x +1.7893, R = 0.3198

)

(Continued on the next page)
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Box (continued)

Graph 9:Corporate sector gross capital formation
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On the household side, balance-sheet adjustment in
deficit countries has been achieved primarily via
cuts in investment rather than by rises in savings.
Considering that household investment is mainly in
housing and that many of these countries went
through a period of overshooting in residential
investment in pre-crisis years, this development
may be seen as positive.

Overall, adjustment in the private sector has been
associated with a substantial rise in private sector
net lending. For most late deficit adjusters, some
additional (though modest) gains in private sector
net lending should contribute to reduce current-
account deficits further over the forecast horizon.
In surplus countries, private sector net lending
increased in the early stages of the crisis, but has
since eased back moderately, reflecting more
limited balance sheet adjustment needs; this trend
is forecast to continue in 2012-13, contributing to a
reduction in current-account surpluses. Households'
net lending in deficit countries is projected to
decrease somewhat over the forecast period.

The contribution of the public sector to external
rebalancing has so far been modest, starting only
after 2010 as a result of a relatively stronger public
finance consolidation in deficit countries.

Overall assessment

In summary, the analysis suggests that considerable
rebalancing of external positions has taken place in
recent years within the EU and that the trend is
likely to continue over the forecast horizon, though
at an overall moderate pace. In particular, 'late
deficit adjusters' are not expected to have their
rebalancing process completed at the end of the
forecast period. The adjustment of external
imbalances was initially driven by the balance-
sheet adjustment in the private sector of deficit
countries, with a particularly sharp and rapid
correction in some Member States, mostly outside

the euro area. There is now evidence that some
surplus countries have begun to contribute to the
rebalancing as well, although falls in current-
account surpluses should remain relatively limited
in 2012-13.

Given that current accounts tend to be strongly
affected by cyclical fluctuations, it is difficult to
disentangle their structural and cyclical drivers.
However, a number of factors suggest that at least
part of the observed rebalancing is of a more
structural nature and therefore relatively persistent.

Firstly, needs in terms of public sector
consolidation are generally higher in deficit than in
surplus countries. Differentiated consolidation
paths will continue to be a bigger constraint on net
borrowing in the former than in the latter in the
years to come, contributing to the persistence of the
rebalancing.

Secondly, the on-going balance-sheet adjustment
processes in the private sectors of deficit countries
is at least partly driven by a change in risk attitudes
and a reassessment of growth prospects in the
countries concerned. Given the high level of
external liabilities in most of these countries,
market pressure for rebalancing should remain high
in the years to come and a reversal of the balance-
sheet adjustment appears unlikely.

Thirdly, adjustment in deficit countries has been in
part achieved by cutting housing investment. To the
extent that this cut is a correction to the
overshooting in investment observed in pre-crisis
years, it is both a welcome and possibly lasting
development.

Finally, there is some evidence that the current-
account rebalancing is underpinned by changes in
relative prices and competitiveness positions as
well as gains in export market shares and
expenditure switching in deficit countries. These
changes are expected to contribute to a rebalancing
of supply and demand in the countries concerned
and therefore make the external adjustment more
sustainable.




Looking ahead, the outlook for moderate economic
growth suggests that import demand will remain
rather weak in the EU Member States. All Member
States with positive import growth in 2011 (except
Finland and the UK) are expected to record lower
growth rates of imports of goods and services in
2012. This supports countries with external deficits
on their path of rebalancing. In that regard, cyclical
reasons have become an important driver of
rebalancing in the short- to medium term.®” The
current-account forecasts for 2012 and 2013 point
to an on-going adjustment of intra-EU current-
account imbalances.

In several Member States outside the euro area,
exchange rates are the key to rebalancing the
economies away from housing and consumption
towards industry and exports. However, the
structural change that this transition requires is
taking time.*"

The labour market situation has recently
deteriorated...

Current labour market developments reflect both
the heritage of the 2008-09 recession and the
stagnation of 2011-12. Improvements during the
early stages of the 2009-11 recovery had been
limited, mirroring the exceptional resilience of
European labour markets during the downturn in
2008-09. Since companies had adjusted their
labour input by reducing the number of hours
worked per employee rather than cutting
headcounts, the expansion first saw a
normalisation in terms of working hours but no or
only marginal employment growth. The deviation
from the standard relationship between changes in
economic growth and unemployment, often
referred to as Okun's Law, implied that more
economic growth than usual was needed to lower
the unemployment rate. Little progress was
therefore made in terms of job creation when the
economic situation started to deteriorate in the
second half of last year.

69 This current-account dynamics imply a deviation from pre-
crisis patterns as for instance described in Schmitz, B. and
J. von Hagen, Current account imbalances and financial
integration in the euro area, Journal of International Money
and Finance, December 2011, Vol. 30, No. 8, pp. 1676-95.

Moreover, empirical studies  suggest that the
responsiveness of exports and imports has declined over
time, see e.g. Dong, W., The role of expenditure switching
in the global imbalance adjustment, Journal of
International Economics, March 2012, Vol. 86, No. 2, pp.
237-51.
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Employment fell in the third and fourth quarter of
2011, in the EU and in the euro area. In parallel,
unemployment has increased. In February 2012 the
unemployment rate stood at 10.2% in the EU and
10.8% in the euro area, which was about % pp.
higher than a year ago and the highest since the
introduction of the euro in 1999.

and future improvements hinge on the
strength and timing of the recovery ...

Forward-looking labour market indicators suggest
that the near-term outlook for the labour market is
rather weak, as the return to recession is exerting
significant upward pressure on the unemployment
rate. And the uncertainty surrounding the
economic outlook is making companies reluctant
to reverse layoffs. Accordingly, in the Commission
surveys, employment expectations in the EU
industry and services sectors declined towards the
end of 2011 and remained at low levels in the first
quarter of 2012 (see Graph 1.29). Consumers'
unemployment fears have increased and continue
to exceed long-term averages. The PMI
employment index, standing below the 50-point
threshold in the first three months of 2012,
confirms this picture for the EU and the euro area.
What further weighs on prospects for employment
is the limited scope for the kind of supportive
policy measures that upheld the EU labour market
during the previous downturn. In addition, public-
sector employment may be reduced in some
Member States.

Graph 1.29: Employment expectations,
DG ECFIN surveys, euro area
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Overall, the deterioration in the economic outlook
results in downward revisions to the labour market
forecasts for 2012. Employment is now expected
to shrink in the EU (-0.2%) and the euro area
(-0.5%), while the unemployment rate is expected
to increase markedly in both areas (compared with
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Table I.7:
Labour market outlook - euro area and EU
(Annual percentage change) Autumn 2011 Autumn 2011
Euro area forecast EU forecast
2010 2011 2012 2013 2012 2013 2010 2011 2012 2013 2012 2013
Population of working age (15-64) 0.1 0.1 0.0 0.0 0.5 0.4 0.1 0.1 0.0 0.0 -0.3 -0.1
Labour force 0.1 0.1 0.4 0.1 0.1 0.2 0.2 0.2 0.4 0.2 0.3 0.2
Employment -0.6 0.1 -0.5 0.0 0.0 0.3 -0.5 0.2 -0.2 0.2 0.1 0.4
Employment (change in million) -0.8 0.3 -0.7 0.1 0.0 0.5 -1 0.6 -0.5 0.5 0.3 0.9
Unemployment (levels in in millions) 15.9 16.0 17.3 17.4 16.0 15.8 23.1 232 24.7 24.7 23.4 22.9
Unemployment rate (% of labour forc 10.1 10.2 11.0 11.0 10.1 10.0 9.7 9.7 10.3 10.3 9.8 9.6
Labour productivity, whole economy 2.5 1.2 0.1 1.0 0.4 1.0 2.5 1.4 0.4 1.2 0.6 1.2
Employment rate (a) 64.1 64.2 63.9 63.9 64.4 64.8 64.1 64.3 64.2 64.3 64.6 64.9

(a) As a percentage of population of working age. Definition according to structural indicators.

See also note 6 in the Stafistical Annex.

2011 by 0.6 pp. to 10.3% in the EU and by 0.8 pp.
to 11.0% in the euro area).

Further on, the expected rebound in economic
activity should help to stabilise the labour market
situation. Due to the usual lag of responses in
employment to changes in economic activity,
however, it will take time to see any improvements
in the labour market. The situation is also expected
to benefit increasingly from reform efforts, which
have been undertaken in several parts of the EU.
They should become effective with the kind of
time lag already seen in countries, which had
already undertaken such measures some time ago.

Overall, in 2013 employment is forecast to
increase moderately in the EU and to stabilise in
the euro area. As a result the upward trend in
unemployment rates is expected to be broken in
the EU and the euro area.

... and will thus be unequally distributed across
Member States by size and over time.

Substantial differences persist across Member
States, both in terms of job creation and
unemployment rates. While two countries entered
2012 with unemployment rates above 20% (Spain
and Greece), two others recorded rates below 5%
(Austria and the Netherlands). As regards changes
over the past 12 months, the largest increases were
faced by Greece (6.1 pps.), Spain (3.0 pps.),
Cyprus (3.0 pps.) and Portugal (2.7 pps.) and the
largest declines in Lithuania (-1.7 pps.) and Latvia

(-2.0 pps.).

The comparison of national unemployment rates
points to increasing cross-country differences. The
spread between unemployment rates of the top
half, i.e. those 50% of the population living in

areas with the highest unemployment rates, and the
bottom half, i.e. those facing the lowest rates, has
increased since the start of the economic and
financial crisis (the blue line in Graph 1.30)

Graph 1.30:Unemployment rates across
euro-area population
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The reasons for these differences are manifold. In
several Member States, problems that had been
building for many years were amplified by the
recession of 2008-09. Thus, labour markets in the
EU exhibit a high degree of diversity, which not
only reflects the asymmetric effects of the crisis
and different constraints for the financial sector
and fiscal policy, but also cross-country
differences in the sectoral composition of past
employment losses and different institutional
settings.*?

G2 This confirms the results of empirical analyses of previous
cycles, see European Commission (DG ECFIN), European
Economic Forecast — Autumn 2011, ch. 1.2. On the role of
institutions see Arpaia, A. and G. Mourre, Institutions and
performance in European labour markets: taking a fresh
look at evidence, Journal of Economic Surveys, February
2012, Vol. 26, No. 1, pp. 1-41.



In general, the countries hit by the bursting of
housing bubbles and/or where adjustment needs
are amplified by external and fiscal imbalances are
those where job losses were the most severe. The
deterioration in labour market conditions caused
by the 2008-09 recession had been particularly
severe in the Baltic countries, Spain and Ireland,
where the construction sector made a significant
contribution to peak-to-trough employment losses.
In particular, unemployment has persisted in
countries facing large structural adjustments
associated with a reduction in the size of
non-tradable sectors, such as construction, real
estate and the financial sector.

The 2009-11 recovery has helped to reduce labour
market problems, but due to different recovery
speeds there have been substantial differences in
unemployment rate falls since the recession.
Overall, the recovery has not been vigorous
enough to rebuild employment, so that most
countries, particularly those with less flexible
labour markets,(33) entered the current recession in
rather weak shape.

In 2012, the weak economic performance is
expected to slow employment growth in all
Member States that had recorded expansion in
2011, except Hungary, Romania, and the UK. In
more than half of the Member States the
unemployment rate is forecast to increase in 2012,
with eight Member States recording an increase of
more than % pp.

Further on, in 2013 all Member States except
Greece, Spain, Italy, the Netherlands, Bulgaria,
Finland, and Slovenia are expected to achieve
positive rates of employment growth. While
unemployment rates are expected to fall in 2013 in
a majority of Member States, all except Germany,
Austria, Malta and Poland will record higher
unemployment rates than in 2007.

Import prices and labour costs expected to
exert limited pressure on producer prices.

Increases in commodity prices, most notably in the
first months of last year, were a major driver of
inflationary pressures in the EU economy in 2011.
Developments in commodity prices pushed import
prices (as measured by the deflator of imports of

G See e.g. Bernal-Verdugo, L. E., D. Furceri and D.
Guillaume,  Crises, labor market policy, and
unemployment, IMF Working Paper no. 12/65, March
2012.

Economic developments at the aggregated level

goods and services) to an annual rate of 5.6% in
the EU (5.8% in the euro area). Going forward, the
assumed stabilisation in commodity prices around
current levels should lower import price increases
to about 3%% in 2012 and 1%2% in 2013 in the EU
(3%% and 142% in the euro area).

The stabilisation in labour markets in the first half
of 2011 resulted in a moderate increase in labour
costs, including wages per employee (2.2% in both
the EU and the euro area). The euro-area index of
negotiated wages, which captures the main
component of wages settled in advance through
collective agreements, increased by 2.0% in 2011.

Nominal compensation per employee is expected
to grow at annual rates of about 2% in 2012 and
2013 (see Table 1.8). With non-wage labour costs
growing at almost the same rate, labour-cost
pressures should remain well contained over the
forecast horizon. After having increased last year
by about 1%2% in the EU (1%4% in the euro area),
labour productivity is expected to increase only
modestly this year before rebounding in 2013 in
the EU (2% and 1%% respectively) and in the
euro area (0% and 1%). This implies stronger
increases in nominal unit labour costs in 2012,
whereas real unit labour costs will almost stagnate
given price developments. The magnitude of the
expected decline in unit labour costs in 2013 will
depend on the degree of persistence of slow
productivity growth once economic growth gains
traction again.

Graph 1.31:Industrial producer prices,
euro area
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As regards profit margins, corporate profit growth
slowed as the economic environment deteriorated
towards the end of 2011. In 2012, the combination
of only moderate increases in gross value added,
higher taxes on products and labour costs is
expected to lower the gross operating surplus
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Table 1.8:

Inflation outlook - euro area and EU

(Annual percentage change) Autumn 2011 Autumn 2011
Euro area forecast EU forecast

2010 2011 2012 2013 2012 2013 2010 2011 2012 2013 2012 2013
Private consumption deflator 1.7 2.5 2.2 1.7 1.6 1.6 2.2 2.8 2.4 1.8 1.9 1.7
GDP deflator 0.7 1.3 1.6 1.7 1.6 1.6 1.1 1.6 1.8 1.8 1.8 1.8
HICP 1.6 27 2.4 1.8 1.7 1.6 2.1 3.1 26 1.9 2.0 1.8
Compensation per employee 1.7 22 1.9 1.9 2.0 2.0 2.3 22 2.1 2.1 2.2 2.3
Unit labour costs -0.8 0.8 1.6 0.8 1.4 0.9 -0.4 0.9 1.8 1.0 1.7 1.2
Import prices of goods 5.7 6.9 3.6 1.3 1.9 1.4 5.2 6.8 3.6 1.3 2.0 1.5

before it rebounds in 2013 as economic growth
builds up again.

Against the background of easing import prices,
moderating energy prices and well-contained
labour-cost developments, price pressures on
producers have diminished more recently and
producer-price inflation has been falling (see
Graph 1.31).

The future pass-through of previous price
pressures, down the supply chain and finally to
consumer prices, will depend on the pricing power
of manufacturers, which is closely associated with
the amount of spare capacity. Going forward, data
from the Commission surveys on selling price
expectations in manufacturing point to increasing
pressures on margins. This reduced pricing power
is confirmed by recent changes in the ratio of input
and output price components in the PMI (see
Graph 1.32).

Graph 1.32:PMI manufacturing input prices and

output prices, EU
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A look at PMI data at the Member State level
indicates that the pressure on margins has
increased in particular in Italy, Spain, Greece and
Ireland, where the difference between input and
output price components increased rapidly in the

first months of 2012, whereas the increase was less
pronounced in Germany and France.

Consumer-price inflation has surprised on the
upside in 2011, ...

In 2011, consumer prices were strongly affected by
volatile but overall rising global commodity prices
and, in some Member States, by increases in
indirect taxes and administered prices. These
factors pushed HICP inflation rates temporarily
above 3% and contributed to annual rates of 3.1%
in the EU and 2.7% in the euro area (see Graph
1.33). In the first quarter of 2012, HICP inflation
stood at 2.9% in the EU and 2.7% in the euro area.

Graph 1.33:HICP, euro area
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Figures above horizontal bars are annual inflation rates.

The importance of commodity prices, most notably
oil, is reflected in the contribution of energy prices
to headline inflation, which was about 1.3 pps. in
the EU and 1.2 pps. in the euro area (see Graph
1.37) in 2011. While initially only those HICP sub-
components that are most closely linked to oil
prices were affected, other energy subcomponents
(e.g. gas and electricity) have followed throughout
the year.



The initial impact of higher international food
commodity prices in the first half of 2011 subsided
in the second half of the year. But the pass-through
continued and food-price inflation in the year as a
whole stood at 3.2% in the EU (2.3% in the euro
area), with the highest increases in commodity-
intensive items such as dairy products, coffee and
tea. Due to base effects, the impact of past
agricultural commodity price increases should also
dissipate over the forecast horizon.

... increasingly affected by fiscal measures, ...

Towards the end of 2011, the impact of fiscal
consolidation measures became more clearly
visible. Increased indirect taxes and administered
prices accounted for a measurable part of
inflationary pressures, while other domestic
inflationary forces remained rather moderate. In
the year as a whole, increases in tax rates added
about 72 pp. to EU headline inflation. In particular,
rises in VAT such as in the UK added to headline
inflation. In December 2011 (latest available data)
the HICP at constant tax rates (HICP-CT) stood at
2.6% in the EU and 2.5% in the euro area, thus
0.5 pp. and 0.2 pp. below the headline rate (see
Graph 1.34).

Graph 1.34: Headline, core and constant-tax* inflation,
EU
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* HICP-CT = inflation at constant taxes. The difference between
HICP and HICP-CT inflation rates points to the theoretical impact
of changes in indirect taxes (e.g. VAT and excise duties) on overall
HICP inflation, assuming an instantaneous pass-through of tax rate
changes on prices paid by the consumer.

