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FOREWORD

The euro area economy is headed for a continued, moderate recovery amid more challenging global
conditions. Domestic demand is currently supported by a convergence of tailwinds, but its underlying
dynamics remain slow. Investment is set to accelerate, but less than in past recoveries and in other
advanced economies, as subdued demand expectations, economic and policy uncertainty and, in some
Member States, corporate deleveraging pressures and high levels of non-performing loans persist. In the
first half of this year, gross domestic product in the EU as a whole grew slightly faster than expected,
supported by low oil prices, a relatively low euro exchange rate and easy financing conditions. Oil prices
are now expected to remain at low levels for an extended period. The related increase in real disposable
income has already boosted private consumption, which remains the main driver for growth. With the
euro's trade-weighted exchange rate more than 6% lower this year than in 2014, euro area export growth
surpassed expectations in the first half of 2015, despite the world trade slowdown. The combination of
quantitative easing and credit easing by the ECB has reduced financing costs and attenuated financial
fragmentation. Annual credit growth in the euro area has now turned positive also for non-financial
corporations. The broadly neutral stance of fiscal policy, which is expected to be maintained over the
forecast horizon, is helping to stabilise economic activity.

At the same time, emerging market economies have slowed down considerably, with some going through
deep recessions. A combination of intertwined factors is responsible for this, including economic
readjustment and slower growth in China and the sharp fall of many commodity prices. Financial-market
volatility, the expectation of higher US interest rates, heightened risk aversion and geopolitical tensions
are also taking a toll on emerging markets' growth. Slow global trade growth should dampen euro area
exports in the coming quarters. Low commodity prices are leading to a significant redistribution between
producers and importers. Moreover they have pushed headline inflation close to zero in many advanced
economies and have affected inflation expectations. Widespread political instability and war, in particular
in the Middle East and Africa, have resulted in the largest ever recorded number of displaced people
worldwide. As perspectives for returning home to safety any time soon have faded, many are now seeking
asylum in the EU. It is beyond the scope of this forecast to examine the social or societal implications of
the arrival of large numbers of asylum seekers, but the forecast does attempt a first assessment of the
immediate growth impact of the additional fiscal expenditure to cater for asylum seekers and the potential
and more gradual impact from an increase in the labour force. The analysis shows that, if managed
properly, the inflow of refugees will have a small favourable effect on growth in the short and medium
term. This will crucially depend on policies to integrate accepted refugees in the labour market.

Given the fading impetus from tailwinds, the continued drag from legacies of the crisis, such as
deleveraging pressures and weaknesses in banking sectors in some Member States, and the weaker global
economy, growth in 2016 and 2017 is set to remain modest. Moreover, a number of developments could
result in lower-than-expected growth, such as a further deterioration of world trade, larger-than-expected
spillovers from the slowdown in emerging markets, or contagion via financial markets. In this context,
macroeconomic policies need to continue supporting the recovery by underpinning the rotation from
external to domestic demand, notably investment. This requires supportive fiscal policies in full respect of
fiscal rules, combined with a more growth-friendly composition of public finances. Macroeconomic
policies need to be accompanied by structural reforms to improve the efficiency of labour- and product
markets and increase growth potential. Progress is also required on boosting investment and completing
the Economic and Monetary Union in line with the Five Presidents' Report as proposed by the
Commission in the EMU package of 21 October.

Marco Buti
Director General
Economic and Financial Affairs






OVERVIEW

A gradual and timid The economic recovery of the euro area and the EU is now entering its third
recovery continues year and is forecast to continue. Although subdued compared to past
amid more experiences, the present recovery has so far proven resilient to temporary
challenging global bouts of uncertainty. The slowdown in emerging market economies and the
conditions recent sharp fall in global trade growth, however, are set to take their toll, and

downside risks related to the external environment have increased.

Euro area recovery As expected, the recovery in the euro area has been supported this year by a

supported by tailwinds ~ conjunction of positive factors including low oil prices, a relatively weak
external value of the euro, and policy support, in particular the ECB's very
accommodative monetary policy and a broadly neutral fiscal stance. These
tailwinds have visibly stimulated private consumption and exports but the
pace of economic growth overall remains relatively muted considering the
strength of these factors. Investment activity, in particular, is still lagging
despite favourable financing conditions due to economic and policy
uncertainty. In some Member States, deleveraging pressures still linger.

Emerging market While economic growth should still benefit from these tailwinds, their
slowdown puts the strength is expected to fade and the euro area and EU economy now face
brakes on world trade  headwinds from the slowdown in emerging market economies (EMEs),
increased global uncertainty, and persistent geopolitical tensions. The euro’s
past depreciation has so far helped to sustain euro area exports but the sharp

Table 1:
Overview - the autumn 2015 forecast
Unemployment

Real GDP Inflation Current account Budget balance
rate

2015 2016 2017 2015 2016 2017 2015 2016 2017 2015 2016 2017 2015 2016 2017
Belgium 1.3 13 17 0.6 17 15 8.6 8.4 7.9 18 2.0 1.9 2.7 26 23
Germany 1.7 19 1.9 02 1.0 17 4.7 4.9 5.2 8.7 8.6 8.4 0.9 0.5 0.4
Estonia 1.9 2.6 26 01 18 2.9 6.5 6.5 7.6 16 12 0.1 02 0.2 0.1
Ireland 6.0 45 35 03 14 16 9.5 8.7 7.9 5.9 5.7 4.7 22 -15 15
Greece 1.4 -13 2.7 -1.0 1.0 0.9 25.7 2538 24.4 -1.0 -0.3 01 -4.6 36 22
Spain 31 2.7 2.4 05 0.7 12 223 205 19.0 14 13 14 -47 36 26
France 11 14 1.7 01 0.9 1.3 104 104 102 -13 -16 22 38 34 33
Italy 09 15 14 02 1.0 19 12.2 1138 116 2.2 1.9 1.9 26 23 16
Cyprus 1.2 14 2.0 -16 0.6 13 15.6 146 133 35 32 3.0 0.7 0.1 0.3
Latvia 24 3.0 33 02 14 21 10.1 9.5 8.8 -18 -19 22 -15 12 11
Lithuania 17 2.9 34 08 0.6 22 9.4 8.6 8.1 038 0.2 03 11 -13 0.4
Luxembourg 31 32 30 03 17 17 5.9 5.8 5.8 43 4.0 3.7 0.0 0.5 0.5
Malta 43 36 31 11 18 2.2 5.8 5.7 5.8 2.0 38 42 17 -12 11
Netherlands 2.0 2.1 2.3 02 12 15 6.9 6.6 6.3 105 10.4 9.6 21 -15 12
Austria 0.6 15 14 0.9 18 2.0 6.1 6.1 6.0 2.6 2.6 28 19 -16 -13
Portugal 17 17 18 0.5 11 13 126 117 1038 0.5 0.5 03 3.0 2.9 25
Slovenia 2.6 1.9 25 06 0.8 14 9.4 9.2 8.7 7.0 75 7.2 29 24 2.0
Slovakia 3.2 29 33 -0.2 1.0 16 11.6 105 96 0.0 1.2 0.3 2.7 24 2.0
Finland 0.3 0.7 11 0.2 0.6 15 9.6 9.5 9.4 -1.1 -1.0 0.9 32 2.7 23
Euro area 1.6 1.8 19 0.1 1.0 1.6 11.0 10.6 10.3 3.7 3.6 3.4 -2.0 -1.8 -15
Bulgaria 17 15 20 08 0.7 11 101 9.4 8.8 14 13 0.9 2.8 27 27
Czech Republic 43 22 27 04 1.0 16 52 5.0 48 25 2.4 2.1 -19 -1.3 1.1
Denmark 16 2.0 1.8 0.4 15 1.9 6.1 5.8 5.5 7.0 6.9 6.5 33 25 1.7
Croatia 11 14 17 0.1 0.9 17 16.2 156 147 4.4 2.9 3.2 -4.9 -47 4.1
Hungary 2.9 22 25 01 19 25 71 6.7 6.2 43 515 6.1 23 2.1 2.0
Poland 35 35 35 0.6 14 19 7.6 7.2 6.8 0.5 0.9 15 28 2.8 2.8
Romania 35 41 36 04 0.3 23 6.7 6.6 6.5 038 -1.9 26 12 238 37
Sweden 30 2.8 2.7 08 15 17 7.7 7.7 7.4 5.9 5.9 5.8 14 13 12
United Kingdom 25 24 2.2 0.1 i3 17 5.4 5.4 5i5) -4.3 -3.9 -3.4 -4.4 -3.0 -1.9
EU 1.9 2.0 2.1 0.0 11 1.6 9.5 9.2 8.9 2.2 2.2 2.0 -25 -2.0 -1.6
USA 2.6 28 2.7 02 21 23 513 48 46 2.3 24 27 -4.0 35 32
Japan 07 11 05 08 0.7 18 34 33 33 2.3 2.8 31 6.6 5.7 5.1
China 6.8 6.5 6.2 : g :

World 3.1 3.5 3.7
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As tailwinds gradually
fade, other factors
should drive growth...

...while differences in
cyclical positions and
the legacy of the crisis
partly explain why
growth is lower in the
euro area than the EU.

Global GDP growth
set to fall to its slowest
pace since 2009...

fall in global trade growth is likely to weigh on foreign demand and
investment in the coming quarters.

The growth outlook for the euro area is thus likely to remain modest over the
forecast horizon. As the tailwinds fade, other factors will come to play a
larger role in driving economic growth in 2016 and 2017. Monetary policy is
set to remain highly accommodative and fiscal policy to remain broadly
neutral. Credit constraints are clearly receding and market funding will
continue to play an increasing role in supporting investment, which should
progressively become a stronger driver of GDP growth. Deleveraging
pressures and a high share of non-performing loans remain in some Member
States and unemployment remains high in the euro area as a whole. However,
progress in overcoming these legacies of the crisis should increasingly
support growth. The strengthening of global economic activity from next
year on is likely to be gradual and should support European exports, but less
than expected in spring. In some Member States, the fruits of recent structural
reforms will become increasingly tangible but in the euro area as a whole,
and some core countries, structural reforms implemented so far have not been
enough to significantly increase growth potential. Eventually, the increased
inflow of asylum seekers into the EU should result in additional government
spending in several Member States, adding to aggregate demand.

Real GDP in the euro area is projected to grow by 1.6% in 2015 and to pick
up to 1.8% in 2016 and 1.9% in 2017. In the EU, GDP growth is forecast to
rise from 1.9% in 2015 to 2.0% in 2016 and 2.1% in 2017. This implies
somewhat stronger growth in the Member States not belonging to the euro
area, which reflects renewed catching-up in some Central and Eastern-
European Member States, but also the more advanced cyclical position of the
UK and strong growth in Poland and Sweden. Non-euro area countries seem
to be less affected by legacies of the crisis such as unemployment and
deleveraging pressures and this is reflected in their somewhat higher
investment rates.