Tax measures impacted on both headline and core
inflation. Following the acceleration in core
inflation in 2011 to an annual rate of 2.2% in the
EU (1.7% in the euro area), annual core inflation
remained almost stable in the first quarter of 2012.
The expected temporary pick-up in unit labour
costs in the EU and the euro area suggests that core
inflation will remain more stable over the forecast
horizon than headline inflation, which is expected
to decline gradually (see Graph 1.35).

Economic developments at the aggregated level

Graph 1.35: Inflation breakdown, EU
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... but with headwinds fading, inflation is bound
to abate gradually over the forecast horizon ...

The easing in commodity prices towards the end of
this year, in line with the futures-based
assumptions (see Box 1.5), and relatively weak
economic activity, should lower consumer-price
inflation. This would be consistent with data from
surveys which track price expectations and which
point to easing consumer-price inflation. The
Commission's Consumer Survey showed that
inflation expectations (over the coming 12 months)
remained close to their long-term averages, both in
the EU and the euro area. Market-based inflation
expectations for the medium- to long term point to
an easing of inflation going forward. However, in
times of continued financial-market turbulences,
these indicators should be interpreted with caution.

Further on, headline inflation is expected to
decline, owing to the fall in energy inflation,
reflecting base effects related to oil price hikes in
early 2011. The slowing in economic activity is
likely to increase the slack in the economy,
constrain wage increases and lower the price-
setting power of producers, while the weakness of
private consumption will limit the price-setting
power of retailers. Therefore, at the current
juncture the risk of second-round effects appears to
be rather limited.

The return to subdued economic growth in late
2012 and 2013 is not expected to add any
substantial inflationary pressure, in particular since
output gaps are only closing very slowly in the EU
and the euro area. HICP headline inflation is
forecast to stay close to 2% in 2013 (1.9% in the
EU, 1.8% in the euro area) and thus to be in line
with inflation expectations, for instance in the
ECB's Survey of Professional Forecasters. In 2013,
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core inflation, despite some distortion from
increases in indirect taxes and administered prices,
will move in parallel.

Graph 1.36: Inflation expectations, euro area
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This HICP inflation forecast for 2013, however, is
based on the no-policy-change assumption that is
applied where measures are not known or
sufficiently specified for being taken into account.
This could imply that the forecast ignores
increases in indirect taxes and administered prices,
which might exert temporary effects on headline
HICP inflation, and which could then result in
higher rates than currently forecast for 2013.

. with slightly less inflation dispersion across
Member States.

The EU and -euro-area aggregates conceal
substantial inflation differences across EU
Member States, which were in 2011 sometimes
exacerbated by increases in indirect taxes and
differences in the impact of higher oil prices (see
Graph 1.37).

Graph 1.37: Contribution of energy inflation to
headline inflation, EU and Member States (2011)
2.5 rpps.
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The standard deviation of national HICP inflation
rates, a measure of inflation dispersion, declined in
2011 in the EU and the euro area and is expected
to decline further over the forecast horizon. By
contrast, a population-based dispersion measure,
the difference between inflation rates faced by
different shares of the European population points
to increased differences in the euro area in 2012
(see Graph 1.38).

Graph 1.38:HICP inflation across euro-area population
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Note: Figures are calculated using national population data.
"Highest" and "lowest" refer to average figures of the share of
population (e.g. quintiles) as indicated in the legend.

Public finances continue to improve ...

Public finance developments in the euro area and
the EU continue to be characterised by the fiscal
exit strategy put in place after the 2008-09
recession. In line with the Council conclusions first
issued in 2009 and subsequently reiterated in 2011
and in early 2012, the key objective of the fiscal
exit strategy is to bring public finances back to a
sustainable path within the context of the EU fiscal
rules (see Box 1.4). Fiscal consolidation efforts,
which started in 2010, intensified in 2011 and led
to a significant improvement in public finance
conditions in both the euro area and in the EU. The
economic cycle, which was still supportive in the
first half of 2011, also contributed positively to
this improvement.

. mainly on the back of fiscal consolidation
measures.

Compared with the 2011 autumn forecast, the
outlook for budget balances is broadly unchanged
at the aggregate level. Against a backdrop of a
temporary weakening in 2012 and a prospective
gradual economic recovery in 2013, as well as
planned and adopted fiscal consolidation measures
across Member States, the declining trend in
budget deficits is expected to continue over the
forecast horizon (see Graph 1.39).
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Box I.4: Fiscal consolidation and the economic outlook

Following the significant deterioration in public
finances across most EU Member States over
recent years, there is an undisputed need for fiscal
consolidation to bring public finances back onto a
sustainable path. Improving the fiscal stance is
particularly ~ crucial in highly-indebted EU
countries. At the same time, there is major concern
that decisive consolidation at the current juncture
may derail the recovery. The impact of fiscal
tightening on economic activity depends on a
number of factors. First, the size of fiscal
multipliers is highly dependent on the composition
of fiscal consolidation, and multipliers are typically
larger for measures on the expenditure side than on
the revenue side. Second, the monetary policy
reaction is an important factor, and multipliers are
higher when interest rates are constrained by the
zero lower bound. Third, the credibility of fiscal
packages also affects multipliers considerably
through impacts on anticipation and thereby the
behaviour of private consumers and investors.
Fourth, fiscal consolidation may potentially
dampen risk premia in sovereign-debt markets,
with possible spillovers to corporate financing costs
supporting the recovery. Though difficult to
quantify, this effect may be particularly important
at present, with some Member States facing
punitive sovereign-bond spreads.

The potential impact on economic activity in the
EU of different types of fiscal consolidation was
assessed in the autumn 2010 forecast. The analysis
was carried out in a general-equilibrium
macroeconomic model applying the open-economy
versions of DG ECFIN's QUEST model.’ Based
on the same approach, this box evaluates the
impact on economic activity of the currently-
decided fiscal consolidation plans. The model
simulations take into account consolidation
measures that have been adopted or specified in
sufficient detail by Member States to date and are
included in the forecast. Collected at the country
level, the data for the simulations is aggregated for
the EU and euro-area levels.

Table 1 summarises the aggregated discretionary
measures. Over the period 2011-13, fiscal plans at
the EU and euro-area level are somewhat dominated
by expenditure cuts. Around % of the additional

M Details on QUEST III and applications for policy
analysis in DG ECFIN are available on the web site:
http://ec.europa.eu/economy_finance/research/macro
economic_models_en.htm.

revenue comes from consumption taxes and circa Y5
from labour taxes, while expenditure cuts are mainly

based on reductions in transfer payments.
Table 1:
Discretionary fiscal measures (% of GDP)

EU27 2011 2012 2013
Consumption taxes 0.3 0.4 0.3
Labour taxes 0.1 0.4 0.1
Corporate taxes 0.2 0.1 0.0
Social security contributions 0.1 0.0 -0.1
Total revenue 0.7 0.9 0.2
Transfers -1.1 -0.1 -0.2
Consumption expenditure -0.2 -0.2 -0.1
Gross fixed capital formation -0.2 -0.2 0.0
Total expenditure -1.5 -0.5 -0.3
Total balance 2.2 1.4 0.6
Euro area 2011 2012 2013
Consumption taxes 0.3 0.4 0.2
Labour taxes 0.0 03 0.0
Corporate taxes 0.1 0.0 0.0
Social security contributions 0.2 0.0 0.0
Total revenue 0.6 0.7 0.2
Transfers -1.0 -0.2 -0.3
Consumption expenditure -0.2 -0.2 -0.1
Gross fixed capital formation -0.2 0.2 0.0
Total expenditure -1.5 -0.5 -0.5
Total balance 2.0 1.3 0.7

Note: The tables report incremental changes in the respective revenue and expenditure
categories. The reported figures are direct estimates of individual discretionary measures,
added up to the forecast budgetary impact. This ‘bottom-up’ approach differs from the
conventional measure of fiscal effort used by the Commission, which is the change in the
structural balance. While both methods aim at measuring the non-cyclical component in
the annual change of the budget balance, they will generally yield different results
because they use a different benchmark for discriminating between what is discretionary
and what is 'automatic’, i.e. potential output growth in the case of the change of the
structural budget balance and the no-policy-change forecast for the direct measures.
Source: Commission services

The estimated impact of the EU and euro-area
consolidation paths on economic activity, private
demand and public finances is reported in Table 2
which shows the deviations from a baseline
scenario without consolidation. The multiplier of
fiscal consolidation is moderate, namely around a.
In the EU, the improvement in the budget balance
of, ex-ante, 1.4% of GDP in 2012 lowers real GDP
by 0.3% relative to the baseline scenario. The
results are of the same magnitude for the euro area.

The fairly modest impact multipliers of the fiscal
tightening derive from the design of the fiscal
packages, with a relative bias towards measures
which have a smaller short-run multiplier, and the
assumption that fiscal plans are fully credible. On
aggregate, the combination of measures is
relatively growth-friendly in the medium and
longer term. Many of the measures specified in
Table 1, namely higher consumption taxes and
lower transfers and government consumption, have
a strong impact on households' current disposable
income, but little negative impact on factor supply

(Continued on the next page)
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Box (continued)

Table 2:

Impact of fiscal measures 2012-16, deviations from baseline

EU27 2012 2013 2014 2015 2016
GDP (%) -0.3 -0.6 -0.6 -0.7 -0.8
Employment (%) -0.3 -0.5 -0.5 -0.5 -0.6
Consumption (%) -0.3 -0.5 -0.7 -0.8 -0.9
Investment (%) 0.3 0.7 0.8 0.9 1.0
Exports (%) 0.8 0.9 0.8 0.7 0.5
Imports (%) -1.1 =15 =115 =15 -1.4
Terms of frade (%) -0.8 -0.8 -0.7 -0.6 -0.5
Gov. debt/GDP (pp.) -0.5 -1.8 =35 5.2 -6.9
Gov. balance/GDP (pp.) 1.2 1.8 1.9 2.0 2.1
Euro area 2012 2013 2014 2015 2016
GDP (%) -0.3 -0.5 -0.5 -0.6 -0.6
Employment (%) -0.2 -0.4 -0.4 -0.4 -0.4
Consumption (%) -0.2 -0.5 -0.6 -0.7 -0.8
Investment (%) 0.3 0.6 0.8 1.0 1.1
Exports (%) 0.8 0.9 0.9 0.8 0.7
Imports (%) -1.1 -1.5 -1.5 -1.5 -1.4
Terms of trade (%) -0.8 -0.9 -0.8 -0.7 -0.6
Gov. debt/GDP (pp.) -0.5 -1.8 -3.5 -5.2 -7.0
Gov. balance/GDP (pp.) 1.1 1.8 1.9 2.0 2.1

Note: The simulations assume fiscal plans as specified in Table 1. The plans are assumed
to be perfectly credible. % and pp denote percentage and percentage-point
deviations from baseline, respectively.

Source: Commission services

and potential output, compared with, e.g. rising
taxes on labour and corporate income or lower
government gross fixed capital formation.®

In the reference scenario (credibility) fiscal plans
for 2012-13 are perfectly credible ex ante. Full
credibility of the consolidation plans is crucial for
the size of fiscal multipliers, as private households
and firms take the fiscal plans and the impact of
lower debt on future tax liabilities and disposable
income fully into account when making
consumption, employment and investment choices,
implying a stabilisation in private demand.
Furthermore,  the  intertemporally-optimising
consumers bring durable consumption demand
forward when consumption taxes are expected to
increase.

An additional assumption underlying the small
multiplier results is that monetary accommodation
cushions the GDP impact of fiscal contraction by
stimulating private demand, i.e. that interest rates
are not constrained by the zero bound. Introducing
a binding zero-bound constraint (ZLB) on nominal
interest rates for 2012 more than doubles the
impact multiplier of the EU and euro-area
consolidation package from % to 0.5-0.6 in the
credibility scenario (Graph 1).

Other factors also influence the GDP effect of
fiscal consolidation. An alternative scenario
(learning), where the credibility assumption has
been relaxed, illustrates the importance of

@ In-depth analysis of the specific impact of different
revenue and expenditure items on economic activity
can be found in the chapter 1.2 "The impact of fiscal
consolidation on Europe's economic outlook" of
European Commission, European Economic Forecast
- Autumn 2010, European Economy 7/2010.

credibility for fiscal multipliers. This scenario
assumes that fiscal plans are not credible per se.
Rather credibility has to be established by action.
More precisely, the scenario assumes that private
households and firms in 2012 question the
governments' commitment to consolidation and,
therefore, consider the fiscal measures in 2012 to
be only of temporary nature. The private agents
change their beliefs in 2013 as the fiscal measures
of 2012 remain in place and new measures are
added. Hence, the continuation of the consolidation
in 2013 creates political credibility.

Graph 1 shows that in the /earning scenario, the
lack of political credibility substantially enhances
the initial impact of fiscal tightening on economic
activity. In the absence of credibility in fiscal plans,
the initial multiplier of 'z in the EU and the euro
area in 2012 is around twice as large as the
multiplier of % in the case of ex-ante credibility
without a zero-bound constraint on the interest rate.
The larger negative impact of fiscal tightening on
activity in the absence of credibility derives mainly
from the non-anticipation of the future benefits.
Lack of credibility forgoes the positive income
effect that derives from the anticipation of lower
future tax liabilities, while frontloading of
consumption in reaction to expected increases in
the consumption tax also disappears if the
announcement lacks credibility.?

Graph 1:Real GDP -
deviation from baseline, EU and euro area
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The potential mitigating effect of fiscal

consolidation on sovereign-risk premia is
illustrated in a fourth scenario (confidence). It

® A binding zero bound on interest rates would also

increase the multiplier in the learning scenario. The
increase would be less pronounced than under full
credibility, namely from % to 0.6-0.7. The increase is
smaller, because in the first year, when the zero
bound binds, agents and interest rates under learning
do not anticipate/react to fiscal plans beyond 2012
contrary to the case of full credibility.

(Continued on the next page)
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Box (continued)

and private-sector borrowing costs. Namely, it is
assumed that a lasting improvement of 1% of GDP
in the government balance reduces sovereign
borrowing costs by 25 basis points and that 50% of
the decline spills over into lower private-sector
financing costs.®

@ The elasticity of sovereign-financing costs with

respect to the fiscal balance is taken from Laubach,
Th., New evidence on the interest rate effects of
budget deficits and debt, Journal of the European
Economic Association, June 2009, Vol. 7, No. 4, pp.
858-885. The 50% spillover to private financing costs
is informed by Corsetti, G., K. Kuester, A. Meier and
G. Mueller, Sovereign risk, fiscal policy, and
macroeconomic stability, IMF Working Paper 12/33,
January 2012 and the empirical evidence cited
therein.

The decline in borrowing costs in addition to the
anticipation of future income and supply effects of
debt reduction lowers the multiplier further, from %
to around 0.2. The additional reduction in the
multiplier is driven by the assumed spillover to
corporate financing costs. The decline in the risk
premium on corporate investment strengthens
investment in the private sector and supports the
recovery of output.

From the different scenarios, it is evident that the
effects of fiscal consolidation depend largely on the
composition of fiscal packages and the reception of
fiscal measures by private consumers and investors.
The different measures on the expenditure and
revenue side vary in their short-term impact on
aggregate demand and their impact on long-term
growth. In addition, at the current juncture with its
very low policy interest rates, the short-term
multiplier of consolidation may be increased unless
unconventional monetary policy can work around
the zero bound.

The aggregate general government deficit in the
euro area is expected to decline to 3.2% of GDP in
2012, about 1 pp. of GDP lower than in 2011.
Taking into account only adopted budgets and
other measures sufficiently specified by Member
States by the cut-off date, the overall budget deficit
is set to decrease further to 2.9% of GDP in 2013.
A similar profile is expected in the EU, where the
aggregate deficit is expected to reach 3.6% and
3.3% of GDP in 2012 and 2013 respectively.

The expected improvement in the budget balance
of both areas in 2012 is almost exclusively driven
by increasing government revenues. The revenue
ratio of the euro area is forecast to increase to more
than 46% of GDP, up by a hefty 0.9 pp. on the
previous year (see Graph 1.40). In the EU,
government revenues are expected to increase by
somewhat less and to reach 45% of GDP. Higher
revenue ratios arise mainly from indirect taxes and
slightly less from current taxes on income and
wealth. Government spending is projected to stay
broadly unchanged in 2012 relative to GDP in both
the euro area and in the EU, as an expected
decrease in the real compensation of employees is
off-set by increasing transfers and interest
payments relative to GDP in the light of increasing
unemployment and debt levels. In contrast to 2011,
when consolidation was mainly driven by
expenditure cuts, the largely revenue-based
improvement in 2012 is at odds with the general

policy guidance at the EU level to favour
expenditure based adjustments, and possibly
reflects the political cycle.

Graph 1.39: Budgetary developments,
euro area
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In 2013, based on the no-policy-change
assumption, the additional albeit lower correction
of budget balances is expected to result from
government spending which is projected to grow
less than nominal GDP. The expenditure-to-GDP
ratio is expected to drop to 49% in the euro area
and to about 48'2% in the EU. The revenue ratios
are expected to remain unchanged in both areas, as
increasing real tax revenues are expected to be
counterbalanced by lower social contribution
payments relative to GDP.
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In 2011, the economic recovery supported the
fiscal exit strategy and structural and cyclical
factors contributed in equal measure to the
projected improvement in budget balances. In
2012, however, discretionary consolidation is
forecast to be the sole driving force behind the
estimated improvement in the headline deficit (see
Graph 1.39). More specifically, the estimated
improvement in the structural balance of 1.3 pps.
in the euro area and of 1.1 pps. in the EU, is
projected to be partially offset by the budgetary
impact from the worsening short-term economic
situation.

Graph 1.40: General government revenues and
expenditure, EU
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In 2013, the fiscal stance is broadly neutral in the
euro area. The expected increase in the structural
budget balance of 0.2 pp. would account for about
half of the overall projected change in the headline
deficit in that year. In the EU, the estimated
change in the structural budget balance of 0.5 pp.
would remain the sole driving force behind the
expected improvement in the headline deficit.

The budgetary situation improves across
Member States ...

The projected improvement in the budgetary
situation is broad-based across Member States, yet
notable differences persist. Some countries are
making rapid and sustained progress on their way
towards sustainable fiscal positions. In others,
progress is slower or takes place at a variable pace.
A number of countries may register increasing
headline deficits in one or two of the forecast
years. In 2012, Denmark and Estonia are expected
to register a marked deterioration in their budget
balances. In Denmark, which is still subject to the
Excessive Deficit Procedure (EDP), the worsening
of public finance conditions reflects the
introduction of a stimulus package whose

budgetary effects are assumed to last only during
2012 and the lump-sum reimbursement related to
the adoption of the reform of the voluntary early-
retirement pension (VERP). In addition, the
absence of extraordinary and typically rather
volatile pension yield revenues reduces the budget
balance compared to 2011. In Estonia, which is
one of the few EU Member States currently not
subject to the EDP, the budget balance is forecast
to return to the red this year. The deterioration in
public finances in Estonia is due to the absence of
windfall revenues linked to the Kyoto trading
system, the social indexation of pensions and the
restoration of the payments for the second pillar of
the pension system.

As regards EU budgetary surveillance, all Member
States except Estonia, Finland, Luxembourg and
Sweden are currently subject to the EDP. This
results from the combined after-effect of the deep
economic recession in 2009 and the discretionary
measures implemented at the time with the
European Economic Recovery Plan (EERP), aimed
at stemming the risk of an economic and financial
meltdown. In view of the severity of the 2009
recession and its heavy impact on public finances,
the correction period under the EDP was
formulated as a multiannual adjustment
framework. Most EDP countries have a deadline
of either this year or 2013 to correct their
excessive general government deficit.*? Currently
all EDPs are in abeyance, with the exception of
Greece and Hungary. Furthermore, among the
Member States subjected to the EDP, Greece,
Portugal, Ireland and Romania benefit from
financial assistance, while the Balance of Payment
(BoP) programme for Latvia ended in January
2012.

. while debt continues to increase, yet at a
slowing pace

Government debt-to-GDP ratios are expected to
continue to increase over the forecast horizon in
both the euro area and in the EU, albeit at a
slowing pace compared with the 2008-10 period.
Even though current deficits are being reduced,
increasing interest payments, combined with
somewhat lower nominal GDP growth, are
assumed to push up public debt ratios (see Table
1.9). On the whole, in the euro area gross public
debt is projected to reach 92}4% of GDP in 2013,

69 For a complete overview see:
http://ec.europa.cu/economy_finance/economic_governanc
e/sgp/deficit/index_en.htm.
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while in the EU it is expected to slightly exceed
87% of GDP. Compared with the autumn forecast,
the debt ratio of the euro area has been revised
upwards in both 2012 and 2013 on account of a
downward revision of economic growth as well as
a marked worsening of the stock-flow adjustment,
comprising technical adjustments and changes in
financial assets. In the EU, the upward revision of
the aggregate debt ratio over the forecast horizon,
and more specifically in 2013, is mainly due to
higher expected public debt in the United
Kingdom, which is partly caused by an amendment
on the treatment of financial sector interventions.

Table 1.9:
Euro-area debt dynamics

average
2004-38 2009 2010 2011 2012 2013
Gross debt ratio’ (% of GDP) 69.0 79.9 854 880 91.8 924
Change in the ratio 0.2 9.8 57 24 3.8 0.9
Contributions to the change in the ratio:
1. Primary balance -1 3.5 3.4 1.1 0.0 -0.3
2. “Snow-ball” effect’ 0.3 54 07 07 21 08
Of which:
Interest expenditure 3.0 29 2.8 3.1 3.2 3.2
Growth effect -1.4 3.1 =15 -1.2 0.3 -0.9
Inflation effect -1.3 -0.6 -0.6 -1.1 -1.4 -1.5
3. Stock-flow adjustment 1.0 0.8 1.5 0.6 1.7 0.4
! End of period.

2 The "snow-ball effect" captures the impact of interest expenditure on
accumulated debt, as well as the impact of real GDP growth and inflation
on the debt ratio (through the denominator). The stock-flow adjustment
includes differences in cash and accrual accounting, accumulation of
financial assets and valuation and other residual effects.

6. RISKS

Overall the balance of risks has improved slightly
compared with the autumn 2011 forecast. Tail
risks appear smaller than in the autumn of last year
when substantial agreements had not yet been
achieved (e.g. advances with firewalls, fiscal
compact, restructuring in Greece) and non-
standard monetary policy measures had not been in
place (e.g. the Eurosystem's LTROs). But at the
same time new risks have emerged, limiting this
relief. Overall, uncertainty remains at high levels
as the economic and financial crisis is lasting, the
EU economy is in recession and the validity of the
policy assumption about the successful handling of
the crisis-related challenges remains crucial.

Risks to the growth outlook remain tilted to the
downside. As the economic and financial crisis,
initiated by the subprime crisis in the US in 2007,
enters its sixth year, some of the downside risks
from earlier forecasts — such as financial turmoil in
some countries, entering a recession, or lower
momentum in global growth — have materialised

Economic developments at the aggregated level

and therefore entered the central scenario of this
forecast. However, other risks have also since
come to the fore and some new risks have
emerged.

On the downside, the risk of further financial
turmoil remains in place, since financial markets
remain fragile and are still prone to negative
confidence shocks. A renewal of turmoil could re-
activate or worsen adverse feedback loops and re-
ignite funding stress with detrimental effects on
access to credit. The forecast depends crucially on
the policy assumption that crisis-related challenges
are being successfully addressed. But with
improvements in the economic situation, the risk
of complacency necessarily rises. Should
uncertainty about the implementation of already
agreed policy measures occur, or should the
response to future challenges lack timeliness, focus
or ambition, a more negative development and a
longer-lasting period of stagnation cannot be
excluded. The more the functioning of financial
markets depends on central banks, the larger the
risk that doubts about the return to market-based
activities may arise. Moreover, fiscal sustainability
challenges are yet to be tackled not only within the
EU but also outside (e.g. the US). Resulting
consolidation measures that are not taken on board
in the central scenario due to the no-policy-change
assumption may have a more negative impact on
domestic demand than currently foreseen. And a
sharp increase in oil prices could lower real
incomes and consumption more than expected and
jeopardise the economic upturn.

On the upside, the policy measures already taken
to address the challenges of the euro-area
sovereign-debt crisis may have a faster and more
sustained impact than currently expected. This
would encourage companies to invest and
households to consume resulting in an earlier
return of confidence and an earlier transition to
recovery than currently forecast.

Should global growth turn out more dynamic than
assumed in the baseline due to inherent growth
dynamics and policy easing in emerging market
economies, EU exports would benefit more than
expected.

The uncertainty surrounding the euro-area growth
outlook is visualised in a fan chart (see Graph 1.41)
that displays the probabilities associated with
various outcomes for euro-area economic growth
over the forecast horizon. While the darkest arca
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indicates the most likely development, the shaded
areas represent the different probabilities of future
economic growth within the growth ranges
depicted on the y-axis. The width of the 90%
bands is smaller than in previous forecasts. But as
the balance of risks to economic growth is assessed
as clearly tilted to the downside, the fan chart
remains skewed towards the bottom.

Graph 1.41: Euro area GDP forecasts -
Uncertainty linked to the balance of risks
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The risks to the inflation outlook for the years
2012 and 2013 remain balanced. While the
deterioration in the economic environment has
lowered some of the risks, risks related to fiscal
retrenchment and developments in the external
side environment appear to be more acute than
previously assessed.

On the downside, the recession in the EU may be
less mild than currently forecast. A further drop in
economic activity may constrain price increases
more than currently envisaged. Any attempt to
competitively devalue outside the EU, e.g. by
setting minimum exchange rates vis-a-vis the euro,
could reduce import prices and, if passed through
via production and retail chains, lower consumer
prices in the EU.

On the upside, a stronger-than-expected rebound in
global growth or continued unrest or military
actions in oil-exporting countries could result in
stronger inflationary pressures. Past periods of
consumer-price inflation could also result in
stronger wage increases than currently expected
and trigger second-round effects which could raise
inflation rates further. Higher indirect taxes and
administrative prices due to additional fiscal
consolidation measures could also push inflation
rates higher. Moreover, the long-time build-up of
liquidity and the non-standard liquidity provision
in the EU, most notably in the euro area and the
UK, could eventually result in stronger-than-
expected consumer-price increases.

Overall, the main risk to the central scenario of the
forecast for economic growth and inflation is a
revival of the crisis in the EU.



Economic developments at the aggregated level

Box I.5: Some technical elements behind the forecast

The cut-off date for taking new information into
account in this European Economic Forecast was
26 April. The forecast incorporates validated public
finance data from Eurostat's News Release
62/2012, dated 23 April 2012.

External assumptions

This forecast is based on a set of external
assumptions, reflecting market expectations at the
time of the forecast. To shield the assumptions
from possible volatility during any given trading
day, averages from a 10-day reference period
(between 11 and 24 April) were used for exchange
and interest rates, and for oil prices.

Exchange and interest rates

The technical assumption as regards exchange rates
was standardised using fixed nominal exchange
rates for all currencies. This technical assumption
leads to implied average USD/EUR rates of 1.31 in
in 2012 and 2013. The average JPY/EUR rates are
105.9in 2012 and 106.5 in 2013.

Interest-rate  assumptions are  market-based.
Short-term interest rates for the euro area are
derived from futures contracts. Long-term interest
rates for the ecuro arca, as well as short- and
long-term interest rates for other Member States are
calculated using implicit forward swap rates,
corrected for the current spread between the
interest rate and swap rate. In cases where no
market instrument is available, the fixed spread
vis-a-vis the euro-area interest rate is taken for both
short- and long-term rates. As a result, short-term
interest rates are expected to be 0.8% on average in
2012 and 2013 in the euro area. Long-term euro-
area interest rates are assumed to be 1.8% on
average in 2012 and 2.0% in 2013.

Commodity prices

Commodity price assumptions are also, as far as
possible, based on market conditions. According to
futures markets, prices for Brent oil are projected to
be on average 116.8 USD/bl. in 2012 and
110.2 USD/bl. in 2013. This would correspond to
an oil price of 89.2 EUR/MI. in 2012 and
84.1 EUR/bI. in 2013.

Budgetary data

Data up to 2011 are based on data notified by
Member States to the European Commission on
1 April and validated by Eurostat on 23 April 2012.

Eurostat expressed a specific reservation on the
data reported by Ireland, due to the fact that the
restructuring plans of Allied Irish Banks and Irish
Life & Permanent were not yet finalised. These
restructuring plans have been used by the Irish
statistical authorities to calculate in the reported
figures a (deficit increasing) capital transfer
element of 3.7% GDP arising from the July 2011
government injections into the two banks. Eurostat
awaits the finalisation of the restructuring plans,
including approval by the EU competition
authorities, so that the amount of the -capital
transfer element can be confirmed.

Eurostat also expressed a specific reservation on
the data reported by Ireland, due to the statistical
classification of National Asset Management
Agency Investment Limited (NAMA-IL), which is
currently classified outside the general government.
Owing to the nationalisation of one of its
previously private beneficial owners, whose
interest is currently under a process of sale,
NAMA-IL has been in majority public ownership
since July 2011. Eurostat's decision of 15 July 2009
on public interventions during the financial crisis
specifies that majority private ownership is
necessary for such an entity to be classified outside
the General Government sector.

Eurostat has amended the deficit and debt data
notified by the United Kingdom for the years 2008
to 2011 (as well as for financial years 2008/2009 to
2011/2012). This has been done to ensure
compliance with the updated financial defeasance
chapter of the ESA95 Manual on Government
Deficit and Debt, with respect to Bradford &
Bingley (B&B) and Northern Rock Asset
Management (NRAM). The reported deficit figures
have been increased by 360 million GBP (0.03% of
GDP) in 2008 (as well as in financial year
2008/2009), by 571 mn GBP (0.04% of GDP) in
2009 (as well as in financial year 2009/2010), by
826 mn GBP (0.06% of GDP) in 2010 (as well as
in financial year 2010/2011) and by 787 mn GBP
(0.05% of GDP) in 2011 (as well as in financial
year 2011/2012). The reported debt figures have
been increased by 32 374 mn GBP (2.26% of GDP)
in 2008 (as well as in financial year 2008/2009), by
19 969 mn GBP (1.43% of GDP) in 2009 (as well
as in financial year 2009/2010), by 56 680 mn GBP
(3.87% of GDP) in 2010 (as well as in financial
year 2010/2011) and by 42 287 mn GBP (2.81% of
GDP) in 2011 (as well as in financial year
2011/2012).

(Continued on the next page)




European Economic Forecast, Spring 2012

52

Box (continued)

For the forecast, measures in support of financial
stability have been recorded in line with the
Eurostat Decision of 15 July 2009.) Unless
reported otherwise by the Member State concerned,
capital injections known in sufficient detail have
been included in the forecast as financial
transactions, i.e. increasing the debt, but not the
deficit. State guarantees on bank liabilities and
deposits are not included as government
expenditure, unless there is evidence that they have
been called on at the time the forecast was
finalised. Note, however, that loans granted to
banks by the government, or by other entities
classified in the government sector, usually add to
government debt.

For 2012, budgets adopted or presented to national
parliaments and all other measures known in
sufficient detail are taken into consideration. For
2013, the 'no-policy-change' assumption used in the
forecasts implies the extrapolation of revenue and
expenditure trends and the inclusion of measures
that are known in sufficient detail.

The general government balances that are relevant
for the Excessive Deficit Procedure may be slightly
different from those published in the national
accounts. The difference concerns settlements
under swaps and forward rate agreements (FRA).

According to ESA95 (amended by regulation No.
2558/2001), swap- and FRA-related flows are
financial transactions and therefore excluded from
the calculation of the government balance.
However, for the purposes of the excessive deficit
procedure, such flows are recorded as net interest
expenditure.

M Eurostat News Release N° 103/2009.

European aggregates for general government debt
in the forecast years 2012-13 are published on a
non-consolidated basis (i.e. not corrected for
intergovernmental loans). To ensure consistency in
the time series, historical data are also published on
the same basis. For 2011, this implies a debt-to-
GDP ratio in the euro area which is 0.7 pp. (0.5 pp.
in the EU) higher than the consolidated general
government debt ratio published by Eurostat in its
news release 62/2012 of 23 April 2012.

General government debt projections for individual
Member States in 2012-13 include the impact of
guarantees to the EFSF,® bilateral loans to other
Member States, and the participation in the capital
of the ESM as planned on the cut-off date of the
forecast (subject to approval).

Calendar effects on GDP growth and output
gaps

The number of working days may differ from one
year to another. The Commission's annual GDP
forecasts are not adjusted for the number of
working days, but quarterly forecasts are.

However, the working-day effect in the EU and the
euro area is estimated to be limited over the
forecast horizon, implying that adjusted and
unadjusted growth rates differ only marginally. The
calculation of potential growth and the output gap
does not adjust for working days. Since the
working-day effect is considered as temporary,
it should not affect the cyclically-adjusted balances.

@ In line with the Eurostat decision of 27 January 2011

on the statistical recording of operations undertaken
by the European Financial Stability Facility, available
at:
http://epp.eurostat.ec.europa.eu/cache/ITY PUBLIC/
2-27012011-AP/EN/2-27012011-AP-EN.PDF
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1. BELGIUM

A narrow path towards growth-friendly consolidation

The recovery has come to a halt

The export-led recovery that took place from the
second part of 2009 came to a halt in the second
half of 2011. The slowdown in global activity
coupled with a revival of the sovereign-debt crisis
and negative confidence effects, resulted in a
shallow recession (-0.1% both for the third and
fourth quarter). For the year as a whole and thanks
to the large carry-over from 2010 (0.9%), GDP
increased by 1.9%.

Graph 11.1.1:Belgium - GDP growth and contributions
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GDP is projected to stagnate in 2012, to recover in
2013, growing by 1%%. According to the most
recent available indicators, an economic expansion
is not to be expected at the beginning of 2012. In
particular in view of the high degree of openness
of the Belgian economy, the slowdown in activity
in neighbouring countries is likely to exert its toll.
In the second half of the year, GDP should
increase on the back of a gradual recovery for
international trade, while the crisis-related
uncertainty will slowly fade away, pushing up
business and households' confidence. Moreover
the consolidation measures included in both the
2012 budget and complemented by additional
measures in January and March are likely to have a
limited but still negative impact on this year's
growth. Eventually, downward pressure from a
fall in real disposable income, stemming from
rising unemployment and less dynamic non-labour
income, is likely to be partly balanced by a slight
fall in the household saving rate in order to sustain
the level of consumption. Private consumption is
then projected to remain anaemic in 2012 with no
real growth, and to progress timidly in 2013.

In contrast with 2011, private investment is set to
remain weak over the forecast horizon. Increased
uncertainty and a below-long-term average
capacity utilisation are expected to result in some
postponements of planned investment projects. In
2013, business investment is projected to
accelerate progressively, in line with the
improvement in confidence. Demand for
mortgages is expected to fall in 2012, also in view
of the negative developments in household real
disposable income, weighing in turn on
construction investment. In view of the local
elections in the second half of the year, public
investment is projected to remain upbeat in 2012
and, on the contrary, to be negative in 2013. On
the whole, investment is expected to grow by 0.7%
in 2012 and to accelerate to 1.6% in 2013.