The outlook for global GDP growth and world trade has deteriorated
considerably since the spring, mainly due to a broad-based and deeper
downturn in EMEs and a sharper and more disruptive adjustment in China.

Given the difficulties in steering a reorientation of growth drivers in China
from investment and debt towards consumption, a macro-financial
adjustment process that has become increasingly complex, real GDP growth
in China is expected to slow down somewhat more than before. Economic
growth in China is now projected to slow from 6.8% in 2015 to 6.2% in
2017. This relatively benign ‘soft landing’ scenario assumes that the current
rebalancing of the economy will continue without a sharp correction, and
rests on the capacity of the Chinese authorities to boost demand if growth
moves too far away from the official target. However, the changing
composition of growth in China means that trade has been marked down
much more significantly than economic activity, a trend that is already
having a visible impact on other EMEs.

Moreover, low oil and commodity prices are weighing on the growth
performance of commodity exporters this year and next. Prospects that the
gradual normalisation of US monetary policy could be accompanied by a
reversal of capital flows, also underpin the current weakness in EMEs.
Geopolitical tensions, domestic political instability, and increasing domestic



...as the recovery in
advanced economies
cannot offset
weakness in EMEs...

... while world trade is
expected to gradually
recover.

Financial conditions
remain favourable...

...on the back of an
accommodative
policy stance.

imbalances are also expected to continue looming over their growth outlook
across the forecast horizon.

The downturn in growth across EMEs is however expected to bottom out this
year, with a gradual, moderate recovery setting in from 2016, assuming a
stabilisation of commodity prices, a gradual cyclical recovery in some
countries, and progress with structural adjustments and reforms in others.

As the gradual recovery in advanced economies is not powerful enough to
offset a sharp slowdown in EMEs and oil-exporting countries, global growth
(excluding the EU) is expected to slow from 3.7% in 2014 to 3.3% this year,
before strengthening gradually to 3.8% in 2016 and 4.0% in 2017. The
economic recovery in the US is expected to continue at a robust pace,
supported by low energy prices, a waning fiscal drag, and a monetary policy
that is still supportive. However, due to a disappointing first quarter and the
impact of the US dollar’s appreciation, growth momentum this year now
looks somewhat weaker than it did in the spring and GDP growth is now
expected to hover between 2.6% and 2.8% over the forecast horizon. In
Japan, a further contraction in private consumption is set to dampen growth
prospects this year. Growth is expected to pick up next year, as a result of
favourable investment conditions and front-loaded demand in anticipation of
fiscal consolidation measures, but is projected to fall back again in 2017
when these measures are implemented.

The slowdown in EMEs, and in particular, the contraction in import demand
in China, Russia and Brazil, is expected to lead to a sharp fall in global trade
growth, from 3.4% in 2014 to 2.6% this year, and to trigger a decline in the
elasticity of global imports with respect to global GDP. As trade bottoms out
in China and bounces back in other EMEs (particularly Russia, Latin
America, the Middle East and North Africa), and as a result of modest
increases in advanced economies, world trade growth is projected to recover
to 3.7% in 2016 and 4.4% in 2017. This should in turn underpin an
acceleration in EU export markets in both years.

The deterioration of the global growth outlook and persistent uncertainty
about the timing and pace at which the US Federal Reserve may start raising
interest rates have triggered an upsurge in market volatility in recent months
and a tightening of financial conditions in several parts of the world. Even
though financial markets in the euro area and the EU have been caught up in
this turmoil and have suffered from tensions related to Greece, overall
financial conditions remain favourable. Sovereign bond spreads widened in
the euro area amid discussions on Greece, but contagion in the periphery
proved rather limited and short-lived, due also to support by the ECB's
expanded Asset Purchase Programme (APP).

The combination of quantitative easing and credit easing by the ECB has
successfully kept financing costs and yields at low levels and thereby helped
to reduce financial fragmentation and cross-country differences. Annual loan
growth in the euro area has now turned positive for non-financial
corporations. In the euro area, the additional liquidity arising from the ECB's
asset purchase programme has also improved banks’ willingness to lend and
surveys suggest that euro area banks will continue to ease their credit
standards. This positive trend is supported by lower refinancing costs for
banks, which suggests an improvement in the transmission of the ECB’s
accommodative monetary policy throughout the euro area banking system.

Overview
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The recovery is
widespread across
Member States...

...and driven by the
strengthening of
domestic demand...

...on the back of the
tentative recovery in
investment...

Elsewhere in the EU, central banks have also kept their monetary policy rates
at historically low levels amid renewed declines in inflation.

Tailwinds are supporting economic growth in all Member States, albeit to
different degrees. Domestic demand growth is strengthening in most euro
area Member States this year, while it is weakening in most non-euro area
countries. In 2016 and 2017, economic activity should be on the rise in all
Member States with an acceleration expected in 2017 in most of them.
Growth differences result from country-specific structural features such as
differences in balance-sheet adjustment, deleveraging in the private sector
and catching-up in some Member States. Other factors include different
cyclical positions, differences in the pass-through of lower oil prices,
different degrees of exposure to China’s rebalancing and differences in the
price elasticity of exports.

Private consumption has been fuelling the pick-up in domestic demand and is
expected to maintain its growth momentum in the near term, supported by a
continued rise in nominal incomes and the positive impact on purchasing
power of lower energy prices, which may not yet have been fully passed
through. Overall in 2015, improved labour market conditions and the
increased scope for household spending, as a result of higher real wages,
should generate steady consumption growth in the euro area and even more
so in the EU as a whole. In 2016 and 2017, private consumption growth
should continue to be supported by improving labour market conditions,
further gains in non-labour income, and consumer price inflation which will
still be relatively low (as oil prices are now assumed to rebound later and less
than expected in spring). However, as the rate of inflation normalises, real
disposable incomes should grow more slowly than this year. Private
consumption is nevertheless expected to decelerate only slightly over the
forecast horizon because household saving rates are expected to decline
somewhat. This is partly due to the likely decrease in precautionary savings
on the back of improving labour market conditions, but also because to the
discouraging impact that an extended period of low interest rates is likely to
have on savings.

Investment is forecast to strengthen gradually over the forecast horizon, but
less than in past recoveries. This is a result of subdued demand expectations,
economic and policy uncertainty associated with developments in the
external environment, geopolitical concerns and, in some Member States, the
persistence of corporate deleveraging pressures and credit supply constraints.
After having fallen rather steadily since the recession in 2008-2009, the
adjustment of construction investment is expected to come to an end this
year, which should allow construction investment to gather pace in 2016 and
2017. Support should mainly come from the relatively strong growth in
household real disposable income, low mortgage rates, and a return to rising
house prices. However, since these factors will continue to be partially offset
in some Member States by high levels of household debt and remaining
sluggishness in the non-residential construction sector, the rebound in
construction investment should be moderate. Equipment investment is
supported by improved profit margins, on the back of low energy prices, and
low financing costs. It should increasingly benefit from a brighter demand
outlook and a need to modernise the capital stock. Lower growth momentum
outside the EU, however, will likely prevent equipment investment from
becoming more dynamic in 2016 but stronger growth is expected in 2017
with the pick-up in global demand. Even though corporate deleveraging
should have become a softer constraint for equipment investment than in the



...while net exports
should contribute little
to growth.

The current account
surplus is expected to
recede...

...and lower oil prices
result in very low
inflation.

The fiscal stance
remains broadly
neutral in the euro
area...

years immediately following the recent economic and financial crisis, it is
expected to continue holding back investment in some Member States.

So far, weak growth in emerging markets has not significantly hit euro area
export growth. On the back of the euro’s past depreciation and the decline in
relative unit labour costs, this should lead euro area exports to gain market
share, even more so than EU exports as whole. However, euro area exports
cannot be expected to remain immune to global headwinds. Besides, the
weakness of currencies in emerging markets, particularly commodity
exporters, strengthens the nominal effective exchange rate of the euro, as well
as other EU Member State currencies. Export growth is thus expected to ease
next year and to pick up moderately in 2017, in line with the projected
strengthening of global trade. On the back of recovering domestic demand,
the profile of import growth is projected to be similar to that of exports, so
the contribution of net exports to GDP growth is expected to be broadly
neutral.

The current account surplus of the euro area is set to increase further this year
as a result of the shrinking deficit in the oil trade balance, improvements in
the terms of trade, and because domestic demand remains subdued.
Improvements in deficit countries and further strengthening in most surplus
countries will contribute to this rise. The current account surplus, however, is
expected to peak, as a rebound in oil prices and a deterioration in the terms of
trade should eventually result in a slight decline. Nonetheless, the current
account surplus will remain at historically high levels close to 3% of GDP.

After a brief rebound in the second quarter, inflation in the euro area dropped
below zero in September due to the renewed plunge in energy and
commodity prices and the recent strengthening of the euro, which made
imports cheaper. The non-energy components of inflation, however, are
starting to show rising inflationary pressures, slowly reflecting the
strengthening of private consumption. Prices are also set to experience
upward pressure once oil and other commodities recover and upward base
effects from the energy component kick in. In addition, stronger wage growth
and domestic demand, and the narrowing of the output gap, are set to add
steam to the underlying pressures building. Annual HICP inflation is
expected to rise from 0.1% in the euro area this year to 1.0 % next year and
1.6% in 2017.

The fiscal outlook continues to improve, supported mainly by the cyclical
strengthening of economic activity and to a lesser extent, by the further
reduction in interest expenditure resulting from the non-standard monetary
policy measures of the ECB. This year, the deficit-to-GDP ratio in the euro
area and the EU is projected to decline to 2.0% and 2.5% respectively.
Government deficit ratios are then expected to continue declining in 2016 and
2017 to reach 1.5% in the euro area and 1.6% in the EU. Following the
substantial fiscal adjustment achieved over the past few years, the aggregate
fiscal policy stance is expected to be broadly neutral in 2015 in both the euro
area and the EU. Next year, the fiscal stance is projected to remain broadly
neutral for the euro area, while limited fiscal consolidation is still forecast in
the EU. In 2017, the structural balance is expected to remain broadly
unchanged in both areas. The debt-to-GDP ratio in the euro area and the EU
is forecast to decline as of this year from the peak reached in 2014, to reach
91.3% and 85.8% respectively in 2017.

Overview
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...while progress in
reducing
unemployment is
limited...

...and the outlook is
subject to downside
risks, particularly
external ones.