External sector and competitiveness

Due to the gradual pickup in world trade expected
to materialise only in the second part of the year,
export growth would be limited in 2012 but should
accelerate slightly in 2013. Net trade contribution
is then projected to be a drag on growth in 2012 (-
0.2 pp.) and to be still flat in 2013. Relatively high
dynamic unit labour costs are projected to hamper
competitiveness in 2012 and to a lesser degree in
2013. Furthermore, suboptimal geographical and
product specialisation will contribute to the loss in
the market share over the forecast horizon. The
surplus in the current-account balance is expected
to fall further in 2012 and 2013 in view of the
projected deficit in trade of goods.

Risks are slightly skewed towards the negative
side. Exports might turn out to be lower than
projected, should competitiveness deterioration be
deeper than expected. On the other hand, private
consumption might be more dynamic on the basis
of regained households' confidence and a high
saving rate.

Inflation still high while labour market weakens

Inflation reached 3.5% in 2011 mainly on account
of a surge in oil prices. In line with the further
increase in oil prices in the beginning of 2012,
coupled with the impact of the consolidation
measures in the 2012 budget (estimated around 0.2
pp.), inflation is projected to remain high at 2.9%
and decrease to 1.8% in 2013. The unemployment



rate fell from 8.5% in July 2010 to 7.1% in
December 2011, but edged up in the first two
months of 2012 to 7.2%. In 2011, employment
growth was supported by a rise in hours worked
and an increase in part-time work, partly
subsidised by the general government (e.g. service
cheque jobs). In view of the weak economic
environment, employment is projected to stall in
2012 and increase only slightly in 2013. However,
given a still dynamic growth in the labour force,
unemployment is seen to increase both in 2012 and
2013.

Public finance: to eliminate the

excessive deficit

trying

The general government deficit reached 3.7% in
2011 compared to 4.1% in the autumn forecast and
3.8% in 2010. This revision mainly reflects the
base effect stemming from a downward revision of
the deficit of local authorities in recent years. In
2012, the general government deficit is likely to
decrease to 3% of GDP, mainly on account of the
consolidation measures in the 2012 budget. In
particular, an increase in the tax on dividends and
interest, a reform of the "notional interest" system
and the introduction of a specific levy on the
"nuclear rent" of electricity will help reducing the
deficit this year. On the expenditure side, cuts were
decided in federal government and social security

Member States, Belgium

spending for about 0.3% and 0.2% of GDP,
respectively. In order to cope with the strong
downward revision in growth (the budget had
initially been based on the assumption of a 0.8%
GDP growth in 2012), additional measures were
taken in March, during the budgetary monitoring
exercise. This, coupled with the base effect
stemming from the downward revision of the
deficit of local authorities, would push the deficit
down to 3% of GDP in 2012. However, in 2013,
despite the projected acceleration in growth and
some measures already taken for 2013, it should
start to rise again, in part explained by the large
amount of one-off measures decided for 2012
(about ¥2% of GDP). In structural terms, the deficit
is projected to decline by about 0.7 pp. of GDP
(after deteriorating by 0.1 in 2011) and by a further
0.1 pp. of GDP in 2013.

The general government debt reached 98.0% in
2011. Under the current growth and deficit
projections, the debt ratio is forecast to continue to
rise slightly over the forecast period and it will
probably exceed the psychological threshold of
100% of GDP in 2012. Moreover, the large
contingent liabilities stemming from the
guarantees given by the State to financial
institutions represent a risk for public finances.

Table IL1.1:
Main features of country forecast - BELGIUM
2010 Annual percentage change

bn EUR Curr. prices % GDP  92-07 2008 2009 2010 2011 2012 2013
GDP 354.4 100.0 2.1 1.0 2.8 2.3 1.9 0.0 1.2
Private consumption 187.5 52.9 1.6 1.9 0.8 2.5 0.7 0.1 12
Public consumption 85.8 242 1.6 2.4 0.8 0.2 0.8 0.4 0.4
Gross fixed capital formation 71.6 20.2 2.5 20 -8.1 -0.7 5.1 0.7 1.6
of which: equipment 28.6 8.1 2.7 3.5 -11.6 2.7 6.8 1.7 2.0
Exports (goods and services) 283.5 80.0 4.7 1.7 -11.2 9.9 4.8 0.8 42
Imports (goods and services) 274.0 773 4.5 3.1 -10.7 8.7 4.9 1.1 4.1
GNI (GDP deflator) 360.6 101.8 22 1.4 -4.8 47 1.9 0.0 1.2
Contribution to GDP growth : Domestic demand 1.7 1.9 -1.2 1.2 1.6 0.3 1.1
Inventories 0.1 0.0 -1 0.1 0.2 -0.1 0.0
Net exports 0.3 -1.0 0.5 1.1 0.0 -0.2 0.1
Employment 0.8 1.8 -0.2 0.8 1.3 0.0 0.4
Unemployment rate (a) 8.4 7.0 7.9 8.3 7.2 7.6 7.9
Compensation of employees/head 2.9 3.6 1.1 1.4 33 3.1 23
Unit labour costs whole economy 1.6 4.5 3.9 0.0 27 3.2 1.4
Real unit labour costs -0.4 2.3 2.6 -1.8 0.5 1.1 -0.7
Saving rate of households (b) 17.8 16.8 18.4 16.2 16.6 16.2 16.1
GDP deflator 2.0 22 12 1.8 2.2 2.1 22
Harmonised index of consumer prices 1.9 4.5 0.0 2.3 3.5 2.9 1.8
Terms of frade of goods -0.3 2.9 3.5 2.1 -4.4 -0.5 0.0
Merchandise trade balance (c) 3.0 -1.5 -0.4 0.3 -3.3 -3.9 -4.0
Current-account balance (c) 4.4 1.1 0.7 3.1 22 1.5 1.6
Net lending(+) or borrowing(-) vis-a-vis ROW (c) 43 0.6 0.3 3.1 2.1 1.7 1.8
General government balance (c) -2.0 -1.0 -5.6 -338 -3.7 -3.0 -3.3
Cyclically-adjusted budget balance (c) -2.2 1.9 -4.3 -32 -3.5 -2.2 -2.6
Structural budget balance (c) - -2.0 -3.7 -32 -3.4 -2.7 -2.6
General government gross debt (c) 111.2 89.3 95.8 96.0 98.0 100.5 100.8

(a) Eurostat definition. (b) gross saving divided by gross disposable income. (c) as a percentage of GDP.
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2. BULGARIA

Slow recovery ahead while fiscal position continues to improve

Initial recovery phase driven by exports

The Bulgarian economy expanded slowly over
2010-11. As in other converging EU economies,
which had undergone a period of economic
overheating and a build-up of imbalances, the
growth pattern in the recovery over 2010-11 was
largely driven by exports, while domestic demand
remained stagnant, reflecting imbalances in the
private sector. Annual GDP growth reached 1.7%
in 2011, with a decelerating trend within the year.

Slow recovery ahead

Compared to the autumn forecast, annual growth
has been revised down by 1.8 pps. to 0.5% for the
current year and by 1.1 pps. to 1.9% in 2013.
These revisions reflect the downward adjustment
in EU economic prospects and its spill-over effects
to the Bulgarian economy via the trade channel
and lower confidence, affecting investment and
consumption.

The recovery is mainly restrained by the
weaknesses of the labour market, the continued
deleveraging of the corporate sector and a
downsizing in the construction  sector.
Additionally, given the regional economic
uncertainties, capital inflows and FDI have
stabilised at lower levels and have not given a
notable boost to growth, unlike in the past decade.
On the positive side, the financial sector has
remained stable, also providing a modest growth in
private sector credit in 2011. The economy also
benefits from relatively strong public finances,
which do not face major adjustment needs in the
medium term.

In line with the expected recovery in the EU,
prospects for the exporting sectors would improve
from the second half of 2012. The deceleration in
export growth compared to 2010-11 is not seen to
result in a notable widening in the trade deficit
until 2013, as both private consumption and
investment are still weak and restrain imports.

Consumer sentiment has remained low in the first
months of 2012, still below the long-term average.
Household demand is expected to contribute to
growth more notably in 2013, especially as the
labour market is expected to stabilise and

households are projected to reduce their currently
high precautionary savings.

Graph I11.2.1: Bulgaria - Inflation and contributions to
GDP growth
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Investment has declined substantially for the past
three years from the peak reached at the height of
the boom. Investment is expected to be supported
by public sector projects. Bulgaria plans to
increase the absorption of EU structural funds
significantly in 2012. However, given the on-going
deleveraging of corporate balance sheets,
adjustments in the real-estate market and the weak
economic environment, investment is expected to
contract further in 2012 before moving to positive
territory in 2013.

Delayed recovery in the labour market

The effects of the crisis on employment were
strong and protracted. Employment declined by a
cumulative 12% between 2009 and 2011, which is
one of the steepest declines in the EU. The
contraction in employment is forecast to level off
over 2012 and 2013. Businesses are still cautious
in hiring, as indicated by the weak employment
expectations in business sentiment surveys. The
unemployment rate increased from below 6% of
the labour force to over 11% in 2011, with the
inactivity rate also rising. Even with weak
employment, average wages continued to increase,
driven by structural changes in the labour market
and the whitening of the economy. The recovery in
employment is held back by skill mismatches and
a continuous decline in the working age
population. This has negative implications for the
growth potential of the economy.



Low economic growth to dampen inflation

HICP inflation slowed considerably over the
course of 2011 and amounted to 3.4% in 2011 on
average, 0.3 pp. less than expected in the autumn
forecast. While core inflation is expected to remain
moderate given the weak economic and labour
market outlook, the energy component is set to rise
as the global oil price increase feeds through.
Overall, inflation is expected to moderate further
to 2.6% on average in 2012 and stabilise in 2013,
supporting growth in real purchasing power of
consumers.

Fiscal consolidation is set to continue

Budgetary discipline led to a further improvement
in the fiscal position in 2011. The budget deficit
narrowed from 3.1% of GDP in 2010 to 2.1% in
2011. Thanks to frontloading consolidation
measures, the structural deficit improved by
1.6 pps. in 2010 and dropped further, by another
0.5 pp. to -1.0% of GDP, in 2011. The better-than-
expected outcome in 2011 (0.4 pp. lower deficit as
compared to the autumn forecast) was mainly due
to lower-than-projected capital spending, the
freeze in pensions and public sector wages as well
as cuts in subsidies.

Member States, Bulgaria

Fiscal consolidation is set to continue in 2012-13,
although at a slower pace, on account of
improvements in revenues as well as the
containment of public expenditures. The 2012
budget implies a slightly restrictive fiscal stance,
with public sector wages and pensions frozen for a
third year in a row and cuts in some non-interest
current expenditure. Advancing the agreed pension
reform and measures to restructure loss making
state-owned enterprises is expected to help to
contain expenditure pressures. On the revenue
side, there are no major tax changes except for
increasing excise taxes on some energy goods. The
general government deficit is forecast to improve
further, to 1.9% of GDP in 2012 and to 1.7% of
GDP in 2013, while the structural deficit should
decline from -1% of GDP in 2011 to -0.8% by
2013. General government gross debt is envisaged
to increase moderately from 16%% of GDP in
2011 to 18%% of GDP in 2013. The debt forecast
does not include possible external debt issuance in
2012 to pre-fund the repayment of euro-
denominated bonds of around 2% of GDP in
January 2013.

Table I1.2.1:
Main features of country forecast - BULGARIA
2010 Annual percentage change

bn BGN Curr. prices % GDP  92-07 2008 2009 2010 2011 2012 2013
GDP 70.5 100.0 2.1 62 5.5 0.4 1.7 0.5 1.9
Private consumption 443 62.8 3.0 34 7.6 0.1 -0.6 0.6 1.9
Public consumption 11.4 162 -1.9 -1.0 -6.5 1.9 0.5 0.8 1.6
Gross fixed capital formation 16.1 22.8 219 -17.6 -18.3 -9.7 -2.2 3.6
of which: equipment - - 3.1 -45.0 -18.5 - - -
Exports (goods and services) 40.5 57.4 3.0 -11.2 14.7 12.8 33 52
Imports (goods and services) 418 59.3 4.2 -21.0 2.4 8.5 27 5.6
GNI (GDP deflator) 68.3 96.9 9.3 3.1 0.6 0.4 -0.2 1.6
Contribution to GDP growth : Domestic demand 8.5 -12.0 -4.9 -2.5 0.0 2.1
Inventories -0.7 -3.4 -0.4 1.8 0.0 0.0
Net exports -1.5 10.0 5.6 2.3 0.5 -0.2
Employment 2.6 -2.6 -4.7 -4.2 -1.9 -0.2
Unemployment rate (a) 5.6 6.8 10.2 1.2 12.0 1.9
Compensation of employees/head 16.3 9.4 1.2 7.3 5.2 5.1
Unit labour costs whole economy 12.5 12.7 5.6 1.1 27 3.0
Real unit labour costs 37 8.1 2.7 -3.7 -0.6 0.1
Saving rate of households (b) - -20.9 -3.0 3.7 - - -
GDP deflator 43.4 8.4 43 238 5.0 33 2.9
Harmonised index of consumer prices 12.0 2.5 30 3.4 2.6 27
Terms of frade of goods - 2.5 0.6 2.3 1.4 0.2 -0.8
Merchandise trade balance (c) -9.2 -24.3 -12.0 -7.7 -5.1 -4.8 -5.5
Current-account balance (c) -6.4 -232 -9.0 -0.4 0.8 0.6 -0.3
Net lending(+) or borrowing(-) vis-a-vis ROW (c) -6.4 -22.4 7.6 0.3 2.0 1.9 1.2
General government balance (c) 1.7 -43 3.1 2.1 -1.9 -1.7
Cyclically-adjusted budget balance (c) -0.2 -3.1 -1.6 -1.0 -0.7 -0.8
Structural budget balance (c) -0.2 -3.1 -1.5 -1.0 -0.7 -0.8
General government gross debt (c) 13.7 14.6 16.3 16.3 17.6 18.5

(a) Eurostat definition. (b) gross saving divided by gross disposable income. (c) as a percentage of GDP.
Note : Contributions to GDP growth may not add up due to statistical discrepancies.
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3. THE CZECH REPUBLIC

From a mild recession to a mild recovery

After two years of moderate recovery, the Czech
economy entered a period of stagnation. In an
environment of fiscal retrenchment, domestic
demand was weaker in 2011 than in 2010, acting
as the dominant drag on growth. The contribution
of net exports to growth remained positive
throughout 2011, but the growth rate of exports
markedly decreased towards the end of the year,
on the back of lower demand in several of the
Czech Republic's European trade partners. Weak
domestic demand and sluggish export market
growth are likely to continue to shape the
economic environment in 2012. An improvement
in domestic demand, combined with a
strengthening of external markets, should lead to a
mild recovery in 2013.

Weak domestic demand continues in 2012

Consumption of households is expected to contract
by 0.4% in 2012, after posting a 0.5% fall in 2011.
The decline in real disposable income that
constrained consumption expenditure in 2011 is
expected to continue in 2012, mainly on account of
higher inflation and somewhat less favourable
labour market conditions. Due to the fragility of
demand and the pressures faced by some
multinational companies in their domestic markets,
companies remain cautious on investment as
evidenced by surveys on business confidence and
capacity utilisation. Fixed investment is therefore
likely to be broadly flat in 2012. A negative
contribution to growth is, however, expected from
the construction sector, which continues to operate
under conditions of falling public expenditure on
infrastructure and a stock of unsold houses.

The contribution of net exports to GDP growth,
which was the main driving force of the economy
in the past two years, is projected to ease to 0.9 pp.
in 2012, and to subside further in 2013. The
forecast is based on a conservative projection of
market gains in non-European economies
(especially in the CIS), which still create relatively
robust opportunities for exports. Larger market
gains are considered the main positive risk to the
forecast, especially in 2012. In 2013, the mild
recovery expected in the Czech Republic and in
the EU should provide support to both imports and
exports. Despite a negative terms-of-trade effect
on account of higher oil prices assumed for 2012,
the trade balance on goods and services as a

percentage of GDP is projected to improve from
4.1% in 2011 to 4.8% in 2012 and further to 5.0%
in 2013.

Graph II.3.1:The Czech Republic - GDP growth and
contributions
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Inflation and unemployment on the rise

Inflation increased in the last quarter of 2011 and
the first quarter of 2012 to 2.8% and 4.0%,
respectively, mostly due to a hike in the lower
VAT rate from 10% to 14%, affecting about a third
of the consumption basket (the direct effect of
which accounts for around 1.1 pps.). Another
inflationary effect came from hikes in oil and food
prices combined with a depreciating currency.
Given the lack of demand pressures, net-of-tax
inflation is expected to fall below 2% by the end of
2012 and the overall inflation rate is expected to
average 3.3% in 2012. The forecast for 2013
factors in another round of VAT increases
(explained below), the direct effect of which is
estimated at 0.7 pp.

The unemployment rate is expected to rise from
6.7% in 2011 to 7.2% in 2012 on the back of
stagnating GDP, and to remain at this level in
2013. In this context, real wages are likely to
decrease over the forecast horizon. Higher
inflation and low productivity increases are
consistent with rising unit labour costs.

Government deficit on a downward path

The budgetary outcome in 2011 was significantly
better than expected. The general government
deficit reached 3.1% of GDP, while the autumn
2011 forecast projected a deficit of 4.1% of GDP.
Lower government consumption, in particular



intermediate consumption, which fell by almost
5% (0.4% of GDP), and public investment, which
declined by more than 15% y-o-y (0.7% of GDP),
were the main factors behind this.