Labour market conditions continue to make slow but steady improvements in
line with rising economic activity. The unemployment rate however, is
declining only gradually and disparities across Member States remains
substantial. As the recovery strengthens, business confidence improves and
wage growth remains restrained, more jobs will be created. Hard-hit
countries which have implemented labour market reforms should see further
gains in employment growth. In the euro area, employment is expected to
grow by 0.9 % this year and next and to pick up to 1% in 2017. In the EU,
employment is set to increase by 1.0% this year and 0.9% in 2016 and 2017.
However, the pace of economic growth and job creation looks unlikely to
reduce unemployment rates to below pre-crisis levels. The rather modest
decline in unemployment also reflects a more rapid increase in the labour
force. In 2017, unemployment is expected to reach 10.3% in the euro area
and 8.9% in the EU.

Overall, the uncertainty surrounding the economic outlook shows few signs
of abating. Heightened global risks, including persistent geopolitical tensions
and a shallower-than-forecast rebound in inflation have recently added a new
layer of uncertainty.

The impact of the weakness in some EMEs could turn out to be larger than
envisaged. In particular a ‘hard landing’ in China would be a substantial risk
to the continuation of the global recovery and the dynamics of global trade.
The expected normalisation of US monetary policy could prove more
negative than expected for EMEs, while surprises in this normalisation
process could be one of a number of possible triggers for volatility in
financial markets and abrupt shifts in asset valuation. Should these downside
risks materialise, they would become a larger impediment to investment
spending and economic activity than currently expected.

On the domestic side, risks related to the integrity of the euro area have
receded recently, thanks to the political agreement on Greece. Meanwhile, the
legacy of the crisis may continue to weigh more heavily on investment
activity than expected.

On the upside, a stronger-than-expected revival in global growth dynamics
and world trade could push demand for European exports more than
expected. A more favourable impact from already-implemented and future
structural reforms, or the Investment Plan for Europe, could also provide
additional impetus to economic growth. Should a larger-than-expected
number of refugees enter the EU and in turn join the EU labour force faster
than expected, this would boost demand and the labour supply.
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MODERATE RECOVERY AMID HEADWINDS

Euro area supported by favourable financing conditions

The economic recovery of the euro area and the EU continues at a moderate pace, supported by
tailwinds such as low oil prices, a relatively weak euro, non-standard monetary policy measures
(including quantitative easing by the ECB) and a broadly neutral fiscal stance. These factors have so far
been strong enough to compensate for new headwinds coming from weaker global economic conditions,
most notably in China and other emerging market economies, weaker global trade, and higher
uncertainty. But downside risks have clearly increased, in particular on the external side.

The latest data point to a sustained, albeit moderate economic recovery in the coming quarters. Helped
by rising real gross disposable income and some improvements in labour markets, private consumption
should remain the main engine of economic growth. Investment is expected to gradually strengthen,
supported by favourable financing conditions and the gradual strengthening of domestic demand. The
benefits of structural reforms implemented in recent years should also become more evident. The
deterioration of the external environment is expected to lower demand for exports, though in the euro
area, depreciation has so far partly compensated for this. GDP growth in 2015 is forecast at 1.6% in
the euro area and at 1.9% in the EU. Over the course of 2016 and 2017, domestic demand should
benefit as deleveraging needs subside and policies remain supportive. Some countries should also see a
positive economic impact from rising immigration. Global activity and world trade are expected to pick
up gradually in 2016 and 2017 resulting in higher demand for European exports. As the boost from
supportive tailwinds such as low oil prices fades, these factors are expected to come to the fore and keep
the euro area economy on its growth path (Graph I1.1) with GDP growth at 1.8% in 2016 and by 1.9%
2017. The EU economy as a whole is expected to grow by 2.0% and 2.1% over the same period.

Labour market conditions are expected to improve further, supported by the continuing recovery and, in
some Member States, by labour market reforms. HICP inflation in the short term is expected to remain
very low because of the renewed fall in commodity prices (Graph 1.2). Later, however, upward base
effects from the energy component together with a moderate turnaround in oil prices should kick in.
Overall, external and domestic price pressures are expected to remain moderate over the forecast
horizon, and inflation in the euro area is forecast to fall to 0.1% in 2015 (EU 0.0%), before moving up
gradually over the forecast horizon to 1.0% in 2016 (EU 1.1%) and 1.6% in 2017 (EU 1.6%).

All in all, the outlook is for moderate but increasing output growth and for subdued but gradually
increasing inflation. Risks to the growth outlook remain elevated and have moved towards the downside
because increases in external risks (e.g. a ‘hard landing’ in China) exceed the reduction of internal
risks (e.g. Greece). Risks to the inflation outlook appear broadly balanced.

Graph 1.1: Real GDP, euro area Graph 1.2: HICP, euro area
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1. PUTTING THE AUTUMN FORECAST INTO
PERSPECTIVE: DEMOGRAPHIC FACTORS
AND THE EU OUTLOOK

The recent sharp increase in the number of asylum
seekers has shifted attention to the economic
impact of demographic factors. While population
projections and demographic change (e.g. ageing)
have always been in the focus of medium- to long-
term projections, they have featured less
prominently in business cycle forecasts. However,
demographic ageing can impact the near-term
outlook by affecting e.g. demand expectations or
the composition of GDP. Migration in turn has
become the main determinant of short-term
variations in population already since the 1990s.
Unanticipated population variations can contribute
significantly to GDP forecast errors. Improving
forecasters' understanding of demographic factors
is therefore worthwhile. This section summarises
how demographic factors affect short-term
macroeconomic forecasts. An analysis of the
current arrival of large numbers of asylum-seekers
is conducted separately (see Box I.1).

Demography affects the near-term outlook...

Few  macroeconomic  forecasts  highlight
underlying demographic assumptions or discuss
the role of demographic factors. Only the coverage
of employment usually makes reference to labour
force developments and/or participation rates due
to their close link to population developments and
projections.

Why do demographic factors not feature more
prominently in forecasts? One reason might be the
perception of demographic change (e.g. ageing,
population growth) as a medium or long-term
trend with little variability and therefore little
explanatory power for short-term fluctuations. "
But even with small changes in demographic
factors, the anticipation of changes in long-term
trends by rational agents could immediately impact
on economic decisions and activity. The near-term
outlook is therefore directly linked to long-term
trends.

The more economic integration raises the mobility
of production factors, the more important cross-
border population mobility, in particular within an

M The use of demographic variables in panel growth

regression might have supported this perception. See e.g.
IMF, ‘How will demographic change affect the global
economy?’, World Economic Outlook, September 2004.

economic and monetary union. In past decades
short-term changes to population growth in the
Member States have been increasingly determined
by net migration (see Graph 1.3). In some countries
(e.g. Spain and Ireland) differences between pre-
crisis and post-crisis contributions of net migration
to population growth hint to an important role of
intra-EU  labour mobility in coping with
asymmetric shocks.

Graph I.3: Population growth attributed to net
migration, 2003-07 and 2008-13
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...through ageing...

The population is rapidly ageing in the euro area
(Graph [.4), which precipitates economic change in
various dimensions. Eurostat expects the working
age population to decline at an annual average rate
of 0.4% over the coming four decades. Ageing
impacts on the fiscal balance via spending on
pensions, health care and residential care.” But
age structure effects are also affecting private
consumption, for instance via spending and saving
patterns of pensioners, and total investment, for
instance via the impact on residential construction,
education investment, or, more generally, via
expected total demand.”) Different age groups
could also have different productivity levels,
reflecting the age profile of wages.”) Financial

@ See e.g. European Commission (DG ECFIN), The 2015
Ageing Report, European Economy, 2015, No. 3, and
OECD, Fiscal implications of aging: projections of age-
related spending, OECD Economic Outlook, 2001, No. 69,
pp. 145-67.

®  See L. Sheiner, The determinants of the macroeconomic
implications of aging, American Economic Review, May
2014, Vol. 104, No. 5, pp. 218-223; and A. Borsch-Supan,
K. Hértl and A. Ludwig, Aging in Europe: reforms,
international diversification, and behavioral reactions,
American Economic Review, 2014, Vol. 104, No. 5, pp.
224-29.

@ See J. Feyrer, Demographics and productivity, Review of
Economics and Statistics, 2007, Vol. 89, No. 1, pp. 100—
09.



markets could be affected by downward pressure
on equity prices (e.g. house prices) in response to
the liquidation of assets by pensioners. And
demographic ageing could contribute to a
prolonged period of very low economic growth (cf.
the debate on secular stagnation) via lowering the
natural interest rate.”) Overall elements of change
interact in complex ways.

Graph I.4: Age structure, euro area, EUROPOP2013
projectionsfor 2013-2060
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Empirical studies have confirmed demographic
structures as important determinants of private
consumption and housing investment.® Panel data
analysis and model simulations have given
indications of the size of age structure effects.
Using the multi-country INGENUE model, the
IMF has estimated that in advanced economies
demographic change could reduce the growth of
annual real GDP per capita by 2050 by half a
percentage point as compared to a scenario with
the unchanged demographic structure of the year
2000.” However, the inertia of the demographic
structure for a given population is such that it has
been difficult to identify the impact in the very
short term, especially to distinguish them from
other low frequency trends that dominate
economic time series.

...and population growth...

Population growth has a natural component, which
depends on factors such as fertility and life

® See J. F. Jimeno, Long-lasting consequences of the

European crisis, ECB Working Paper Series no. 1832, July
2015.

© See R. C. Fair and K. M. Dominguez, Effects of the
changing U.S. age distribution on macroeconomic
equations, American Economic Review, 1991, Vol. 81, No.
5, pp. 1276-1294.

@ IMF, World Economic Outlook, September 2004. The
INGENUE model does not allow for the possibility of
labour mobility between countries.

EA and EU outlook

expectancy, and a net migration component.
Migration occurs for different motives such as
taking up work in the destination country, family
reunification (8), seeking asylum, retirement, or
(extended) holiday trips. Economic migration
notably includes labour mobility across EU
Member States.

There is a rich literature on the determinants of
labour mobility in Europe. The standard
framework of all types of economic migration
looks at  supply-push and  demand-pull
determinants.” Actual and expected wages and
employment differentials between countries are
usually assessed as being main push (for the
country of origin) and pull (for the destination
country) factors. Other factors include migrants'
costs such as separation from family, job search
costs or travel costs due to geographical distance.
Moreover, the existence of networks of earlier
migrants to the destination country could favour a
decision to migrate. Another viewpoint has been
that migration decisions reflect some kind of risk
sharing within geographically spread extended
families.

...which is largely determined by migration.

The creation of a single market in the European
Union meant the freedoms of mobility for capital
and labour alongside free trade in goods and
services. A European labour market with intra-EU
labour mobility is supposed to allow dealing with
national skill and other labour shortages, reducing
unemployment and offsetting the effects of a
declining working age population in some Member
States. However, in practice, the obstacles to
labour movements proved to be more severe than
those to capital movements. They included skill
mismatches, linguistic barriers, and the cross-
border recognition of educational and professional
qualifications as well as restrictive practices in
some Member States. In 2002, only 1.5% of all
workers in the EU lived in another Member State
than they were born. By 2014, this share had
increased to 3.5%, capturing the impact of the EU

®  About 35% of all migration into OECD countries is
attributed to family reunification; see OECD, International
Migration Outlook 2015, p. 11.