In 2012, the general government balance is
projected to improve to -2.9% of GDP.
Consolidation measures approved in the 2012
budget include an increase in the lower VAT rate
with an estimated fiscal impact of around 0.7% of
GDP, a freeze in the central government sector
wage bill (0.1% of GDP) and the introduction of a
lottery tax (0.1% of GDP). Faced with worsening
macroeconomic conditions, the Czech authorities
approved additional expenditure cuts amounting to
0.6% of GDP in March 2012. These are expected
to further reduce the operational costs of ministries
and other central government bodies. A moderate
rebound in public investment is projected over the
forecast horizon.

Several factors should affect the budgetary
outcome in 2013. The planned introduction of the
private pension pillar could reduce revenue from
the social security contributions by approximately
0.2% of GDP, but this effect would be more than
compensated for by the sizeable consolidation
package (1.2% of GDP) approved by the Czech
government in April 2012. The package, which
will form the basis for the 2013 budget proposal

Table 11.3.1:

Member States, The Czech Republic

and is taken into account in this forecast, includes
a further 1 pp. increase in both VAT rates, lower
indexation of pensions, stricter conditions for tax
deductibility for the self-employed and an increase
in the property transfer tax. The consolidation
effort, together with a modest improvement in
macroeconomic conditions, will result in a
reduction of the general government deficit to
2.6% of GDP, while the structural balance is
expected to improve by 0.8 pp. over the forecast
horizon. The debt-to-GDP ratio is projected to
increase further, reaching around 45% in 2013.

The budgetary projections are subject to two main
risks. The first one is related to the co-financing of
projects from the European Funds. As payments
from the Funds were temporarily suspended due to
irregularities, it cannot be excluded that some on-
going projects will have to be financed entirely
from national sources, which could lead to an
increase in the general government deficit. The
second risk concerns the financial implications of
the law on compensation to churches currently
discussed by the Parliament. Its approval would
lead to a one-off increase in the general
government deficit of approximately 1.5% of
GDP.

Main features of country forecast - THE CZECH REPUBLIC

2010 Annual percentage change

bn CZIK Curr. prices % GDP  92-07 2008 2009 2010 2011 2012 2013

GDP 37752 100.0 3.1 3.1 -4.7 2.7 1.7 0.0 1.5
Private consumption 1899.6 50.3 3.7 2.8 -0.4 0.6 -0.5 -0.4 0.5
Public consumption 808.0 21.4 0.7 1.2 3.8 0.6 -1.4 -2.0 0.2
Gross fixed capital formation 923.0 24.4 53 4.1 -11.5 0.1 -1.2 0.0 2.1
of which: equipment 377.5 10.0 8.9 10.5 -18.3 -1.3 7.5 29 3.5
Exports (goods and services) 2561.9 67.9 10.3 40 -10.0 16.4 11.0 3.4 57
Imports (goods and services) 2441 .4 64.7 12.3 2.7 -11.6 16.0 7.5 25 51
GNI (GDP deflator) 3521.0 93.3 - 58 -6.7 2.7 1.6 -0.1 1.3
Contribution to GDP growth : Domestic demand 35 27 -2.5 0.5 -0.8 -0.6 0.8
Inventories 0.3 -0.5 -3.0 1.4 -0.1 -0.3 0.0

Net exports -0.6 0.9 08 0.9 2.6 0.9 0.7

Employment 2.3 -1.2 -1.7 0.3 -0.1 0.2
Unemployment rate (a) 4.4 6.7 7.3 6.7 7.2 7.2
Compensation of employees/head 42 -1.2 37 1.6 2.0 2.1
Unit labour costs whole economy 3.4 2.4 -0.7 0.2 1.9 0.8
Real unit labour costs 1.5 0.5 1.0 0.9 -0.1 -0.3
Saving rate of households (b) - 9.4 10.7 10.3 8.9 8.9 8.7
GDP deflator 6.4 1.9 1.9 -1.7 -0.7 1.9 1.1
Harmonised index of consumer prices 6.3 0.6 1.2 2.1 3.3 2.2
Terms of frade of goods - -1.9 29 2.7 -2.4 -0.5 -0.5
Merchandise trade balance (c) -2.8 0.6 23 1.3 2.4 2.8 3.1
Current-account balance (c) -3.2 -29 -3.4 -4.4 -3.6 -3.2 -3.2
Net lending(+) or borrowing(-) vis-a-vis ROW (c) -3.3 -2.0 -1.3 2.3 -1.6 -1.2 -1.3
General government balance (c) - 2.2 -5.8 -48 -3.1 -2.9 2.6
Cyclically-adjusted budget balance (c) -4.4 -5.2 -4.5 -2.8 -2.1 -1.8
Structural budget balance (c) -4.4 -5.6 -4.6 -2.6 -1.8 -1.8
General government gross debt (c) 28.7 34.4 38.1 41.2 43.9 44.9

(a) Eurostat definition. (b) gross saving divided by gross disposable income. (c) as a percentage of GDP.
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4. DENMARK

Subdued growth sustained by domestic demand

GDP growth in Denmark reached 1% in 2011 after
stagnating during the second half of the year as the
slowdown of the global economy took its toll. The
improvement in confidence indicators and readings
for exports in the first quarter of 2012 suggests that
a gradual pick-up of activity is underway.
However, as the external environment has
deteriorated since last autumn, real GDP growth is
expected to continue at a slow pace, reaching 1.1%
in 2012 and 1.4% in 2013. This implies a
downward revision of % pp. in both years
compared with the autumn forecast.

Driven mainly by domestic demand, and supported
by the government's "kick-start" stimulus package
as well as the pay-out of voluntary early retirement
pension (VERP) contributions, Denmark's
economic performance is, nevertheless, projected
to be among the best for EU Member States this
year. Towards the turn of the year, the recovery is
expected to gain momentum slowly in line with a
general improvement in the economic situation in
the EU. Fiscal consolidation efforts in 2013, on the
other hand, will act as a drag on growth.

Public initiatives support domestic demand

Given the high degree of economic uncertainty, the
need for deleveraging and the tightening credit
conditions, the household saving rate remained
high in 2011 and the corporate saving rate even
increased. As credit conditions are expected to
remain tight over the forecast horizon, gross fixed
capital formation will continue to be propped up
largely by public initiatives such as the
government's investment-driven "kick-start" and
large-scale infrastructure projects, while low
interest rates and an improving economic
environment should gradually support firms'
propensity to invest towards the turn of the year
and in 2013.

Following the adoption of the retirement reform by
Parliament, contributions to the VERP scheme are
being reimbursed in 2012. Assuming that part of
this reimbursement is consumed rather than
reinvested in private pension funds, private
consumption is expected to accelerate during the
course of this year and to continue to grow at a
moderate pace next year as households' real
disposable income improves slowly. However,
since real wage growth is now foreseen to be

negative this year and the outlook for growth is
more subdued — also including a fragile housing
market — private consumption growth is now
expected to be more moderate throughout the
forecast horizon. Nevertheless, the yearly growth
rate for 2012 is set to remain at 1.4% as in the
autumn forecast due to the higher-than-expected
carry-over from 2011.

Elevated inflation in 2012

Real wages are likely to be contained by elevated
inflation and a very moderate outcome from the
spring round of private sector wage agreements.
As a result of the sustained significant increase in
energy prices over the past year as well as the
effects of tax hikes, HICP is projected to be around
2.6% this year before dropping to 1.5% in 2013.

Moderate outlook for exports

Although moderate wage growth should support
Denmark's competitiveness, export growth is
projected to be significantly lower in 2012 than in
2011 due to the less favourable external
environment. However, the large share of non-
cyclical goods, e.g. pharmaceuticals, in Danish
exports is likely to sustain export growth to some
extent and limit the loss in export market shares.
Furthermore, recent figures seem to suggest that
Danish companies are beginning to take some
advantage of the high growth in emerging markets.
If this tendency continues, export performance
could turn out better than projected. Due to the
resilience of domestic demand, import growth
should remain strong and the current-account
surplus is set to decline, reflecting lower savings in
the private sector, by 2013.

Continved stagnation in the labour market

The subdued growth outlook is unlikely to allow
for a pick-up in private employment until next year
whereas public employment should already start to
head up somewhat this year in line with public
consumption. The gradual improvement in
economic conditions and employment prospects is
likely to encourage more people to enter the labour
market  thereby  lifting  labour  supply.
Consequently, unemployment should remain
broadly unchanged over the forecast horizon.
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Budget affected by one-off and "kick-start"

Overall, the deficit for 2012 is revised down by
0.4 pp. compared with the autumn forecast to 4.1%
of GDP. The revision implies that the negative
budgetary impact of the "kick-start" (0.4% of
GDP) and lower-than-anticipated GDP growth will
be more than offset by higher tax revenues. In
particular, expected revenues from the pension
yield tax and North Sea activities, benefiting from
a higher oil price, are higher than in the autumn.
The widening of the general government deficit
from 2011 to 2012 reflects, in addition to the
stimulus package, the absence of the type of
extraordinary pension yield revenues that affected

Member States, Denmark

the government balance in 2011, as well as the
lump sum reimbursement of VERP contributions
estimated at almost 1% of GDP. In the absence of
this one-off measure and on the back of
government consolidation, the budget deficit is
projected to fall back to 2.0% of GDP in 2013.

The structural balance is set to deteriorate from
0.2% of GDP in 2011 to -1.0% of GDP in 2013.
However, the structural balance includes very
volatile revenue items such as pension yield tax
and North Sea oil revenues. Furthermore, the low
current estimates of potential output growth may
overstate the contribution of the economic cycle to
the improvement of the budget balance. From a
bottom-up perspective, net discretionary measures
are estimated to yield a consolidation of around
1%2% of GDP over the period 2011-13.

Part of the budget deficits in 2012-13 will be
financed by reducing the government's account
with Danmarks Nationalbank and will only affect
the net and not the gross government debt. Thus,
although the country is running deficits, Denmark's
gross public debt is projected to fall from 46.5% of
GDP in 2011 to 42.1% in 2013.

Table I1.4.1:
Main features of country forecast - DENMARK
2010 Annual percentage change

bn DKK Curr. prices % GDP  92-07 2008 2009 2010 2011 2012 2013
GDP 1754.6 100.0 2.2 0.8 -5.8 13 1.0 1.1 1.4
Private consumption 850.9 48.5 2.2 -0.3 -4.2 1.9 -0.5 1.4 1.6
Public consumption 510.2 29.1 2.1 1.9 2.5 0.3 -1.0 1.3 0.3
Gross fixed capital formation 302.4 17.2 43 -4.2 -13.4 -38 0.4 4.6 3.2
of which: equipment 1142 6.5 4.5 -2.7 -14.6 22 -1.6 6.0 4.6
Exports (goods and services) 883.0 50.3 4.9 33 -9.8 32 6.8 3.2 4.9
Imports (goods and services) 790.7 45.1 62 3.3 -11.6 3.5 52 5.0 54
GNI (GDP deflator) 1795.6 102.3 25 0.3 -5.8 2.0 1.5 0.7 1.1
Contribution to GDP growth : Domestic demand 2.5 -0.6 -4.2 0.3 -0.5 1.8 1.4
Inventories 0.1 -0.3 -2.3 1.0 04 0.0 0.0
Net exports -0.3 0.1 07 0.0 1.1 -0.7 0.0
Employment 0.6 17 =313 2.2 -0.5 0.1 0.3
Unemployment rate (a) 57 3.4 6.0 7.5 7.6 7.7 7.6
Compensation of employees/head &5 815 2.8 2.5 1.7 1.7 1.6
Unit labour costs whole economy 1.9 6.1 57 -1.0 0.3 0.6 0.5
Real unit labour costs -0.1 18 4.6 -47 -0.5 -1.3 -1.0
Saving rate of households (b) 6.5 5.1 8.2 8.0 6.8 7.0 6.4
GDP deflator 1.9 42 1.0 3.9 0.8 2.0 1.5
Harmonised index of consumer prices 1.8 3.6 1.1 22 27 2.6 1.5
Terms of frade of goods 0.9 0.3 4.5 33 -1.6 0.1 0.1
Merchandise trade balance (c) 35 0.2 2.5 2.8 2.9 2.1 2.0
Current-account balance (c) 2.1 2.9 33 5.5 6.5 5.2 4.9
Net lending(+) or borrowing(-) vis-a-vis ROW (c) 2.1 29 33 5.6 6.7 4.9 4.7
General government balance (c) 0.6 32 2.7 -2.5 -1.8 -4.1 -2.0
Cyclically-adjusted budget balance (c) 0.4 2.4 0.6 0.1 0.2 -2.6 -1.0
Structural budget balance (c) - 2.4 0.6 0.1 0.2 1.7 -1.0
General government gross debt (c) 55.8 33.4 40.6 42.9 46.5 40.9 42.1

(a) Eurostat definition. (b) gross saving divided by gross disposable income. (c) as a percentage of GDP.



64

5. GERMANY

Domestic demand to drive growth over the forecast horizon

Pick-up in activity after contraction in late 2011

Real GDP expanded by 3.0% in 2011 (after 3.7%
in 2010), reflecting the still-strong momentum of
activity, especially in the first half of the year.
Growth was predominantly driven by domestic
demand, which contributed 2.2 pps. to the annual
rate. Private consumption saw its largest increase
in five years. This was supported by sizeable real
income gains and a slight reduction in the saving
rate, both on the back of further benign labour
market developments, as the number of people
employed reached its highest level in 20 years.
Gross fixed capital formation also continued to
expand markedly, being the largest single
contributor to GDP growth. This reflected both
unabated investment in machinery and equipment
and the strongest increase in construction since the
mid-1990s. Net external trade contributed 0.8 pp.
to GDP growth as exports remained buoyant, while
imports were also robust on the back of strong
domestic demand.

The strong annual growth figures mask the fact
that growth dynamics slowed markedly in the
course of 2011 as the euro-area sovereign-debt
crisis deepened. Uncertainty weighed on the
sentiment of economic agents, while new
industrial orders declined considerably in the
second half of 2011. Following a gain of 0.6%
g-0-q (seasonally and working-day adjusted) in the
third quarter, the growth momentum was
temporarily interrupted in the last quarter of the
year, with a 0.2% q-0o-q decline in real GDP.
Exports contracted more strongly than imports and
gross  fixed capital formation (notably
construction) was the only domestic demand
component making a positive growth contribution.

Overall, available short-term indicators for the first
quarter of 2012 point to stabilisation. In particular,
sentiment indicators for firms and households have
been improving, although industrial production
suffered a setback in February as the harsh weather
led to a marked decline in construction activity.
GDP is therefore expected to have stagnated in the
first quarter. The second quarter is likely to see
some technical counter-reaction to the previous
quarter's weather-related  effects. Moreover,
although the trend in new orders — both from
domestic sources and from abroad — is still weak,
firms' assessment of the business outlook has been

improving over the past months and the crisis-
related uncertainty should slowly fade away.
Overall, activity is therefore expected to strengthen
in the course of the year, with GDP set to expand
by 0.7% for 2012 as a whole. On the back of sound
economic fundamentals, including strong labour
market performance, strong competitiveness and
corporate balance-sheet positions, the limited need
for household and public balance-sheet
adjustments, as well as a noticeable monetary
stimulus, domestic demand is set to remain a major
growth driver over the forecast horizon. As the
effects of the sovereign-debt crisis fade further, the
pace of expansion in the second half of 2012 and
in 2013 is expected to be broadly in line with the
economy's medium-term growth potential. The
sovereign-debt crisis and oil prices remain the key
risks to the German growth outlook.

Real income growth to support private
consumption - inflation permitting

Having recorded a strong rise in 2011, household
consumption should be the main contributor to
GDP growth in 2012. Steady gains in employment
should underpin household confidence, while
recent wage agreements also point to sound
nominal income growth. Prospects for real income
growth and consumption are therefore good, unless
oil price increases translate into a more persistent
rise in inflation than anticipated in the baseline
scenario. Private consumption should continue to
expand robustly in 2013, amid still strong nominal
income growth and lower inflation.

Graph I1.5.1: Germany - GDP growth and
contributions
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Investment: between uncertainty and
favourable financing conditions

Overall, gross fixed capital formation is set to
expand considerably more slowly this year than
last year. Amid the current uncertainty, some plans
for investment in machinery and equipment are
likely to remain on hold during the first half of the
year. However, the monetary environment
continues to be supportive, as reflected by
favourable financing conditions for German firms
and households. This should support machinery
and equipment investment as activity and capacity
utilisation pick up in the course of the year. While
the end of temporary stimulus measures weighs on
public investment, available indicators point to
continued dynamic private housing investment as
activity continues to benefit from low real interest
rates, possibly in conjunction with an increase in
the perceived risk of investment alternatives.

Net exports to act as a drag on growth

Export prospects are noticeably weaker than in
2011, with 40% of German exports going to euro-
area Member States, some of which are likely to
see very subdued imports due to weak domestic
demand. A gradual recovery of intra-EU export
growth is expected as the crisis-related uncertainty
dissipates, while exports to emerging economies
should prove resilient. In view of the expected
noticeable pick-up in unit labour cost this year, no
significant market share gains to offset the
relatively weak export prospects have been
factored in. Exports should regain momentum in
the course of 2012 and 2013. Still, imports are
expected to expand even more quickly, due to
lively domestic demand. Together with a sizeable
terms-of-trade deterioration in 2012, reflecting
high energy prices, the projected negative external
trade contribution to growth should be reflected in
a further gradual narrowing of Germany's current-
account surplus over the forecast horizon.