M. P. Todaro, ‘A model of labor migration and urban
unemployment in less developed countries’, American
Economic Review, 1969, Vol. 59, No. 1, pp. 138-48.

)
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enlargement in 2004 that triggered some mobility
from new to old Member States."'”

Looking beyond intra-EU migration, the share of
persons living in EU countries without having the
citizenship of that country is larger than that of EU
citizens living in another EU country and has
increased in the past decade. This is reflected in
the large role of net migration in population
change at the aggregate level (see Graph L.5).

Graph 1.5 Population changein the EU28, 1950-2015
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Source: United Nations, World Population Prospects

Labour mobility acts as an adjustment
mechanism in the euro area

Within the euro area, labour mobility plays a
particular role. The optimal currency area (OCA)
literature has stressed the importance of the full
mobility of production factors, including labour,
for adjusting to asymmetric shocks. The
differentiated impact of the economic and financial
crisis in 2008-09 provided a test to what extent
labour mobility could cushion the impact of the
Crisis.

The empirical analysis is complicated by the fact
that several reasons can be behind the flows of
labour between Member States. Assuming that all
such mobility were due to migration for
employment purposes (i.e. an upper-bound
estimate), an OECD study found that up to a
quarter of an asymmetric labour shock would be
absorbed by migration within one year. A
Commission study also showed that cross-border
labour mobility absorbs about a quarter of an
asymmetric shock within one year and about 60%
after ten years; and it found the responsiveness to
have grown over time, becoming almost twice as

(9" For an overview see M. Barslund and M. Busse, Too much
or too little labour mobility? State of play and policy
issues, Intereconomics, 2014, Vol. 49, No. 3, pp. 116-23.

important after EMU completion. ' The rise in
the role of labour mobility for cross-border labour
migration has been confirmed in the analysis of
European cross-region labour migration. %

Population projections are important for the
accuracy of EU forecasts...

Since forecasting population developments in the
short run is less dependent on gradually changing
mortality and fertility rates, net migration is crucial
for high forecast accuracy. A closer look at the
accuracy of the Commission’s autumn forecasts
for developments in the subsequent year, can give
an indication of the role of population forecast
errors. A comparison of the forecast accuracy of
real GDP growth and of the growth of real GDP
per capita provides information about the accuracy
of population forecasts. An analysis of the mean
absolute forecast errors in the Commission's
forecasts, points for the years 2004-14 to some
dispersion across Member States (Graph 1.6) with
lower forecast accuracy especially in some of
those economies with a relatively high contribution
of net migration to total population growth
(Graph 1.3).

Graph I.6: Short-term population for ecasts, and GDP
forecast accuracy, 2004-2014
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U Studies presented evidence that an asymmetric increase in
labour demand in one Member State would permanently
raise employment, on the back of a decrease in domestic
unemployment, a higher domestic activity rate, and
increased immigration; see e.g. A. Arpaia et al., ‘Labour
mobility and labour market adjustment in the EU’,
European Economy Economic Paper no. 539, Dec. 2014;
and J. Jauer et al., Migration as an adjustment mechanism
in the crisis? A comparison of Europe and the United
States, OECD Social, Employment and Migration Working
Papers, No. 155, January 2014.

R. C. M. Beyer and F. Smets, ‘Labour market adjustments
in Europe and the US: How different?’, ECB Working
Papers Series no. 1767, March 2015.

(12)



Overall, the evidence from the last decade shows
mixed forecast accuracy for population projections
even if only growth rate projections are looked at.
Absolute numbers in many cases appear further
from the mark, since census results usually lead to
revisions of population estimates for previous
years as well.

..but forecasting population change is
challenging.

Projections of the natural component of population
growth have become quite reliable as methods
have been improved over centuries. However, in
past years forecasting net migration into the EU
has become more important for total population
projections and thereby for macroeconomic
forecasting. As regards economic migration into
the EU, information about developments in push
and pull factors can be exploited, taking into
account legal migration barriers. However,
evaluations of out-of-sample forecasting accuracy
of migration models pointed to substantial
limitations. ¥

In conclusion, for the European outlook, assessing
the short term dimension of demographic factors
should deserve priority. Deriving inferences and
providing illustrative simulations (see Box I.1) are
first steps in this direction.

2. THE EXTERNAL ENVIRONMENT

The outlook for global GDP growth and world
trade has deteriorated considerably in recent
months, mainly on the back of a broad-based and
deep downturn in emerging markets and signs of a
sharper and more disruptive adjustment in China
(see Box 1.2). Global GDP and trade this year are
heading for their weakest expansion since 2009, as
the gradual recovery in advanced economies looks
insufficient to offset the sharper slowdown in
emerging economies and oil-exporting countries.
After a brief rebound in spring, oil prices have
slipped again since summer and are now assumed
to remain at much lower levels over the forecast
horizon than assumed in the spring forecast. ¥
The downturn in emerging markets as a whole, is

(3 See e.g. H. Briicker and B. Siliverstovs, ‘On the estimation
and forecasting of international migration: how relevant is
heterogeneity across countries?’, Empirical Economics,
2006, Vol. 31, No. 3, pp. 735-54.

See European Commission (DG ECFIN), European
Economic Forecast — Spring 2015, European Economy,
2015, No. 2.

(14)
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still expected to bottom out in 2015 amid
stabilising commodity prices and some progress
with cyclical and structural adjustments in a
number of countries.

A smaller contribution to global growth from
emerging market economies...

The outlook for global growth and world trade has
weakened considerably, especially for emerging
market economies. Most data released since the
spring have come in weak and below expectations.
Global growth slowed to 0.7% g-o-q in the first
two quarters of 2015 (based on 87% of world
GDP), down from 0.8% and 1.0% in 2014-Q4 and
2014-Q3 respectively. The contribution from
emerging markets to global growth fell below 0.5
pps. in the first half of 2015, the lowest since 2009
(see Graph 1.7).

Graph 1.7: Global GDP and global Composite PMI
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Source: OECD, IMF, EUROSTAT, and national statistical institutes
for GDP, JPMorgan/Markit for PMI.

The shift in the engines of the global economy
from emerging to advanced economies is also
reflected in the readings of business confidence
indicators (global Purchasing Managers’ Indices
(PMls)). While PMIs in advanced economies have
remained firmly in expansionary territory
throughout 2015, average PMIs in emerging
markets have lingered below 50 since June (for the
first time since mid-2013) signalling a contraction
in economic activity. All in all, global growth
(excluding the EU) is now expected to slow to
33% in 2015 (from 3.7% in 2014), before
strengthening gradually to 3.8% in 2016 and 4.0%
in 2017.

...with  the outlook for China making
headlines...
Among emerging market economies, the

rebalancing of the Chinese economy away from

13
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Table I.1:

International environment

(Annual percentage change)

Autumn 2015
forecast

Spring 2015
forecast

(a) 2012 2013 2014 2015

2016 2017 2015 2016

Real GDP growth

USA 15.9 2.2 15 2.4 2.6 2.8 2.7 3.1 3.0
Japan 4.4 1.7 1.6 -0.1 0.7 1.1 0.5 1.1 1.4
Asia (excl.Japan) 341 7.0 6.5 6.3 5.9 5.9 5.8 6.4 6.5
- China 16.6 9.6 8.0 7.4 6.8 6.5 6.2 7.0 6.8
- India 6.8 4.9 6.9 7.1 7.2 7.4 75 7.6 7.9
Latin America 8.6 31 29 1.2 0.4 1.2 2.0 1.0 2.3
- Brazil 3.0 1.8 2.7 0.1 -2.6 -0.5 1.2 -0.9 1.3
MENA 6.8 33 17 25 2.8 33 3.8 3.0 3.7
CIs 4.7 35 21 0.9 -3.0 0.4 1.8 2.7 0.9
- Russia 3.3 3.4 13 0.6 -3.7 -0.5 1.0 -3.5 0.2
Sub-Saharan Africa 3.2 4.4 5.0 4.9 4.4 4.3 4.8 4.8 5.0
Candidate Countries 15 1.8 4.0 26 2.9 3.1 3.4 3.0 35
World (incl.EU) 100.0 85 3.2 83 3.1 3.5 3.7 3.5 3.9
World merchandise trade volumes
World import growth 2.8 3.0 83 2.3 3.6 4.5 3.8 5.1
Extra EU export market growth 2.9 4.0 3.2 1.8 3.5 4.1 3.9 4.8

(a) Relative weightsin %, based on GDP (at constant prices and PPS) in 2014.

investment- and debt-driven growth seems to be
associated with sharper and more disruptive
adjustments in economic activity and financial
markets. Official figures for real GDP still
recorded growth of 7.0% in the first half of this
year and 6.9% in the third quarter (flash estimate),
in line with the annual growth target. However,
this apparent stability masks major adjustments in
the economy that are part of its rebalancing
towards more consumption and services-driven
growth, particularly a sharp slowdown in
investment growth and a correction in real estate
markets.

High-frequency leading indicators, notably
manufacturing PMIs, point to a sharp slow-down
in industry in China. Trade volumes have fallen in
the first half of the year, with the CNY value of
merchandise imports down by 15% compared with
the same period in 2014. Increased financial
market volatility, evidenced by the bursting of the
Chinese equity bubble over the summer and the
surprise reversal in the trend appreciation of the
CNY, also underscore the risks of a sharper
adjustment of the Chinese economy.

Given the difficulties in steering an increasingly
complex macro-financial adjustment process, real
GDP growth in China looks set to slow down
somewhat more than previously expected. This
should still lead to a ‘soft landing’ scenario,

provided the structural adjustment is relatively
smooth. Significantly, given recent evidence of the
ongoing process of transition away from import-
intensive investment and manufacturing, trade has
been marked down much more.

..but other emerging market economies
slowing more markedly...

Emerging market economies as a whole are going
through a broad-based and much sharper-than-
previously expected downturn, on the back of
weaker demand from China and the unwinding of
external and domestic factors. ' Lower oil and
commodity prices are weighing on the
performance of commodity exporters this year and
next. ' Also, the recent sharp correction in the
Chinese stock market triggered a sell-off of
emerging market equities, capital outflows and a
depreciation of many emerging markets currencies.

Other external factors underpinning the current
weakness include geopolitical tensions, the end of
a long period of rising commodity prices, and the

U5 The weakness in emerging market economies predated
events in China in July and August, see Deutsche
Bundesbank, ‘Slowdown in growth in the emerging market
economies’, Monthly Report, July 2015, Vol. 67, No. 7, pp.
15-31.

For a detailed analysis, e.g. IMF, ‘Where are commodity
exporters headed? Output growth in the aftermath of the
commodity boom’, in World Economic Outlook, October
2015, ch. 2, pp. 65-104.

(16)



prospect of a gradual normalisation of monetary
policy in the US. Moreover, some emerging
markets are also at risk from domestic
vulnerabilities including political instability,
increasing imbalances, cyclical adjustments and
unresolved structural problems. These factors will
continue to affect the growth outlook for emerging
economies over the forecast horizon. It is still
expected that the downturn for emerging markets
as a whole, which has been going on for more than
four years, will bottom out in 2015 and a gradual,
moderate recovery will set in from 2016. This
reflects the assumed stabilisation of commodity
prices, a gradual cyclical recovery in some
countries, and progress with structural adjustments
and reforms in others. Nevertheless, emerging
market economies are likely to continue facing
important headwinds and downside risks,
associated mainly with continued financial market
volatility and, in some cases, concerns about
financial stability.

...and the recovery in advanced economies
continuing at lower gear...

In advanced economies, the recovery is set to
continue, though at a slightly weaker pace than
expected in spring. This reflects lower growth in
commodity exporting countries, hit by the further
decline in commodity prices, unexpected weakness
in the first half of 2015 in some economies, and a
broad-based sluggishness in demand for exports.

After a disappointing performance at the beginning
of the year, partly due to temporary factors,
economic activity in the US rebounded in the
second quarter, thanks mainly to consumption, and
is set to gather momentum in the second half of
this year. Economic growth is expected to continue
at a robust pace in 2016 and 2017, supported by a
waning fiscal drag and still-accommodative
monetary policy. However, policy uncertainty is
clearly on the rise, largely due to the upcoming
normalisation of US monetary policy and difficult
negotiations on the debt ceiling and the budget.
Due to the weak first quarter and given the impact
of the strong dollar, the 2015 GDP forecast for the
US has been revised down to 2.6% from 3.1% in
spring. At 2.8%, growth in 2016 is also expected to
be somewhat lower than in the spring (3.0%). A
marginal slowing to 2.7% is expected for 2017.

In Japan, economic activity contracted in the
second quarter of 2015 amid lower private
consumption, lowering the GDP growth expected
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this year to 0.7%. Economic growth, however,
looks set to firm up at 1.1% in 2016, underpinned
by front-loaded demand in anticipation of fiscal
consolidation measures and favourable investment
conditions. Growth in 2017, by contrast, is
expected to decline to 0.5% in the wake of a
consumption tax hike planned for the second
quarter.

The outlook for most other advanced economies
including Canada, Australia and EFTA countries is
now weaker than in spring, mainly reflecting the
impact from lower commodity prices for
commodity exporters and falling demand from
China.

...contributing to continuing weakness in
global trade...

Global merchandise trade flows declined in the
first half of 2015, largely because of a massive
contraction in China’s imports and exports in the
beginning of the year (see Graph 1.8).

Graph 1.8: Import volumes, selected countriesand
regions (CPB index)
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The slump in Chinese trade reflects the combined
effects of slower overall growth and a shift in
growth from investment, which tends to be import
intensive, to consumption and services. Both
China’s imports of capital goods (machinery and
equipment) and commodities (oil and metals),
have fallen sharply.

Plummeting import demand from China, weakness
in commodity-exporting regions, coupled with
home-grown vulnerability in several emerging
markets (particularly Russia and Brazil) are set to
pull global trade growth in 2015 down to its
weakest pace since 2009 (see Graph 1.9).
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Graph 1.9: World trade volume and Global
manufacturing PMI, new export order s component
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However, world trade is expected to recover
moderately, as it follows the expected pick-up in
real GDP growth. Against this background,
China’s merchandise trade volumes are expected
to contract by 3% in 2015, record flat growth in
2016 and rise modestly in 2017, reflecting a
relatively smooth structural adjustment over the
remainder of the forecast horizon.

The moderate recovery in global trade should also
be supported by a bounce-back in other emerging
markets, particularly Russia, Latin America, the
Middle East and North Africa and a modest
increase in trade in advanced economies. This
reflects a combination of factors, including the
gradual recovery in commodity prices projected
for 2016 and 2017, progress with cyclical and
structural adjustments in a number of emerging
markets, and the bottoming-out of the growth
outlook for Russia and the CIS in 2015.

While the elasticity of global imports with respect
to global GDP has consistently stayed at or below
1.0 since 2012, it is now expected to fall in 2015
before recovering somewhat in 2016 and in 2017.
All these factors should lift global trade growth
from 2.6% this year to around 3.7% in 2016 and
4.5% in 2017, which is considerably weaker than
expected back in the spring.

...and the outlook for subdued commodity
price developments.

After rebounding to about USD 60/bbl in spring,
Brent spot prices slipped further to USD 48/bbl in
September (see Graph 1.10). This development was
mainly driven by abundant supply and the strong
US dollar. Despite falling oil prices and
decelerating non-OPEC output growth, global
supply has continued to increase. In 2016, the oil

market is expected to remain oversupplied. Global
oil demand growth has also been revised upwards
for this year as consumers in developed economies
respond with increased demand to lower oil prices.
The high growth rate is unlikely to be sustained in
2016 and beyond, as oil usage in advanced
economies should resume its structural decline
next year and global growth in oil demand is
expected to depend more on emerging market
economies. With China’s GDP expansion slowing
and its energy intensity in decline, growth in oil
usage is likely to be moderate in the coming years,
which should help underpin low oil prices over the
forecast horizon.

Graph I.10: Brent oil spot prices, USD and euro
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Given the further decline in oil prices during the
summer, assumptions for Brent oil prices this year
and next have been revised down and prices are
expected to remain subdued in 2017. Uncertainty
around this technical projection for the oil price
remains high in the short and medium run, due to
geopolitical tensions, possible changes in OPEC’s
strategy, possible additions to global supply from
Iran, and the break-even prices for different oil
producers.

Prices for most other commodities fell sharply in
the first nine months of 2015. Metal prices are
assumed to fall on average by 20% in 2015, owing
to ample supply and less dynamic industrial
performance in China, which is the world’s largest
metals consumer. After four consecutive years of
falling prices, the outlook for most metal prices is
a modest bottoming-out in 2016-17.

Prices for most agricultural commodities have also
been on a downward trend in 2015. Owing to a
good harvest and comfortable level of stocks, most
food prices, particularly grains and soya beans, are
expected to decline substantially in 2015 before



stabilising in 2016 and rebounding in 2017 on the
back of higher energy costs.

Downside risks still dominate

The balance of risks to the global outlook remains
tilted to the downside. Downside risks related to
China have become more accentuated lately,
reflecting concerns about the capacity of Chinese
authorities to smoothly manage the transition to
more consumption-driven growth and to avoid a
sharp slowdown. While a ‘hard landing’ in China
is not part of the baseline scenario, downside risks
remain significant also because corporate and local
government debt levels remain high, raising
concerns over financial stability (see Box X.2).

Emerging markets are still vulnerable to a sharp
reversal in capital flows, financial market volatility
linked to the gradual normalisation of monetary
policy in the US, heightened market volatility in
China and, in some cases, high corporate balance-
sheet exposure to USD-denominated debt.
Emerging markets are also exposed to the risks of
a stronger and more protracted negative impact
from the fall in commodity prices and sharper
currency movements, including the appreciation of
the dollar.

Geopolitical risks remain elevated particularly
with respect to the Russia/Ukraine context, where
economic performance has already deteriorated
sharply, and in the MENA region.

3. FINANCIAL MARKETS

Downward revisions to global growth, in particular
in emerging markets, and the continued
uncertainty about the timing and the pace of
monetary policy normalisation in the US, have
triggered an upsurge in volatility in several market
segments and resulted in a tightening of financial
conditions in several parts of the world. In the EU,
financial markets have also been caught in this
turmoil and have also suffered temporarily from
increased uncertainty. Nevertheless, overall
financial conditions remain favourable, against the
background of an accommodative monetary policy
stance.

The euro has been volatile...

The euro has been volatile in recent months amid
disappointing global growth, a sharp slowdown in
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global trade, and financial market jitters, linked to
developments in major emerging economies and
uncertainty surrounding the normalisation of US
monetary policy.

In nominal effective terms, the euro has
strengthened since April, mostly on the account of
a significant weakening in the currencies of major
emerging economies (e.g. Turkey, Mexico, Brazil,
Russia and other commodity exporters (e.g.
Norway, Australia, and Canada). The Chinese
currency (CNY) depreciated by more than 4%
against the euro between August and the end of
September following the change in the USD/CNY
fixing mechanism by the Chinese central bank on
11 August. More generally, emerging economies'
currencies have come under selling pressures in
recent months amid increasing signs of a
slowdown in their economic activity. At the same
time, the euro has shown no clear trend against its
major peers, fluctuating for instance vis-a-vis the
US dollar below 1.16 and vis-a-vis the pound
sterling below 0.75. The euro has weakened
somewhat against the yen since the beginning of
June in an environment characterised by
heightened risk aversion.

...while monetary policies in Europe remained
very accommodative.

The ECB's monetary policy stance has remained
accommodative amid the implementation of its
unconventional monetary policy measures, which
includes Targeted Longer-Term Refinancing
Operations (TLTRO) and an extended Asset
Purchase Programme (APP). Under its current
APP, the ECB conducts monthly asset purchases
of EUR 60bn. Purchases are intended to run until
the end of September 2016, or beyond, if
necessary, and, in any case, until medium term
inflation is back on track towards a rate that is
close to, but below, 2%. In order to ensure smooth
implementation of the current programme of bond
purchases (Public Sector Purchase Programme
(PSPP)) looking forward, the ECB also announced
on 3 September 2015 an increase in the issue share
limit from 25% to 33%, thus aligning it to the
issuer share limit. The ECB Governing Council
also signalled its readiness to adapt the parameters
of its current programme of asset purchases, if
necessary.

The Bank of England has moved closer to a
normalisation of its monetary policy, amid tighter
labour market conditions and rising house prices.
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At the same time, other central banks in the EU
have kept their monetary policy rates at
historically low levels amid renewed declines in
inflation rates, which have been mostly driven by
lower energy prices. For instance, Sweden’s
central bank cut its repo rate by 10 basis points to
-0.35% in early July 2015 and extended its
government bond buying programme by SEK 45
billion (about EUR 4.8 billion), starting in
September.

Financial markets have faced several

headwinds

From May until early-summer, the negotiations
between Greece and its creditors weighed on
financial market sentiment in Europe, depressing
risk appetite and increasing risk premia. Market
tensions reached a peak early-July after the
referendum, which followed the introduction of
capital controls and bank holidays. EU markets
had a respite after a new programme for Greece
was agreed. However, in August, financial markets
suffered again as a result of rising concerns about
the impact of emerging market turmoil on the
global growth outlook. The sudden and abrupt
reassessment of risks by investors on a global scale
resulted in sharp price declines in riskier assets
such as equities and high-yield bonds.