Labour market still improving

Employment continued to rise markedly in 2011
(by 1.3%), with the pace even accelerating as
activity declined in the fourth quarter. The
employment gains resulted in a less than
proportional reduction in the unemployment rate
(to 5.8%), given an increase in labour supply
despite the long-term unfavourable demographic
trend. Labour supply benefitted from a further
increase in participation, notably among older
cohorts, as well as from a stronger-than-expected

Member States, Germany

net immigration flow, also following the end of
restrictions for workers from eight of the Member
States that joined the EU in 2004. With a
noticeable carry-over from 2011, a further
expansion of employment by 0.12 million already
in the first two months of 2012 and firms'
assessment of the business outlook improving,
employment is expected to increase by 1.0% this
year and by 0.4% in 2013. The unemployment rate
should fall further to an average of 5.3% next year,
despite a further increase in labour supply due to
further significant net immigration flows and
participation increases reflecting the positive
developments in the German labour market.

Wage growth and inflation

Amid the increasing tightness of the labour market,
trade unions have tabled demands for significant
wage increases in several sectors. For the public
sector, often a reference for private sector wage
negotiations, an agreement was reached for the
federal level and municipalities resulting in a 6.3%
wage increase over the forecast horizon. Together
with wage agreements from 2011, this is projected
to result in growth in wages per employee of
around 3% this year and next. With subdued
productivity developments this year, as firms have
held on to their staff amid the winter semester's
relatively weak activity given prospects of
increasing labour market tightness, this is
projected to result in a sizeable increase in unit
labour costs.

Wage cost developments should also translate into
a slight pick-up in core inflation to around 1%4% on
average in 2013. In 2012, inflationary pressures
from commodity prices are projected to remain
strong, after oil prices already surprised on the
upside in late 2011 and the first quarter of this
year. Overall, this should result in an average
consumer-price inflation rate of 2.3% this year as
measured by the HICP. With moderating
commodity prices, inflation should then return to
below the 2% benchmark in 2013.

Significant consolidation in 2011

The general government deficit declined from
4.3% of GDP in 2010 to 1% of GDP in 2011,
benefiting from favourable cyclical conditions, the
robust labour market, the phasing-out of stimulus
measures, specific fiscal consolidation efforts and
the fading-out of the one-off impact of financial
sector stabilisation measures on the deficit in 2010.
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In particular, the strong growth in tax revenues of
7.1% caused the deficit to fall below the 1.3% of
GDP predicted in the autumn forecast. The debt-
to-GDP ratio decreased to 81.2% in 2011 after
having surged by 8.6 pps. to 83.0% in 2010,
notably due the transfer of impaired assets to "bad
banks" as part of financial sector stabilisation.

Slight fiscal improvement in 2012 and 2013

In line with the more moderate growth outlook, the
deficit is projected to fall only slightly, to 0.9% of
GDP in 2012 and to 0.7% of GDP in 2013. In
2012, consolidation should benefit from the
phasing-out of the remaining stimulus measures
(around 0.4% of GDP). In contrast, the recent
wage agreements for the public sector at federal

not been taken into account. The structural general
government deficit is estimated to fall from 0.8%
of GDP in 2011 to 0.4% of GDP in 2012 and to
0.3% of GDP in 2013. Gross debt is projected to
increase to 82.2% of GDP in 2012 as a result of the
the euro stabilisation measures and to drop again to
80.7% of GDP in 2013 due to the denominator
effect of GDP growth. The expected transfer of a
second portfolio of impaired assets from WestLB
to its "bad bank" ("Erste Abwicklungsanstalt") has
not yet been specified, but is likely to further
increase the debt level in 2012. On the other hand,
the winding-up of assets accumulated in "bad
banks" could potentially reduce the debt stock.

Graph I1.5.2: Germany - General government
gross debt and deficit
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adoption by the Federal Council and has therefore
Table 11.5.1:
Main features of country forecast - GERMANY
2010 Annual percentage change
bn EUR Curr. prices % GDP  92-07 2008 2009 2010 2011 2012 2013
GDP 24768 100.0 1.5 1.1 -5.1 3.7 3.0 0.7 1.7
Private consumption 1423.0 57.5 1.1 0.6 -0.1 0.6 15 0.9 12
Public consumption 488.8 19.7 1.4 3.1 3.3 1.7 1.4 1.2 1.4
Gross fixed capital formation 433.6 17.5 1.1 1.7 -11.4 55 6.4 21 4.7
of which: equipment 170.8 6.9 2.4 38 -22.8 10.0 7.6 27 7.2
Exports (goods and services) 1159.8 46.8 6.5 27 -13.6 13.7 8.2 2.9 5.0
Imports (goods and services) 1024.4 41.4 5.6 3.3 -9.2 1.7 7.4 3.8 6.0
GNI (GDP deflator) 25228 101.9 1.6 0.6 -4.3 3.4 2.8 0.7 1.7
Contribution to GDP growth : Domestic demand 1.1 1.2 -1.6 1.6 2.2 1.2 1.9
Inventories -0.1 0.0 -0.9 0.6 0.0 -0.2 0.0
Net exports 0.5 0.1 2.7 1.4 0.8 -0.3 0.2
Employment 0.2 12 0.0 0.5 1.3 1.0 0.4
Unemployment rate (a) 8.9 7.5 7.8 7.1 59 5.5 53
Compensation of employees/f.t.e. 2.0 2.1 0.0 2.0 3.0 2.7 2.8
Unit labour costs whole economy 0.7 2.3 55 -1 1.4 3.0 1.5
Real unit labour costs -0.7 1.5 42 -1.7 0.6 1.4 -0.4
Saving rate of households (b) 16.2 17.4 17.0 17.0 16.7 16.7 16.7
GDP deflator 1.4 0.8 1.2 0.6 0.8 1.6 1.8
Harmonised index of consumer prices - 28 0.2 1.2 25 23 1.8
Terms of frade of goods 0.3 -1.8 6.0 2.5 -2.8 -1.0 0.3
Merchandise trade balance (c) 4.4 73 57 6.4 6.0 5.6 5.4
Current-account balance (c) 1.1 62 58 58 53 4.7 4.5
Net lending(+) or borrowing(-) vis-a-vis ROW (c) 1.1 62 58 58 53 4.7 4.5
General government balance (c) -2.9 0.1 -32 -43 -1.0 -0.9 -0.7
Cyclically-adjusted budget balance (c) -2.9 -1 -1.3 -3.5 -1.0 -0.4 -0.3
Structural budget balance (c) - -0.8 -1.3 -2.3 -0.8 -0.4 -0.3
General government gross debt (c) 59.0 66.7 74.4 83.0 81.2 82.2 80.7

(a) Eurostat definition. (b) gross saving divided by gross disposable income. (c) as a percentage of GDP.



6. ESTONIA

Export subdued, while domestic demand supports growth

Temporary slowdown in export growth ...

After a sudden fall in real GDP in late 2011,
positive signs are re-emerging in the Estonian
economy. The GDP contraction of 0.2% in the last
quarter of 2011 was limited to the strongly export-
oriented electronics sector that had significantly
contributed to export and GDP growth during the
recovery. Moreover, monthly retail trade and
industrial production data from early 2012 point to
a swift return to growth.

Estonian exporters have gained market shares in
2011, as exports grew remarkably, in particular
exports of goods (by 37.4%). Weak global demand
and a negative carry-over effect from late 2011
may result in moderate export growth figures in
2012, even though the underlying situation of
exporters has not deteriorated as much as
suggested by headline figures.

Graph 11.6.1: Estonia - GDP growth and contributions
40 r pps.

forecast

04 05 06 07 08 09 10 11 12 13

I Exports
——JDom. demand, excl. inv.
=== Export markets (y-0-y%)

I Imports
== GDP growth (y-0-y%)

... while domestic demand remains strong

A solid domestic demand, supported by
consumption and investment, is expected to feed
into a growth rate of real GDP of 1.6% in 2012. In
2011, consumption increased by 4.2%, with a high
contribution from durable goods. Consumer
sentiment has started to improve further lately and,
combined with the strong retail trade data from
latest months, could lead to a relatively strong
2012 outcome. In particular, the declining, but still
positive, saving rate and increasing disposable
income, supported by the 4.4% pension increase in
April 2012, lead to consumption growth
expectations of about 3% for both 2012 and 2013.

Fixed investment is expected to remain strong,
supported by one-off public investment in 2012
and reinforced corporate investment in 2013.
Investment increased by 26.8% in 2011, with high
corporate machinery investment targeted at
increasing productivity. Corporates are positively
minded regarding investment, although Ilow
capacity utilisation may still suggest a slowdown
in the growth rate. Public investment is expected to
grow by 39% in nominal terms in 2012, supported
mainly by spending on energy efficiency related to
CO2 quota revenues. This, in turn, will lead to a
contraction in public investment in 2013.

The current account, in surplus since 2009, is
expected to revert to negative values. The trade
balance may worsen by more than 1 pp. of GDP in
2012, since weak export growth and strong
domestic demand will combine.

In 2013, Estonia’s output growth is expected to
rebound to 3.8%, with a revived export growth
supporting  domestic demand. Households’
deleveraging is expected to continue, making the
growth pattern more sustainable, but also more
dependent on the external environment.

Continuing challenges: labour market ...

After a decline to 11.2% in autumn 2011,
unemployment increased slightly during the
winter, with the tourism sector shedding more
employees than usual after a very favourable
summer season. Slower global growth also played
a role, with a labour market extremely responsive
and the manufacturing sector already laying staff
off in the last quarter of 2011. Participation rates
remain high, while vacancy rates are temporarily
back to pre-boom levels (2004).

Unemployment is expected to start declining again
from mid-2012, albeit at a much slower pace amid
moderate GDP growth. In particular, less
employment growth is expected in industry, but
much will depend on how quickly employers will
be able to adjust to growing labour costs. Monthly
gross wages increased by 5.4% on average in
2011, mainly in the retailing and the housing, but
also in the exporting sector, as bonus payments
recovered in late 2011-early 2012. Nominal wage
growth is expected to remain relatively moderate
at around 4.4% in 2012 and 5.7% in 2013, while
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real wage growth should become increasingly
positive, at around 0.5% in 2012 and 2.3% in
2013.

... and rising prices

After negative values in the first half of 2010,
average annual HICP inflation rapidly rose and
reached 5.1% in 2011, spurred by high food and
oil prices. However, inflation is expected to slow
down to 3.9% in 2012, as food price inflation
recedes. Nevertheless, housing costs and energy
prices will continue to drive inflation. In 2013,
inflation is expected to maintain at around 3.4%,
pulled upwards by the completion of the electricity
distribution reform on 1 January 2013. In parallel,
core inflation is forecast to accelerate again and
near headline inflation towards the end of the year.

Public finances under pressure due to weaker
economic growth and significant investment
obligations

The general government balance recorded a
surplus of 1% of GDP in 2011 due to the strong
employment growth and the positive one-off
effects related to sales of Kyoto units > combined

G9 An Assigned Amount (or 'Kyoto' Unit) represents an
allowance to emit greenhouse gases. In 2010-12, the one-

with substantial delays in implementing the
corresponding investment projects.

Going forward, a mix of cyclical and one-off
factors would exert downward pressure on public
finances. The deficit is expected to reach 2.4% and
1.3% of GDP in 2012 and 2013 respectively.
Among the most significant measures affecting
public finances are a number of one-off projects
and the planned pension increases. Moreover, the
cessation of the temporary measures introduced in
2009 — a suspension of the contributions to the II
pillar pension funds and the temporary limitations
to local governments borrowing — will negatively
affect the general government position. In 2013,
total current expenditure is set to grow by 4.5%
due to expected increases in public sector wages
and the carry-over of the one-off investment
projects.

Net of cyclical factors and one-offs, the general
government deficit is estimated at 0.8% and 0.5%
of GDP in 2012 and 2013. The general
government debt will increase over the forecast
horizon, to 11.7% of GDP in 2013.

off revenues related to the quota sales are expected to
amount to EUR 373 million, and have to be invested in
2011-13.

Table I1.6.1:
Main features of country forecast - ESTONIA
2010 Annual percentage change

bn EUR Curr. prices % GDP  92-07 2008 2009 2010 2011 2012 2013
GDP 14.3 100.0 3.7 -14.3 23 7.6 1.6 38
Private consumption 7.4 52.1 -6.1 -15.6 -1.7 42 28 3.0
Public consumption 3.0 20.9 50 -1.6 -1 1.6 1.0 1.7
Gross fixed capital formation 2.7 18.8 -15.1 -37.9 -9.1 26.8 8.3 8.2
of which: equipment 1.1 7.7 -17.9 -50.2 26.1 44.7 4.0 15.0
Exports (goods and services) 11.4 79.4 0.6 -18.6 22.5 24.9 1.4 5.6
Imports (goods and services) 10.4 725 -6.3 -32.4 20.6 27.0 23 59
GNI (GDP deflator) 13.6 95.0 2.3 -12.0 0.0 7.5 2.2 38
Contribution to GDP growth : Domestic demand -7.9 -20.0 -3.1 7.6 34 3.8
Inventories -2.5 -3.2 34 2.6 -11 0.1
Net exports - 53 1.1 25 0.1 -0.7 0.0
Employment -1.4 0.2 -10.0 -4.8 7.0 0.6 1.2
Unemployment rate (a) 5.5 138 16.9 12.5 1.6 10.5
Compensation of employees/f.t.e. 9.7 -34 1.4 1.4 4.0 5.4
Unit labour costs whole economy 14.1 1.4 -5.6 0.8 3.0 2.8
Real unit labour costs 8.3 2.4 -6.6 -2.8 0.0 -0.2
Saving rate of households (b) 34 1.6 9.6 8.7 4.8 38
GDP deflator 53 -1.0 1.1 3.7 2.9 2.9
Harmonised index of consumer prices 10.6 0.2 2.7 51 3.9 3.4
Terms of frade of goods -0.6 2.2 -1.4 -2.7 -0.4 0.1
Merchandise trade balance (c) -12.1 -4.0 2.3 -3.0 -4.1 -4.1
Current-account balance (c) -9.1 4.6 3.8 0.6 -0.3 -0.3
Net lending(+) or borrowing(-) vis-a-vis ROW (c) 7.9 8.1 7.4 51 3.4 2.5
General government balance (c) 2.9 -2.0 0.2 1.0 -2.4 -1.3
Cyclically-adjusted budget balance (c) -4.6 1.0 2.6 15 -1.8 -1.0
Structural budget balance (c) -4.8 -0.9 -0.5 -0.2 -0.8 -0.5
General government gross debt (c) 4.5 7.2 6.7 6.0 10.4 11.7

(a) Eurostat definition. (b) gross saving divided by gross disposable income. (c) as a percentage of GDP.
Note : Contributions to GDP growth may not add up due to statistical discrepancies.



/. IRELAND

On-going domestic adjustment supported by export growth

The Irish economy stabilises in 2011

The Irish economy returned to growth in 2011
after three years of contraction. GDP increased by
0.7% for the year, although the divergence
between the export-oriented and domestic sectors
continued. While net exports added 4.7 pps. to
growth, domestic demand continued to contract, as
household balance-sheet adjustment continued,
and both fiscal consolidation and contracting
employment reduced disposable incomes. The
effects of public and private sector deleveraging
will continue to weigh on growth in 2012.
However this will be offset again by external
demand, so that overall real GDP growth of 0.5%
is forecast for this year. Growth is then expected to
pick up to 1.9% in 2013 as domestic demand
stabilises and trading partner growth increases.

Domestic demand to coniract again

Domestic demand fell for the fourth successive
year in 2011. Private consumption decreased by
2.7%, government consumption by 3.7%, and
investment by 10.6%. For 2012, the contribution to
growth from domestic demand is set to be negative
once again, albeit smaller. In 2013, the
contribution to growth from domestic demand will
be essentially flat, as investment levels stabilise,
household consumption returns to growth (due to a
slight decline of the precautionary element of
savings) and public consumption continues to be
reduced.

Exports set to remain key engine of growth

Irish exports expanded by a healthy 4.1% in 2011,
although there was some slowdown in the second
half of the year on the back of the weaker pace of
activity in trading partners. Export growth was
driven by the solid performance of the capital-
intensive multinational sector. Gains were also
seen by indigenous firms due to competitiveness
improvements (unit labour costs continued to fall
on the back of productivity improvements and
wage moderation). Export growth is expected to
slow to 3.2% in 2012. Prospects for demand in
Ireland's trading partners are mixed, with the small
contraction in the euro area expected to be offset
by an upward revision to US growth.

Employment stabilises and inflation stays low

Although employment contracted by 2.1% in 2011
as a whole, it grew by a seasonally adjusted 0.6%
in the final quarter of 2011, the first quarter of
employment growth since 2007. This growth came
from export-oriented sectors such as IT, tourism
and manufacturing. While the broader employment
situation is improving, agreed reductions in public
sector employment and firm-specific developments
in the financial sector will lead to a further
employment contraction for 2012 as a whole. For
2013, some employment growth, albeit slow, is
expected, as the drag on growth from domestic
demand slows. This should lead to a small fall in
the unemployment rate to 13.6% as participation
remains flat and net outward migration continues.
Inflation is forecast to rise slightly to 1.7% in
2012. Core inflation will stay low, with upward
pressure on the headline figures coming from
higher energy prices, indirect taxes and a number
of administered price increases throughout 2012.
Inflation is expected to decline to 1.2% in 2013 as
energy price-related effects fall out of the annual
comparison.

Fiscal adjustment on track

The headline government deficit stood at 13.1% of
GDP in 2011. Excluding one-off bank support
measures of 3.7% of GDP, the underlying deficit
was 9.4% of GDP. The better-than-expected
outturn reflects expenditure savings achieved
through tight expenditure control, prudent design
of the budget and higher-than-expected revenues
from fees for bank guarantees and government's
investment in the banks. These, together with
savings on the interest bill (following reductions in
margins on EU loans), outweighed the effect of the
challenging macroeconomic backdrop.