Graph I.11: Stock market volatility
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Stock markets have been particularly volatile (see
Graph 1.11). Despite strong corporate earnings and
an improving macroeconomic outlook, European
stock markets significantly underperformed their
US peers between May and early July. Although
they recovered over the summer, subsequent
concerns about emerging markets dragged
European equities back down.

Sovereign benchmark bond yields remain
low...

On the back of moderate but improving
macroeconomic fundamentals, and a re-pricing of
inflation expectations, German 10-year Bund
yields rose strongly between May and early June,
from their record lows earlier this year. However,
safe-haven buying over the summer and concerns
about global economic growth since then have
driven benchmark yields back down.

...whereas euro area peripheral sovereign
bond spreads remained tight amid global risk-
aversion.

Concerns about Greece pushed sovereign bond
spreads wider but the contagion in the periphery
was rather contained and short-lived, at least in
part because of the ECB's asset purchase
programme. Portuguese, Spanish and Italian
sovereign bond spreads widened by some 50-75
bps between May and early July and S5-year
sovereign CDS spreads in these countries rose by
some 30-60 bps. In line with an overall
improvement in investor sentiment, bond and CDS
spreads narrowed again after a political agreement
on Greece was reached. In August, some upward
pressure on spreads was again evident as markets
turned more risk-averse (see Graph 1.12).

Graph I.12: German 10-year gover nment-bond yields
and sover eign bond spreads for selected Member States
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Bank lending continues to recover...

Net lending flows to households and non-financial
corporations (NFCs) have been positive since the
spring forecast leading to a rise in the annual
growth rate of loans to the private sector (see
Graph 1.13). This trend was supported by the
continued fall in financing costs for banks in the
euro area, particularly in peripheral countries,



which suggests an improvement in the
transmission of the ECB’s monetary policy
throughout the euro area banking system.

Graph I.13: NFCs' external funding - bank vs market funding,
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The October 2015 Bank Lending Survey, 7
points to further improvements in euro area credit
supply conditions for enterprises in the third
quarter. Credit standards on loans to households
for house purchase tightened slightly, but eased on
consumer credit and other lending to households.
Meanwhile, banks reported a continued increase in
loan demand from both enterprises and
households.

Graph I.14: Economic and credit cyclesfor NFCs, euro area
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The cycle of lending to households has picked up
suddenly since April, restoring somewhat the
positive correlation with GDP that was lost over
the last year (see Graph I.14). Meanwhile annual
growth in lending to non-financial companies
continues to rise, along with the economic cycle,
while in parallel market funding is gaining
importance for corporate funding (see Box 1.3). In

(7 ECB, Bank Lending Survey, October 2015, pp. 4-5.
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addition, survey-based signs suggest that euro area
banks will continue to ease credit standards.

...while market funding remains strong.

Euro area non-financial corporations continued to
record financial surpluses, indicating that there is
further room to finance domestic investments with
internal funds. In peripheral countries, the positive
net savings of companies has usually been used to
deleverage by paying back debt, while in surplus
countries such as Germany, corporate savings have
facilitated foreign investment. Corporate savings
display an anti-cyclical behaviour, rising in a
downturn and vice versa.

The current economic cyclical upturn has already
started to lower the level of corporate surpluses in
Europe (see Graph 1.15). This trend may accelerate
in the future if the economic recovery is
accompanied by a more significant rise in
investment.

Graph 1.15: NFC's net lending (+) /net borrowing (-)
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4. GDP AND ITS COMPONENTS

Now in its third year, the economic recovery in the
euro area and the EU is continuing at a moderate
pace. While the years immediately following the
crisis were dominated by the impact of legacies
such as deleveraging and specific structural
weaknesses in the euro area, ' this situation
changed at the start of the year. In the wake of the
sharp decline in oil prices in the second half of last
year and a more aggressive monetary easing in the
euro area since the beginning of the year,
economic growth has strengthened, raising activity
in more countries above pre-crisis levels (see
Graph 1.16).

Graph 1.16: Real GDP 2008-15, euro area
and selected Member States
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Although the aforementioned obstacles to growth
have not yet been fully overcome, ” the outlook
for economic growth looks more favourable than
in previous years.

Tailwinds have changed the pattern of the
recovery...

As expected, the recovery is receiving support by a
number of tailwinds such as low oil prices, a weak
external value of the euro, very accommodative
monetary policies. ” With these tailwinds already
in place for some time, a first assessment of their
impact has become feasible.

(% See European Commission, European Economic Forecast —
Autumn 2014, European Economy, 2014, No. 7, Section
L1

The interaction of the crisis legacy with long-run trends
may even prolong this process, see J.F. Jimeno, ‘Long-
lasting consequences of the European crisis’, ECB Working
Paper Series no. 1832, July 2015.

See European Commission, European Economic Forecast —
Spring 2015, European Economy, 2015, No. 2, pp. 21-23.

19)
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The decline in o0il prices between mid-last year and
the beginning of this year (see GraphI.10) has
massively lowered energy costs for companies and
private households, raising corporate profit
margins and bolstering real disposable incomes.
So far there are no hints that the effect has been
weaker due to the low-inflation environment that
did not leave space for lower nominal interest
rates. While the full impact on global growth is not
yet visible, the expected impact on economic
growth in Europe has broadly materialised as
forecast in spring.

The depreciation of the euro, which started already
in March 2014, got another push when the decision
on quantitative easing in the euro area was taken in
January 2015. Although it is difficult to single out
the impact of the exchange rate, as expected in
spring, the depreciation has impacted positively on
foreign demand for exports and has helped euro
area exporters to grab market share. With the
euro’s external value remaining lower than it was a
year ago, this tailwind is expected to continue
supporting the recovery in the euro area.

Monetary policy decisions have kept funding costs
and yields at low levels, which has alleviated costs
for companies, governments, and private
debtors. *? As expected in spring, in the euro area,
the additional liquidity arising from the ECB's
expanded Asset Purchase Programme has also had
a positive impact on banks willingness to lend (see
Graph 1.17). Between April and September, which
is the period already covered by the ECB's Bank
Lending Surveys, banks have even transformed
more of the liquidity from asset sales to loans to
non-financial corporations and to households (for
other purposes than house purchases) than
expected in April, and they expect to further
increase this activity over the next six months.
Quantitative easing has also helped to reduce
financial market fragmentation and thereby
reduced cross-country differences. Much of the
impact of the January decision on quantitative
easing came immediately via the exchange rate
channel, as the euro depreciated vis-a-vis the
currencies of trading partners.

@Y See European Commission, European Economic Forecast —
Winter 2015, European Economy, 2015, No. 1, Section I.1.

@2 See European Commission, European Economic Forecast —
Spring 2015, European Economy 2015, No. 2, Section I.1.



Table 1.2:
Composition of growth - Euro area

(Real annual percentage change)

EA and EU outlook

Autumn 2015

forecast
2014 2010 2011 2012 2013 2014 2015 2016 2017
bnEuro  Curr. prices % GDP Real percentage change

Private consumption 5627.7 55.7 0.8 0.0 -12 -0.7 0.8 17 17 15
Public consumption 2131.3 211 0.8 -0.1 -0.2 0.2 0.9 1.0 0.8 11
Gross fixed capital formation 1984.6 19.6 -0.3 16 -3.3 -2.6 13 23 3.0 4.4
Change in stocks as % of GDP -8.9 -0.1 0.3 0.8 -0.2 -0.1 -0.1 -0.3 -0.2 -0.2
Exports of goods and services 4522.3 447 11.3 6.5 2.6 21 4.1 5.2 4.3 5.0
Final demand 14257.1 141.0 4.0 2.4 -0.9 0.2 1.9 27 2.7 3.0
Imports of goods and services 4146.7 41.0 10.0 4.3 -1.0 13 45 5.4 4.8 5.7
GDP 10108.3 100.0 21 16 -0.9 -0.3 0.9 1.6 18 1.9
GNI 10176.5 100.7 2.3 1.7 038 03 1.0 1.6 1.7 1.9
p.m. GDP EU 13955.6 126.6 2.1 18 -0.5 0.2 14 1.9 2.0 2.1

Contribution to change in GDP

Private consumption
Public consumption
Investment
Inventories

Exports

Final demand
Imports (minus)

Net exports

0.4 0.0 -0.7 -04 0.4 1.0 0.9 0.8
02 0.0 -0.1 0.0 0.2 0.2 0.2 0.2
-0.1 0.3 -0.7 -0.5 0.3 0.4 0.6 0.9
0.9 0.4 -0.9 0.2 0.0 -0.2 0.1 0.0
4.0 25 11 0.9 18 2.3 2.0 24
5.4 3.2 -1.3 02 27 3.8 3.8 4.3
33 16 -0.4 05 18 2.2 2.0 24
0.6 0.9 15 04 0.0 0.1 0.0 0.0

Graph 1.17: Banks' use of additional liquidity for grantingloans,
past 6 months (expected, outcome), next 6 months
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Source: ECB Bank Lending Surveys, April and October 2015

= Contributing somewhat

As compared to the initial recovery in the years
2009-2011 and the early phases of the current
upturn in 2013-2014, at the current juncture, the
recovery is less reliant on growth momentum
outside Europe, in emerging markets and other
advance economies. This is particularly important
given that global trade is slowing, growth in some
emerging economies is diminishing and trade is
becoming less elastic with respect to output. It
reflects the importance of domestic demand
growth drivers in the euro area (see Graph I.18).
And the recovery has so far proven to be more

resilient to temporary increases in uncertainty than
expected in spring.

Graph I.18: GDP growth and its components, euro area
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...but only marginally increased its pace.