The general government deficit is projected to
decrease to 8.3% of GDP in 2012, below the
government's 2012 budget forecast (8.6% of
GDP). The budget introduced a fiscal adjustment
of 2% of GDP in new measures on top of %% of
GDP from measures already introduced in 2011.
A further improvement comes from lower interest
expenditure, higher revenues from both fees for
bank guarantees and bank dividends, as well as the
stronger-than-expected employment figures since
the budget. One-off bank support measures of 1%
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of GDP are provisionally treated as financial
transactions until it is confirmed by the Irish
statistical authorities, in consultation with Eurostat.

Graph 11.7.1: Ireland - General government debt and
deficit, one-offs and GDP growth
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For 2013, the projected government deficit of
7.5% of GDP includes a planned adjustment of
2.1% of GDP, of which two thirds will fall on
expenditure. Estimates of the annual change in the
structural balance are smaller due to low potential
growth following structural change in the
economy.

The debt-to-GDP ratio is projected to peak at
120% of GDP in 2013. The increase in debt is

driven by still-high primary deficits, additional
banking support measures, and rising debt
servicing costs. The gross debt level is also
affected by the substantial precautionary cash
balances, which are assumed at 7%2% of GDP at
the end of 2013.

Risks remain balanced

Risks to the macroeconomic and fiscal outlook
remain broadly balanced. Downside risks include
the continuing squeeze on disposable incomes as
households seek to deleverage in light of the
substantial fall in their net wealth since 2008, the
bulk of it due to declining property values.
Lending to the SME and household sector
continues to contract. On the production side, there
is potential for a number of drugs falling off-patent
this year and thus depressing industrial output. In
terms of upside risks, any improvement in trading
partner growth may pass through to increased
exports and employment. Given the
competitiveness improvements achieved since
2008, Ireland may see an increase in its market
share of global trade. Finally, the low-interest-rate
environment may allow a smaller contraction in
private consumption while still supporting the
necessary household balance sheet repair.

Table Il.7.1:
Main features of country forecast - IRELAND
2010 Annual percentage change

bn EUR Curr. prices % GDP  92-07 2008 2009 2010 2011 2012 2013
GDP 156.0 100.0 6.6 -3.0 7.0 0.4 0.7 0.5 1.9
Private consumption 793 50.8 5.6 -1.4 -7.2 -0.9 -2.7 -1.7 0.3
Public consumption 293 18.8 53 1.2 -3.7 -3.1 -3.7 -3.8 -2.7
Gross fixed capital formation 18.0 11.5 79 -10.1 -28.8 -25.1 -10.6 -4.0 1.0
of which: equipment 6.1 3.9 8.8 -12.4 -23.5 -16.9 -3.0 24 57
Exports (goods and services) 157.7 101.1 1.6 -1 -4.2 63 4.1 3.2 42
Imports (goods and services) 127.9 82.0 11.0 -30 9.3 2.7 -0.7 1.2 3.0
GNI (GDP deflator) 129.3 82.9 6.2 -3.0 -10.7 -0.8 -2.7 -1.3 1.4
Contribution to GDP growth : Domestic demand 53 -3.0 -10.7 -5.0 -3.3 -1.9 -0.2
Inventories 0.0 -0.9 -0.9 0.9 0.9 0.0 0.0
Net exports 1.7 12 3.4 3.7 4.7 2.3 2.0
Employment 3.8 -1.1 -8.1 -4.2 -2.1 -0.6 0.7
Unemployment rate (a) 8.0 6.3 1.9 13.7 14.4 143 13.6
Compensation of employees/head 513 5.4 -1.2 3.2 -1.4 -0.8 0.1
Unit labour costs whole economy 2.5 7.5 -2.4 -6.9 -4.1 -1.9 -1.2
Real unit labour costs -1 10.1 1.7 -4.6 -3.7 -3.1 -2.3
Saving rate of households (b) - 1.1 14.7 13.4 1.2 10.5 1.1
GDP deflator 37 2.3 -4.1 -2.4 -0.4 1.2 1.2
Harmonised index of consumer prices - 3.1 -1.7 1.6 1.2 1.7 12
Terms of frade of goods -0.5 -55 6.1 -3.4 -8.1 -2.5 -2.5
Merchandise trade balance (c) 19.6 13.2 20.2 23.4 23.3 24.5 25.4
Current-account balance (c) 0.2 -5.6 -2.9 0.5 0.0 1.6 3.1
Net lending(+) or borrowing(-) vis-a-vis ROW (c) 0.9 -5.6 =37 0.1 0.1 1.4 2.7
General government balance (c) 0.6 7.3 -14.0 -31.2 -13.1 -8.3 -7.5
Cyclically-adjusted budget balance (c) 0.1 7.3 -11.7 -29.2 -12.0 -7.8 -7.9
Structural budget balance (c) -7.3 9.7 -9.6 -8.4 -8.1 -7.9
General government gross debt (c) 52.0 44.2 65.1 92.5 108.2 116.1 120.2

(a) Eurostat definition. (b) gross saving divided by gross disposable income. (c) as a percentage of GDP.



8. GREECE

An economy longing for the turnaround

Looking for the turning point in activity ...

The contraction in economic activity in the fourth
quarter of 2011 was far deeper than expected. The
quarterly accounts indicate that real GDP fell by
7.5% in the last three months of 2011, compared
with the same quarter of 2010. For the year as a
whole, real GDP is estimated to have contracted by
6.9%. In 2012 a further contraction is expected,
resulting from both a significant fall in internal
demand and less dynamism in exports than
expected. Households' disposable income being hit
by rising unemployment, cuts in private sector
wages and the fiscal measures will keep domestic
demand contracting. Also, unfavourable business
and consumer sentiment and difficulties in access
to credit for firms and households will contribute
to their postponing spending decisions. The
recovery, which was previously expected for this
year, will be further delayed with, at best, an
insignificant improvement in activity in 2013.

Employment has taken a heavy blow in the face of
contracting economic activity. Total employment
declined by almost 7% in 2011 and an additional
fall is forecast in 2012, with the unemployment
rate projected at 20%. Labour market reforms are
expected to provide a significant contribution
towards both stabilising the employment level and
creating new jobs in the medium-term perspective;
however, employment is not expected to stabilise
before 2013, and the subsequent recovery in the
number of jobs will be slow.

... while internal devaluation gains momentum

Greek net exports are making a positive
contribution to GDP and will remain a major
source of growth in 2012. But the extent of this
positive effect will depend on Greek exporters'
ability to secure benefits from the labour market
and sectoral reforms through increased
productivity, lower production costs, and therefore
gains in competitiveness. The gains in market
shares that are projected for 2012 and 2013 are
only a fraction of the losses seen during the
previous decade.

The current-account deficit, although contracting,
remains at an unsustainable level. It was still above
10% of GDP in 2011, 2 points better than in 2010
and 4 points below 2009. The slow correction in

the external imbalance will continue in 2012 and in
2013, driven by growing exports and an expected
further contraction in imports, reflecting forecast
developments in domestic demand, but also shifts
in relative prices. The current account should also
improve in 2012 in the context of restructuring of
government debt and the concomitant reduction of
interest paid to the rest of the world.

Graph I1.8.1: Greece - Export market shares - Goods
and services

105 1 index, 2005=100

100 +
forecast
90
85

80 -

75
05 06 07 08 09 10 11 12 13

Inflation inertia remains high for an economy that
is entering its fifth year of recession. Both HICP
and constant tax inflation have remained
persistently positive, in contradiction to the
expectation of a fast internal devaluation.
However, the low level of economic activity in
2012 and the reduction in private sector wages is
expected to moderate prices, with slightly negative
inflation rates expected in 2012 and 2013. This is
based on the assumption that action to promote
competition in the goods and services market will
allow the reduction in labour costs to be passed on
to consumers.

The closure of the competitiveness gap is expected
to accelerate. Following years of continued
growth, well in excess of its main trading partners,
unit labour costs are now clearly declining. Wages
in the business sector have been falling in recent
quarters but at a pace that was insufficient to help
recover competitiveness, also due to continued
wage moderation in Greece’s main trading
partners. However, the recent labour market
measures are expected to contribute to further
significant reductions in labour costs over the next
two years. Also, the product and service market
reform will have a crucial role in increasing
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internal competition and
competitiveness.

improving external

Graph 11.8.2: Greece - Inflation and inflation at
constant taxes
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Continued progress in
deficit.

reducing the fiscal

The 2011 general government deficit fell to 9.1%
of GDP from 10.3% of GDP in 2010. The decline
in the deficit ratio resulted from an increase in the
revenue-to-GDP ratio of 1.2 pps., while the
primary expenditure ratio as a share of GDP fell by
1.4 pps. The increase in interest expenditure of
more than 1 pp. means that the improvement in the
primary deficit was almost 2% pps. The general

government consolidated gross debt in 2011 was
above 165% of GDP, up from 145% of GDP in
2010.

In 2012 the general government deficit is projected
at 7.3% of GDP, which is consistent with a target
for the primary deficit of 1% of GDP. To achieve
this objective, the Government adopted cuts in
expenditure of 1.5% of GDP in the first quarter.
The Government aims at achieving a primary
surplus of 1.8% of GDP in 2013. Based on current
projections, this would require additional
expenditure savings of 3.8% of GDP to be
identified in coming months.

The implementation of the debt exchange (private
sector involvement or PSI) will help to put Greek
public finances back on a sustainable path.
However, given the sluggish economy, the debt
ratio will only start to decline in a sustainable
manner after 2013.

Table I1.8.1:
Main features of country forecast - GREECE
2010 Annual percentage change

bn EUR Curr. prices % GDP  92-07 2008 2009 2010 2011 2012 2013
GDP 227.3 100.0 3.1 -0.2 -3.3 -3.5 -6.9 -4.7 0.0
Private consumption 169.4 745 3.0 40 -1.3 -3.6 .71 -5.7 -11
Public consumption 413 18.2 29 -2.1 4.8 7.2 -9.1 -11.0 -9.5
Gross fixed capital formation 3738 16.6 49 -6.7 -15.2 -15.0 -20.7 -6.6 6.7
of which: equipment 138 6.1 11.0 1.3 -24.0 -20.0 -22.1 -5.2 6.7
Exports (goods and services) 489 21.5 62 3.0 -19.5 42 -0.3 3.2 54
Imports (goods and services) 69.1 30.4 6.3 3.3 -20.2 7.2 -8.1 -5.1 0.0
GNI (GDP deflator) 221.1 97.3 238 0.6 2.4 -338 7.3 -3.4 0.2
Contribution to GDP growth : Domestic demand 3.6 0.8 -3.4 -7.0 -10.6 -7 -1.4
Inventories 0.0 -0.5 -2.9 0.4 1.3 0.3 -0.2
Net exports -0.6 0.5 3.1 3.0 2.4 2.3 1.4
Employment 1.3 0.8 -0.2 =19 -6.7 -4.8 -0.2
Unemployment rate (a) 9.8 7.7 9.5 12.6 17.7 19.7 19.6
Compensation of employees/head 7.5 6.1 4.0 3.3 -3.2 -8.0 -1.3
Unit labour costs whole economy 5.6 7.1 7.2 -1.7 -3.0 -8.1 -1.5
Real unit labour costs -0.5 22 43 -34 -4.5 -7.4 -11
Saving rate of households (b) - 0.3 3.0 -3.0 2.9 -6.3 -4.7
GDP deflator 6.1 47 238 1.7 1.6 -0.7 -0.4
Harmonised index of consumer prices - 42 1.3 4.7 3.1 -0.5 -0.3
Terms of frade of goods 0.0 -0.6 -3.4 1.7 0.6 -0.3 -0.8
Merchandise trade balance (c) -15.4 -20.8 -16.0 -13.8 -13.3 -12.3 -12.1
Current-account balance (c) -7.0 -17.9 -143 -12.3 -11.3 -7.8 -6.3
Net lending(+) or borrowing(-) vis-a-vis ROW (c) - -16.2 -13.3 -10.6 -9.9 -6.3 -4.7
General government balance (c) -6.6 9.8 -15.6 -10.3 -9.1 7.3 -8.4
Cyclically-adjusted budget balance (c) -6.7 -10.7 -15.0 -8.7 -5.4 -2.6 -4.5
Structural budget balance (c) -9.8 -14.7 -9.0 -5.7 -2.9 -4.5
General government gross debt (c) 99.2 113.0 129.4 145.0 165.3 160.6 168.0

(a) Eurostat definition. (b) gross saving divided by gross disposable income. (c) as a percentage of GDP.



9. SPAIN

Difficult times ahead

Rebalancing continues as the economy enters
into recession

Spain is undergoing a deep structural adjustment
following the reversal of the housing and
construction boom. The large stock of accumulated
private sector debt is prompting deleveraging
among households and non-financial corporations.
The banking sector, which still has significant
exposure to the real estate and construction sector,
is undergoing necessary restructuring and
recapitalisation. Unemployment is unacceptably
high and is likely to increase further. Finally,
public finances need to be brought back onto a
sustainable path. The correction of these
imbalances will affect domestic demand adversely
over the forecast horizon, although a gradual
improvement is expected in 2013. Resilient
exports and weaker imports, implied by subdued
domestic demand, should continue to support net
exports and, thus, economic growth.

Real GDP is expected to contract by 1.8% in 2012
and by 0.3% in 2013 due to a large negative carry-
over. In the last quarter of 2011, Spain entered
recession, driven by a larger-than-expected
deterioration in the labour market, lower public
expenditure, and deteriorating credit conditions,
while the euro-area sovereign-debt crisis
intensified and external demand weakened.
Internal demand is set to act as a drag on growth in
2012, only partially compensated for by external
demand. The contraction is expected to be at its
strongest in the second half of 2012, reflecting the
short-term impact of consolidation efforts. In 2013,
quarterly GDP growth is projected to turn positive,
but this is subject to the no-policy-change
assumption.

Tensions in European wholesale financial markets,
with negative spill-over effects on credit supply,
were alleviated by the ECB's policy intervention of
providing longer-term liquidity. However, the
Spanish financial system as a whole remains
vulnerable to market tensions given its large
exposure to problematic real estate and
construction assets, a weak economic outlook and
large refinancing needs. In the short term, the
necessary adjustment of bank balance sheets will
contribute to keeping credit flow to the economy
very constrained, which will dampen private
consumption and investment.

Graph 11.9.1:Spain - Net external borrowing, GDP and
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Weak domestic demand: a drag on economic
growth

Private consumption is expected to be very weak
in 2012, driven by persistently high and still rising
unemployment, large household debt, and a
binding credit constraint. Households' disposable
income is set to decline significantly due to higher
employment destruction, slower wage growth, and
an increase in income taxes. In addition,
households' wealth will be reduced given an
expected further fall in house prices. However, due
to forecast lower inflation, the fall in gross
disposable income in real terms is likely to be
comparable to 2011. The savings rate is expected
to decrease to around 11% as households try to
smooth  their  consumption.  Nevertheless,
households should remain net lenders over the
forecast horizon given that they are expected to
continue to reduce investment in housing.

Non-financial corporations are expected to
increase their gross operating surplus, due to a
further decline in labour costs, and their gross
saving should grow despite the increase in their
direct taxes. Investment, particularly investment in
equipment, is set to decline given the unfavourable
economic outlook, high corporate indebtedness,
excess capacity and difficult access to credit. All in
all, corporations are expected to increase their net
lending position, thus increasing the potential for a
faster reduction of accumulated debt.

Residential investment was weak in 2011. The
decline in house prices accelerated to 11% in the
last quarter (in year-on-year terms) and prices are
expected to continue falling in the short term,
paving the way for further adjustment of the

73



European Economic Forecast, Spring 2012

74

housing sector and possibly a slight reduction in
the large stock of unsold houses. Non-residential
investment is expected to decline, driven mostly by
fiscal consolidation measures and, to a lesser
extent, by corporations reducing their investment.
Public consumption is also expected to fall,
reflecting fiscal consolidation needs, including
those addressed in the 2012 budget.

Strong support from exports growth

Exports growth is expected to remain robust over
the forecast horizon although the pace of growth
should ease. Declining unit labour costs (ULC) and
improving product and regional diversification
have allowed Spain to increase its export market
share — a trend that is expected to continue over the
forecast horizon, which is important to further
reduce the high external deficit. As a result of
relatively strong exports and falling imports,
Spain's trade balance has significantly improved.
In particular, the non-energy goods balance was
close to equilibrium, while the non-tourist services
balance moved into a surplus at the end of 2011.
This resulted in an accelerated correction of the
current-account deficit, which declined to 3.9% of
GDP in 2011 and is expected to be close to balance
by 2013. However, the high dependence of the
Spanish economy on energy imports and the high
and increasing interest burden may constrain the
necessary improvement of the current account.

Employment set to decrease further

The labour market situation deteriorated further,
beyond what was expected in the autumn forecast,
and the unemployment rate reached 22.8% in the
last quarter of 2011. Looking beyond the overall
figures, the composition of the labour market
adjustment has also changed. In the last quarter of
2011, permanent employment fell by more (-3.4%)
than temporary employment (-2.5%), contrary to
the pattern seen in previous quarters. In addition,
most of the adjustment took place through a
reduction in the number of workers rather than
through the reduction in the hours worked, which
further increased unemployment.

The recent labour market reform allows firms
greater flexibility to adjust wages and employment
to their specific economic situation. Given the
current weakness of the Spanish economy, this
reform is likely to result in more moderate growth
(or even a reduction) in wages and some further
falls in employment in the short term.