While these features of the current recovery are
widely seen as supporting the growth outlook, the
pace of the recovery looks unimpressive given the
powerful tailwinds. This view is supported by
comparisons ~ with  previous  recoveries. *
Nevertheless, sustained by the strong tailwinds, the

@) See E. Ruscher and B. Vasicek, ‘The euro area recovery in

perspective’, Quarterly Report on the Euro Area (European
Commission — DG ECFIN), 2015, Vol. 14, No. 3, pp. 6—
18.
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Table 1.3:
Composition of growth - EU

(Real annual percentage change)

Autumn 2015

forecast
2014 2010 2011 2012 2013 2014 2015 2016 2017
bnEuro  Curr. prices % GDP Real percentage change

Private consumption 7868.1 56.8 0.7 0.2 0.6 0.1 13 21 2.0 1.8
Public consumption 2898.3 20.9 0.7 -0.1 0.1 0.3 12 13 0.8 1.0
Gross fixed capital formation 2692.2 19.4 0.1 19 25 -17 2.6 2.9 35 4.4
Change in stocks as % of GDP 13.7 0.1 0.3 0.7 -0.1 0.1 0.1 -0.1 0.0 0.0
Exports of goods and services 6004.9 431 10.7 6.6 2.3 2.2 4.1 48 4.3 5.0
Final demand 19477.0 140.4 4.0 2.4 0.4 0.6 23 2.8 2.8 3.0
Imports of goods and services 5616.6 404 9.8 4.2 -0.4 16 47 5.0 4.9 5.5
GDP 13955.6 100.0 21 18 -0.5 0.2 14 1.9 2.0 21
GNI 13969.6 100.1 2.4 18 -0.6 0.1 13 19 2.0 2.1
p.m. GDP euro area 10108.3 68.4 2.1 1.6 -0.9 -0.3 0.9 1.6 1.8 1.9

Contribution to change in GDP

Private consumption
Public consumption
Investment
Inventories

Exports

Final demand
Imports (minus)

Net exports

0.4 0.1 -0.3 -0.1 0.7 1.2 .2 1.0
0.2 0.0 0.0 0.1 0.2 0.3 0.2 0.2
0.0 04 -0.5 -0.3 0.5 0.6 0.7 0.9
11 0.4 -0.8 0.2 0.0 -0.2 0.1 0.0
3.7 2.5 0.9 0.9 18 21 1.9 23
5.4 3.3 -0.6 0.9 32 39 4.0 43
B3] 16 -0.1 0.6 g 20 2.0 23
0.4 1.0 11 0.3 -0.1 0.1 -0.1 0.0

euro area economy has surpassed pre-crisis levels
of economic activity.

Moderate economic growth in the first half of
the year...

In the first half of 2015, economic growth in the
euro area and the EU marginally exceeded
expectations. Domestic demand remained the main
growth driver, mainly thanks to private
consumption but also to a lesser extent to
investment. With increasing real gross disposable
income and some improvements in the labour
market, private consumption continued to grow at
a sustained pace. Investment growth in the first
half of the year was stronger than in the second
half of last year, mainly supported by favourable
financing conditions and the strengthening
domestic demand.

Real GDP growth in the second quarter of 2015
increased for the ninth consecutive quarter in both
the euro area and the EU, but the pace in both
areas was slightly lower than in the first quarter
(0.4% g-o-q after 0.5%).

...should continue in the near term...

Looking ahead, the tailwinds examined are
expected to remain in place but encounter
resistance from external headwinds, notably the
slowdown in China (see Box1.2) and other

emerging market economies. The weakness of
currencies in emerging markets, notably in
commodity exporting countries, worsens the price
competitiveness of euro area firms. Also the
increased uncertainty about the start and profile of
monetary policy normalisation in the US has raised
global uncertainty.

In the near term, the fiscal impact of coping with
the increase in migration into the EU is expected to
raise public consumption.

Regarding the overall impact of these new growth
determinants, the first hard data for the third
quarter gives favourable results. In July and
August, industrial production in the euro area was
on average 0.3% higher than the average in the
second quarter (0.1% in the EU) and about 2%
higher than in the corresponding months a year ago
(see Graphl.19). The ECB’s index of new
industrial orders in the euro area rose substantially
in the first half of the year and points to further
expansion. Retail sales in August increased to their
highest level since 2008. On average, retail sales
grew by 0.6% between July and August compared
to the second quarter in the euro area and by 0.5%
in the EU.



Graph I.19: Industrial new orders
and industrial production, euro area
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Survey-based measures of activity and sentiment
were on balance a touch stronger in the third
quarter than in the second, suggesting that
economic growth has held up quite well. In
September, the Commission's Economic Sentiment
Indicator (ESI) stood at its highest level since mid-
2011 in both areas (see Graph 1.20). The euro area
composite output Purchasing Managers’ Index
(PMI) stayed at 53.9 in the third quarter, indicating
similar expansion of economic activity as in the
second quarter. For the EU, the index was on
average 0.4 points lower in the third quarter at
54.2, but also well above the no-change threshold
of 50 points. The October release of the OECD’s
Composite Leading Indicator showed stable
growth momentum in the euro area up to August
(latest data).

While positive sentiment and confidence should be
a spur to domestic demand components, foreign
demand will suffer from the influence of
developments in some emerging market
economies. The weaker assessment of export order
book levels in the Commission’s manufacturing
confidence indicator and in the Manufacturing
PMI (-0.7 points to 52.0 in the euro area, -0.6 to
51.7 in the EU) may reflect the deterioration in the
outlook for the external environment and global
trade. Overall, the latest data point to a steady pace
of growth throughout the rest of the year. In 2015,
real GDP is projected to grow by 1.6% in the euro
area (see Graph 1.1) and by 1.8% in the EU (see
Graph 1.21). This implies slightly stronger growth
in the Member States not belonging to the euro
area (see Graph 1.22), which reflects the renewed
catching-up in some of the new Member States,
but also the more advanced cyclical position of the
UK and strong growth in Poland.

EA and EU outlook
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...before new factors take over from
tailwinds...

The life expectancy of the tailwinds described is
limited and cannot be expected to push economic
growth over the whole forecast horizon. Even if
the oil price, the relatively low external value of
the euro or the very accommodative policy stance
remain in place, they cannot continue to provide
the same stimulus as when they first showed up.
However, as the recovery progresses, other factors
should assume a larger role in driving economic
growth in the euro area and the EU, particularly as
some adverse factors, such as high unemployment,
insufficiently implemented structural reforms, and
geopolitical ~tensions continue weighing on
economic growth. (see Box. 1.4)

On the external side, in 2016 and 2017 the
projected strengthening of global economic
activity and global trade should support foreign
demand for euro area and EU exports although less
than expected in spring. On the domestic side,
there are several developments that could assume a
greater role in driving growth. This includes the
fruits of already implemented structural reforms,
which should be growth-enhancing.

Moreover, progress in overcoming the legacies of
the crisis, particularly deleveraging, should be
increasingly growth-supportive, as constraints on
companies, households, and the government sector
loosen. Non-financial corporates should
increasingly benefit from Banking Union %, but
also from the fruits of adjustment processes. A
further easing of credit conditions, as indicated in

@Y Qee C. M. Buch, T. Kérner and B. Weigert, ‘Towards
deeper financial integration in Europe: What the Banking
Union can contribute’, Credit and Capital Markets, 2015,
Vol. 48, No. 1, pp. 11-49.
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the ECB Bank Lending Survey, should help
investment growth gain momentum over the
forecast horizon. Private households are lowering
their debt, which affects the linkage between
disposable incomes and private consumption and
household investment. In several Member States
the recovery of house prices supplements this
development as does the improvement in labour
market conditions. Governments in several
Member States face positive news regarding the
consolidation of public finances, supported by the
lasting recovery, which allows for a less restrictive
fiscal stance than in previous years.

The inflow of asylum seekers into the EU, which
has substantially increased this year, should result
in additional government spending in several
Member States. Over the forecast horizon, the
expected rise in the labour force could also
translate into additional employment, once
refugees with a sufficient degree of skills enter the
labour market and participate in economic activity.
By how much these developments affect the
outlook for the euro area and the EU is difficult to
estimate (see Box I.1).

Additional support of economic growth could also
be provided by a higher quality of growth drivers.
This could come through different channels, such
as more growth-friendly public spending and
taxation, ® which is a key part of the growth
agenda for Europe. Moreover, a better quality of
investment, for instance as a result of the careful
monitoring of investment projects in the context of
the Investment Plan for Europe, could raise both
the quantity of production inputs (e.g. capital), but
also total factor productivity (TFP),*® the
slowdown in which predated the crisis. Policies
addressing the observed increase in income
inequality ®” could result in a more growth-
friendly composition of incomes and strengthen
private consumption. ¥

(25)

See e.g. S. Barrios and A. Schaechter, A., ‘The quality of
public finances and economic growth’, European Economy
Economic Papers no. 337. September 2008.

See e.g. P. Praet, ‘Structural reforms and long-run growth
in the euro area’, 43rd Economic Conference of
Osterreichische Nationalbank, Vienna, 15 June 2015.

See T. Bonke and C. Schrdder, ‘European-wide inequality
in times of the financial crisis’, DIW Discussion Paper no.
1482, April 2015.

On the impact of inequality on consumption see e.g. A. B.
Atkinson, ‘Inequality — What can be done?’, Cambridge
AM and London: Harvard University Press, 2015, in
particular pp. 33-37 and the references therein. On the
relevance for cyclical phases see e.g. G. De Giorgi and L.
Gambetti, ‘Business cycle fluctuations and the distribution

(26)

27)

(28)

...allowing for slightly faster economic growth
over the forecast horizon.

Overall, real GDP is projected to grow by 1.8% in
the euro area (see GraphI.1) and by 2.0% in the
EU in 2016 (see Graphl.21), which is slightly
slower than forecast in the spring, mainly due to
the slowing down of growth in emerging market
economies. Accordingly, the main contribution to
growth should come from domestic demand,
whereas the contribution of net exports declines
and even becomes slightly negative in the EU. An
uptick of economic growth is expected in 2017, to
1.9% in the euro area and to 2.1% in the EU.

Graph I.21: Real GDP, EU
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The difference between economic growth in the
euro area and the EU is mainly the result of strong
growth performance in the UK, Poland and
Sweden, which are expected to grow at rates above
2% in each of the forecast years, resulting in 2015-
2017 in growth rates of 2%2% and more in the
Member States not belonging to the euro area (see
Graph 1.22).

Over the forecast horizon, potential output growth
is set to edge up to about 1% in the euro area and
to almost 1%% in the EU, still clearly below pre-
crisis levels. Thus, over the whole forecast
horizon, economic growth is projected to remain
above potential. The strength of the economic
expansion will be sufficiently strong in the EU to
start closing the output gap towards the end of
2017.

of consumption’, Federal Reserve Bank of New York Staff’
Reports no. 716, March 2015.
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The current widespread recovery across the
euro area and the EU...

The most recent data for GDP growth suggest that
the recovery in the EU has continued to broaden
and that the output gap in many Member States
narrowed last year. In fact, tailwinds are
supporting economic growth in all Member States,
but to a different extent. From a cross-country
perspective, this year, most euro area Member
States should see stronger domestic demand and,
all but Luxembourg, should also see stronger
private consumption. Most non-euro area Member
States, by contrast, are expected to see domestic
demand weakening.

Supported by labour market reforms that have
reduced labour costs, GDP growth in Spain this
year, is expected to more than double, placing it in
the lead as the fastest growing of the euro area’s
large economies The Netherlands and Germany,
which are both expected to grow faster than the
euro area average, are next. Among the euro area’s
biggest economies, growth in France and ltaly is
expected to remain below average. Outside the
euro area, solid growth in Poland is expected to
continue at an almost unchanged pace. In the UK,
growth is expected to remain robust but the
appreciation of sterling has hit manufacturing and
brought economic growth down from its peak last
year, reflecting the more advanced cyclical
position of the country (see Graph 1.23).