Moderation in wage growth and inflation

Inflation decelerated towards the end of 2011, due
to the fading out of temporary effects (VAT and
excise duty increases) and some moderation in
energy price growth. Over the forecast horizon,
weak domestic demand is expected to put
downward pressure on core inflation. However,
compared to the autumn 2011, the inflation
forecast for 2012 has been revised upwards,
mainly due to higher expected oil prices. In
addition, an increase in some administered prices
(including electricity, gas, and public transport)
will also put some upward pressure on prices.
Wage growth is expected to be moderate and, in
combination with the projected continued strong
growth in labour productivity, will further reduce
ULC. The inflation differential with the euro area
is expected to be negative, leading to some
improvement in price competitiveness.

Risks to baseline scenario

This forecast is subject to considerable risks. An
intensification of the sovereign-debt crisis could
significantly increase Spain's risk premium. Also,
a further deterioration in bank balance sheets could
have negative consequences for lending to the real
economy and public finances. Higher-than-
expected oil prices would affect the Spanish
economy  disproportionally  given its oil
dependence. In addition, the household saving rate
could increase due to greater precautionary saving.

Ambitious fiscal consolidation planned

The general government deficit was 8.5% of GDP
in 2011, above the government target of 6%.
About two thirds of this deviation was due to
Autonomous Communities, while slippages at
central government and social security were more
limited. The deviation was driven mainly by
weaker-than-expected revenues, linked to lower-
than-foreseen growth and weak tax elasticities.
Notably, taxes on production and imports (VAT,
taxes on real estate transactions) recorded major
shortfalls, affecting both the central and regional
governments. Social contributions also came in
weaker in line with a stronger-than-expected
deterioration in the labour market.

In 2012, the general government deficit is
projected to reach 6.4% of GDP. This would imply
a reduction of slightly over 2 pps. of GDP
compared with 2011. On 30 March 2012, Spain
adopted its draft 2012 budget law, which targets a



central government deficit of 3.5% of GDP (down
from 5.1% of GDP in 2011) and a balanced budget
for social security. For general government, the
target is a deficit of 5.3% of GDP. Whereas the
target of the central government should be within
reach, deviations are projected at this stage for
regional governments. This reflects the standard
no-policy-change assumption and the fact that not
all consolidation measures at regional level for
2012 have been specified yet. Moreover, the social
security system is projected to record a deficit
again this year in line with a deteriorating labour
market outlook.

Total revenues are set to rise by 0.9% of GDP in
2012, boosted by revenue-increasing fiscal
measures mainly in direct taxation, such as
changes to income and corporate taxation. Some of
these measures are temporary in nature (e.g.
increase in income taxes, a change in the 'tax
instalment' system for corporate taxes). This
forecast does not incorporate the expected impact
of the fiscal amnesty and additional measures to
fight tax fraud, given the uncertainties involved in
estimating the additional revenue created by such
measures. The successful implementation of the
fiscal amnesty would imply a better fiscal outcome
than currently projected. Total expenditure is
expected to decline by 1.2% of GDP, underpinned
by deep cuts in ministerial spending levels. The
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budget envisages major cuts in capital spending
and — to a lesser extent — in current spending,
including a freeze in public sector wages and
hiring stops for public employees. The recently
announced regional savings in the areas of health
and education are taken into account in this
forecast and have an impact in 2012 and 2013.

Risks appear to be broadly balanced. An even
deeper-than-projected  recession or  greater
sensitivity of revenues to the on-going structural
adjustment could entail bigger revenue shortfalls
and higher social expenditure. On the contrary,
strict enforcement of the Budget Stability Law and
the adoption and implementation of strong fiscal
measures at regional level would mitigate the risks
of a slippage. Based on the no-policy-change
assumption, the budget deficit is forecast to reach
6%% of GDP in 2013.

The structural balance is expected to improve from
a deficit of 7%% of GDP in 2011 to 4%% of GDP
in 2012 and 2013. Amidst the still-high public
deficits and negative GDP growth, government
debt is set to increase from 68.5% of GDP in 2011
to 87.0% of GDP in 2013.

Table 11.9.1:
Main features of country forecast - SPAIN
2010 Annual percentage change

bn EUR Curr. prices % GDP  92-07 2008 2009 2010 2011 2012 2013
GDP 1051.3 100.0 3.1 0.9 -3.7 0.1 0.7 -1.8 -0.3
Private consumption 606.9 57.7 3.0 -0.6 -4.3 0.8 -0.1 -2.2 -1.3
Public consumption 2217 21.1 3.8 59 3.7 0.2 -2.2 -6.9 -3.5
Gross fixed capital formation 240.3 229 43 -4.7 -16.6 -6.3 -5.1 -7.9 -3.2
of which: equipment 62.7 6.0 4.6 -3.2 -229 52 15 -6.1 -3.0
Exports (goods and services) 283.9 27.0 7.6 -1.0 -10.4 13.5 9.0 3.2 47
Imports (goods and services) 306.2 29.1 8.4 -5.2 -17.2 8.9 -0.1 -5.6 -0.9
GNI (GDP deflator) 1035.9 98.5 3.0 0.5 -3.3 0.7 -0.2 -2.2 -0.6
Contribution to GDP growth : Domestic demand 3.6 0.7 -6.5 -1.0 -1.8 -4.4 -2.1
Inventories 0.0 0.1 0.0 0.0 0.0 0.0 0.0
Net exports -0.5 1.5 238 0.9 2.5 2.7 1.8
Employment 2.3 -0.2 =6:5 -2.6 -2.0 -3.7 -1.5
Unemployment rate (a) 14.1 1.3 18.0 20.1 21.7 24.4 25.1
Compensation of employees/f.t.e. 40 6.1 43 0.0 0.8 0.1 0.1
Unit labour costs whole economy 3.2 49 1.4 -2.6 -1.9 -1.8 -1
Real unit labour costs -0.7 2.5 1.3 -3.0 -3.2 -2.7 -1.7
Saving rate of households (b) - 13.5 18.5 13.9 11.6 10.7 1.1
GDP deflator 3.9 2.4 0.1 0.4 1.4 0.9 0.7
Harmonised index of consumer prices - 4.1 -0.2 2.0 3.1 1.9 1.1
Terms of frade of goods 0.4 2.3 50 -1.6 -3.2 -1.9 -1.9
Merchandise trade balance (c) -5.0 7.8 -40 -4.5 -3.7 -2.1 -1
Current-account balance (c) -3.7 -9.6 -5.1 -4.5 -3.9 -2.0 -1.0
Net lending(+) or borrowing(-) vis-a-vis ROW (c) 2.8 9.2 -4.7 -4.0 -3.4 -1.4 -0.4
General government balance (c) -2.1 -4.5 -11.2 -9.3 -8.5 -6.4 -6.3
Cyclically-adjusted budget balance (c) -2.1 -4.6 9.3 -7.4 -6.9 -4.5 -4.8
Structural budget balance (c) - -4.3 -8.7 7.4 7.3 -4.8 -4.8
General government gross debt (c) 54.2 40.2 53.9 61.2 68.5 80.9 87.0

(a) Eurostat definition. (b) gross saving divided by gross disposable income. (c) as a percentage of GDP.
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10. FRANCE

Resilient economic growth so far, slow recovery ahead

A growth pattern blurred by temporary items

After months of uncertainty and a weak economic
environment, recent signals seem to point towards
a recovery of the French economy in 2012. A
stronger-than-expected economic growth in the
fourth quarter of 2011 (0.2%), together with a
straightening up in the consumption of goods and
services in the first few months of 2012, suggest
that France is faring better compared with its main
peers in the euro area. However, this needs to be
put in perspective, as some temporary effects seem
to have also played a significant role in these
broadly positive developments.

Results in the fourth quarter of 2011 were strongly
supported by dynamic investments, particularly by
non-financial companies, and by exports. Part of
the surge in investment can be linked to the
anticipation by firms of the higher taxation of cars
which came into force on 1 January, 2012. Exports
benefited from exceptional sales in the
aeronautical sector. The rise in energy
consumption in February 2012, on the back of
colder weather than usual, seems to have sustained
private consumption. Without these temporary
elements the slowdown of the French economy
would have been more pronounced.

In 2012, the recovery would therefore be slower
than could be expected from the latest economic
results. Private consumption would not play its
usual role as an engine for growth, although it
might be resilient enough as to prevent the country
from entering a recession. Instead, investment is to
set the pace for the overall economic recovery.
With 0.5% annual GDP growth, the French
economy is nevertheless forecast to be on a
somewhat more dynamic path than most of the
other euro-area Member States.

In 2013, this moderately positive trend is expected
to gradually gain momentum. Increased confidence
of private households is forecast to allow for a
decrease in the savings rate, and investment would
gradually return to the pace seen in 2011. Overall,
real GDP growth is expected to increase to 1.3% in
2013, only marginally below the 1.4% expected in
the autumn 2011 forecast, but slightly above the
average for the euro area.

Labour market: not yet out of the woods

Employment has fallen in the second semester
with the number of employees in the private sector
down by 0.3%. The unemployment rate rose by a
cumulated 0.3 pp. in the last two quarters of 2011.
The statistics provided by the unemployment
offices suggest that long-term unemployment and
unemployment among senior workers increased
most.

The slow economic recovery is expected to be
insufficient to stop the deterioration in the job
market. After reaching 9.7% in 2011, the
unemployment rate is expected to increase to
10.2% in 2012 and to stabilise at 10.3% in 2013.

Labour market prospects to weigh on private
consumption and the speed of the recovery

The recovery of private consumption in 2012 and
2013 will be dampened by negative developments
in the labour market. The high level of
unemployment is likely to weigh on wage
negotiations. In a context of relatively high
inflation, real wages are set to remain flat in 2012
and 2013.

Graph 11.10.1: France - GDP growth and contributions
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Uncertainties about the labour market should also
have a negative impact on the propensity to
consume, with savings being maintained at a high
level in 2012. In 2013, households should reduce
their level of precautionary savings on the back of
the foreseen stabilisation in the labour market and
a better economic outlook.



Gradual pick up in investment

In the second semester of 2011, pessimism among
investors, together with concerns about a potential
credit crunch, led to high uncertainty. In early
2012, the intervention by the ECB dampened
worries on the credit market and contributed to a
significant improvement in economic sentiment.

However, the conditions for a rapid pick-up in
investment do not yet seem to be met. Sluggish
expectations make investors behave cautiously, as
the limited demand for credit shows. The operating
surplus of French companies, which reached a low
point in 2011, is expected to continue to constrain
their ability to invest.

Lower investment in the car sector (which was
very dynamic in the fourth quarter of 2011) and
the impact of low temperatures on the construction
sector in February are expected to translate into
temporarily negative investment growth in the first
quarter of 2012. Increasing confidence is then
projected to start to drive a gradual recovery
throughout the forecast period, leading to a
virtuous cycle in 2013, with increased demand and
improved profitability resulting in a partial catch-
up in investment.

After the strong destocking observed in the last
quarter of 2011, the level of stocks should stabilise
over the forecast horizon. Due to a strong carry-
over, stocks would make a negative contribution to
growth in 2012 and a neutral contribution in 2013.

External trade driven by the modest rebound in
external demand

After a dynamic fourth quarter of 2011, driven by
steady sales by the aeronautic industry, exports are
expected to slow down in 2012 due to sluggish
international demand. In 2013, the projected
recovery of demand in the EU, together with
efforts to curb the losses in export market shares,
would result in recovering exports.

Due to the weakness of domestic demand, imports
are expected to remain depressed in 2012. Net
external trade would therefore contribute
positively to growth in 2012. In 2013, the
contribution from net exports would be neutral.

Decreasing inflationary pressures

The rapid increase in energy prices in 2011 has
contributed to the relatively high level of inflation

Member States, France

despite a gloomy economic context. In 2012,
although oil prices are assumed to stabilise, the
recent increase is set to gradually feed through and
the HICP inflation likely to be broadly unchanged
at 2.1%, from 2.3% in 2011.

In 2013, the inflation rate is expected to continue
to decrease to 1.9% on the back of high levels of
unemployment and weak level of economic
growth. The increase in the reduced VAT rate
from 5.5% to 7%, the announced rise in the
general rate from 19.6% to 21.2% in October 2012
and additional taxes on tobacco are forecast to
dampen the impact of expected downward
pressures on inflation.

Increasingly balanced risks

Beyond the risks associated with the general
economic environment, specific risks relating to
the French economy appear more balanced than in
the autumn of 2011.

The return of confidence in the private sector in
early 2012 after months of continuous
deterioration could signal a stronger recovery. In
this case, a faster pick-up in investment, together
with a possibly lower level of savings rate would
improve the growth profile of France.

On the other hand, although a number of
uncertainties related to the financial sector have
been lifted, the impact of stronger capital
requirements of banks could have a stronger than
expected adverse impact on credit standards, hence
limiting the level of investment by companies.

Improved fiscal position with challenges
remaining

In 2011, the general government deficit reached
5.2% of GDP, down from 7.1% in 2010 and below
the official target of 5.7% (the target was also
overachieved in 2010). While partly due to the
phasing out of the remaining stimulus measures,
exceptional military equipment expenditure
recorded in 2010 and some other exceptional
factors (adding up to nearly 1% of GDP), the
deficit reduction also stems from new measures on
the revenue side (0.7%); growth above potential
also played a role (0.2%). The better outcome
compared to the autumn 2011 forecast, which
projected a deficit of 5.8% of GDP, partly comes
from  windfall revenues and  statistical
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reclassifications, implying only a limited base
effect for 2012.

Turning to 2012, the deficit is expected to decrease
further on the back of the consolidation measures
announced in the second half of 2011 and in
January 2012 (estimated impact of around 1% of
GDP) and adopted as part of the supplementary
budget for 2011 as well as the budget and the
supplementary budget for 2012. These measures
are mainly revenue based (0.8% of GDP). They
include a further cut in tax expenditures; no
indexation of tax brackets concerning personal
income tax and tax on wealth in 2012—13; limiting
the possibilities for carrying over losses in the
calculation of corporate income tax; an additional
temporary tax on top incomes and large
companies; higher taxes on capital income and
gains; an increase in VAT for several categories of
goods and services enjoying a reduced rate (from
5.5% to 7%); and a rise in excise duties on tobacco
and alcohol. On the expenditure side, savings
come from cuts in central government expenditure;
an only partial indexation of some social benefits
(e.g. family and housing); and a tighter healthcare
spending norm. Furthermore, the 2010 pension
reform will start to yield budgetary savings. On the
other hand, economic growth below potential will
have a negative impact on the headline deficit.

Table 11.10.1:

Main features of country forecast - FRANCE
2010

Overall, the 2012 deficit is projected to reach 42%
of GDP.

The deficit is expected to continue to decrease in
2013, albeit only slightly, remaining above 4% of
GDP. The rise in social benefits is set to decelerate
thanks to the economic recovery and the increasing
impact of the pension reform. Already adopted
revenue measures of around 0.2% of GDP will
also contribute to lowering the deficit. However,
under the usual no-policy-change assumption, the
expected outcome remains significantly above the
official target of 3% of GDP. Projected higher
expenditure growth and lower GDP growth
prospects are the main drivers explaining the
difference.

Overall, this implies a cumulated improvement in
the structural balance of around 1%% of GDP in
2012-13, mainly concentrated in 2012.

The debt ratio is expected to continue to rise over
the forecast horizon on the back of still-high
expected deficits. The public loan launched in
2010 (the so-called '"investissements d'avenir"
programme, notably consisting in  public
investment) is set to have only a marginal impact.

Annual percentage change

bn EUR Curr. prices % GDP  92-07 2008 2009 2010 2011 2012 2013

GDP 1932.8 100.0 2.0 -0.1 -2.7 1.5 1.7 0.5 1.3
Private consumption 11242 58.2 1.9 0.2 0.2 1.4 0.4 0.7 1.5
Public consumption 479.9 248 1.5 1.3 2.3 1.2 0.8 0.5 0.5
Gross fixed capital formation 87818 19.3 2.4 0.3 -9.0 -1.2 29 0.5 1.8
of which: equipment 93.6 4.8 35 3.5 -9.6 4.1 8.9 0.5 4.9
Exports (goods and services) 492.2 25.5 5.0 0.3 -12.4 9.7 4.9 25 4.8
Imports (goods and services) 537.5 27.8 52 0.9 -10.8 8.8 4.6 1.3 43
GNI (GDP deflator) 1968.1 101.8 2.1 -0.1 -2.9 1.7 1.8 0.7 1.4
Contribution to GDP growth : Domestic demand 1.9 0.5 -1.3 0.9 1.0 0.6 1.4
Inventories 0.1 -0.2 -1.2 0.6 0.8 -0.4 0.0

Net exports 0.0 -0.3 -0.2 0.1 0.0 0.3 0.0

Employment 0.7 0.7 -1.4 0.1 0.7 0.4 0.4
Unemployment rate (a) 9.7 7.8 9.5 9.8 9.7 10.2 103
Compensation of employees/f.t.e. 2.6 2.4 1.8 2.1 2.8 2.1 2.0
Unit labour costs whole economy 1.3 3.2 3.2 0.7 1.8 21 1.1
Real unit labour costs -0.3 0.6 2.7 0.1 0.2 0.6 -0.6
Saving rate of households (b) 14.9 15.3 16.2 15.6 15.9 16.4 16.3
GDP deflator 1.6 2.5 0.5 0.8 1.6 1.5 1.8
Harmonised index of consumer prices 1.8 32 0.1 1.7 23 21 1.9
Terms of frade of goods 0.0 -0.7 2.2 2.6 -2.2 -1.2 0.3
Merchandise trade balance (c) 0.2 2.7 -2.2 2.6 -3.4 -3.5 -3.5
Current-account balance (c) 0.8 -19 -2.1 -22 -2.7 -2.4 -2.1
Net lending(+) or borrowing(-) vis-a-vis ROW (c) 0.8 -1.9 -2.1 22 -2.7 -2.2 -2.0
General government balance (c) -3.4 -3.3 7.5 7.1 -5.2 