EA and EU outlook

Graph 1.23: Cross-country differencesin the output gap,
largest Member States, 2011-17
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...Is expected to continue over the forecast
horizon...

In 2016 and 2017, economic activity should be on
the rise in all countries, with an acceleration
expected for 2017 in most Member States (see
Graph 1.24). Growth differences result from
country-specific structural features (e.g.
differences  in  balance-sheet  adjustment,
deleveraging in the private sector, catching-up in
some Member States), different cyclical positions
(e.g. between countries inside and outside the euro
area), differences in export price elasticities, and,
more recently, differences in the pass-through of
lower oil prices and the exposure to the
rebalancing in China.

Graph 1.24: Real GDP growth in 2016 and 2017,
EU and Member States (excl. EL)
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Among the largest Member States, in 2016 and
2017, economic growth should again exceed the
EU average in Poland, Spain, the UK and the
Netherlands, whereas it should be close to the
average in Germany and somewhat below average
in France and Italy.
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In Spain (growth of 2.7% in 2016 and 2.4% in
2017), economic growth is set to decelerate over
the forecast horizon but to remain relatively high,
underpinned by still robust, though less intense,
job creation, easy financing conditions, high
consumer and business confidence and low oil
prices. In the Netherlands the forecast growth rate
of 2.1% in 2016 is marked by an important policy
stimulus. In Germany, economic growth is
projected to continue to be supported by
favourable labour market and financing conditions
underpinning domestic demand, leading to GDP
growth of 1.9% in both 2016 and in 2017. In
France GDP growth is expected to increase
slightly to 1.4% in 2016 and 1.7% in 2017, driven
initially by strong private consumption and
followed by a recovery in investment. In Italy, the
recovery is expected to strengthen to 1.5% in 2016
and 1.4% in 2017, as oil prices remain low and
domestic demand growth resumes.

Outside the euro area, in Poland, robust and stable
growth is forecast to continue at 3.5%, driven by
domestic demand and with rising exports to the EU
more than offsetting negative developments in the
Russian and Ukrainian markets. Economic growth
in the UK is expected to follow a gentle downward
trajectory to 2.4% in 2016 and 2.2% in 2017,
driven by domestic demand, in particular, robust
growth in private consumption. The relatively
strong growth forecast in the largest economies
implies that they remain the main contributors to
real GDP growth in the EU (see Graph 1.25).
Among the other Member States, the largest
growth contribution is expected from Sweden with
GDP growth of 2.8% in 2016 and 2.7% in 2017.

Graph 1.25: EU real GDP growth, contributionsby Member States
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...including a rebound in former or current
programme countries.

Signs of improvement are also expected in most of
the euro area Member States that either have or
have had adjustment programmes. After this year’s
strong surge of economic growth in Ireland, GDP
is expected to grow by an average of 4.0% over
2016 and 2017, and remain employment-rich. In
Portugal, where GDP is expected to grow 1.7% in
2016 and 1.8% in 2017, the economic recovery
should firm with domestic demand continuing to
be the main driver, and with the drag from net
exports diminishing over the forecast horizon.
After three years of recession, in Cyprus economic
growth is expected to gradually gain momentum,
reaching 1.4% in 2016 and 2.0% in 2017,
supported by the ongoing deleveraging of the
private sector and accelerating investment activity,
whereas the rebound in the first half of this year
had been primarily driven by private demand, the
euro’s depreciation and low energy prices. After
slipping back into recession in 2015, the downturn
in Greece is expected to continue into 2016 with
GDP falling by 1.3%. The economy, however,
should start recovering in the second half of the
year, supported by a rebound in confidence, the
stabilisation of the financial sector, and the
consequent re-launching of investment and
privatisation projects, so growth should reach 2.7%
in 2017.

Meanwhile, economic performance is expected to
remain sluggish in other countries, including
Finland, which has been severely affected by EU-
Russia sanctions and where real GDP growth of
0.7% in 2016 and 1.1% in 2017 is expected. Also
negatively affected are the Baltic economies,
where growth should rebound markedly in 2016
and 2017, following a slowdown this year. In some
countries, the particular pattern of EU fund
disbursements has led to a growth acceleration this
year that should not be expected to be sustained
next year.

Investment surprising on the upside but
remaining subdued...

Investment activity remains subdued despite the
firming of the recovery. However, investment
growth exceeded expectations in the first half of
2015. Support came from very favourable
financing conditions, low oil prices and the
improved demand outlook as the recovery
continued. But the pace of expansion in the first
quarter (1.4% g-o-q in the euro area and the EU)



did not continue into the second quarter when
investment declined in both areas (-0.5% in the
euro area, -0.1% in the EU). The developments in
quarterly investment data also highlight the
volatile nature of investment.

In comparison to past recoveries, the pace of the
investment recovery remains rather weak (see
Graph 1.26). ®” This continues to reflect the legacy
of the crisis, particularly deleveraging, EU-specific
factors ©” and possibly slowing economic growth
outside the EU. In 2014, not even the investment
level of 2011, which had still been below pre-crisis
levels, had been reached in the euro area and the
EU. The euro area investment-to-GDP ratio stood
in the second quarter at 19.8% (19.7% in the EU),
which was markedly below its 1998-2007 average
of 22.1%.

Graph 1.26: Comparison of past and current recoveries
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...as construction investment remained weak...

After having fallen rather steadily in recent years,
the adjustment period of construction investment is
expected to come to an end this year. However,
recent hard data still point to a continued fall in
construction investment. The sector's output has in
August (3m-on-3m) fallen by 0.9% in the euro
area and by 1.0% in the EU. In the first half of
2015, the number of building permits in the euro

@ For analyses see N. Balta, ‘Investment dynamics in the
euro area since the crisis’, Quarterly Report on the Euro
Area (European Commission — DG ECFIN), 2015, Vol.
14, No 1, pp. 35-43; B. Barkbu et al., ‘Investment in the
euro area: why has it been weak?’, IMF Working Paper no
2015/32, February 2015; and R. Banerjee, J. Kearns, and
M. Lombardi, ‘(Why) Is investment weak?’, BIS Quarterly
Review, March 2015, pp. 67-82; and ECB, ‘The current
weakness in euro area investment compared with past crisis
episodes’, Monthly Bulletin, December 2014, Box 4, pp.
65-68.

See European Commission, European Economic Forecast —
Autumn 2014, European Economy, 2014, No. 7, pp. 8-12.

(30)
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area (see Graph [.27) was still 6.5% lower than in
the first half of 2014. However, at 1.2% above the
second half of 2014, this is still a positive sign.

Graph 1.27: Housing investment and building permits, euro area
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The Commission's surveys show that construction
sector confidence increased in the third quarter
compared to the second in both the euro area and
the EU. In the euro area, confidence remained
below its long-term average but managers showed
more optimism about the evolution of their current
order books and about employment prospects in
their sector. This is in line with the support that
construction activity should receive from the
relatively strong growth in households’ real
disposable incomes and from financing conditions,
which are very favourable given the support of
very accommodative monetary policies. This is
directly visible in the expansion of loans for house
purchases, which rose at an annual rate of 1.6% in
July and August in the euro area. Further evidence
of progress in the construction sector’s adjustment
can be seen in house prices, which broadly rose
across the euro area in the second quarter of this
year after a prolonged period of depressed prices.

In 2015, investment in construction is expected to
grow by 0.7% in the euro area and by 1.1% in the
EU.

...but should rebound modestly over the
forecast horizon.

The recovery in construction investment is
expected to gather pace in 2016 and 2017, as the
need for adjustment in that sector gradually fades.

GDP growth, and rising real disposable incomes,
house prices, and low mortgage rates, should
stimulate residential construction. These factors,
however, will continue to be partially
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counterbalanced in some Member States where
households are still heavily indebted. The positive
impact of lower mortgage rates on the affordability
of house purchases should be to some extent
mitigated by the increase in house prices, which is
associated with very low interest rates.
Demographic factors (e.g. ageing) are expected to
exert a negative impact on residential construction
activity, partly offset by the increased demand for
housing that is associated with higher migration
into the EU.

The performance of the non-residential
construction sector, however, is expected to be less
buoyant, which should weigh on the overall
growth contribution of the construction sector.

All in all, construction investment is expected to
increase by 2.0% and 3.4% in the euro area in
2016 and 2017 respectively, and by 2.4% and
3.7% in the EU.

As the decline in construction activity differed
across Member States, so too will its recovery.
This is related to structural features, but also
reflects the past performance of the construction
sector and the current pace of the economic
recovery. The rebound should be particularly
visible in economies that experienced a pre-crisis
housing boom, but were then hard hit by the
financial crisis (e.g. Ireland, Spain, and the UK) or
that are among the faster growing economies in the
EU in the post-crisis period (e.g. Germany and
Sweden). Ongoing adjustments will continue in
2016 in a number of countries (Greece, France,
Slovenia, and Slovakia in the euro area, and
Bulgaria, the Czech Republic, and Hungary in the
rest of the EU), while in 2017, construction
investment is expected to rise in all countries.

The rebound in equipment investment remains
slow...

In the first half of the year, equipment investment
rose across the ecuro area and the EU, but at a
slower rate than in typical past recoveries. At the
current juncture, rising investment is supported by
strengthening domestic demand and improved
profit margins (see Graph 1.28), on the back of
lower energy prices and lower funding costs.
These positive factors, however, are somewhat
offset by a number of negative ones such as
elevated uncertainty ©” as well as ongoing

GD The latest calculations of a new version of the Economic
Policy Uncertainty index (EPU) show the substantial

corporate deleveraging and remaining credit
supply constraints in some Member States.

Graph 1.28: Profit growth, euro areaand EU
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Economic indicators covering the first months of
the third quarter suggest a continuation of the
subdued upturn in equipment investment. As
regards hard data, in July and August, the average
industrial production of capital goods was 0.4%
higher in the euro area than on average in the
second quarter (EU 0.1%). Capacity utilisation
rates have so far failed to show clear signs of
acceleration. At around 81% in the third quarter
(July survey), they stood close to their long-term
averages in both the euro area and the EU (see
Graph 1.29).

Graph 1.29: Equipment investment and capacity utilisation, EU
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The Commission’s surveys showed substantial
increases in confidence in the third quarter. In both
the euro area and the EU, sentiment indicators

increase in uncertainty during the events in Greece in July
2015; see S. R. Baker, N. Bloom and S. J. Dauvis,
‘Measuring economic policy uncertainty’, NBER Working
Paper no. 21633, October 2015.



brightened in all business sectors (industry,
services, retail, and construction) compared to the
second quarter. By contrast, the manufacturing and
services PMIs in both areas either stagnated or
declined marginally in the third quarter after
reaching multiyear highs in the previous quarter.
This reflected the deterioration in the external
environment that has started weighing on euro area
and EU manufacturers’ assessments of their export
order books.

Overall, confidence levels remain high, while the
factors that underlie investment decisions continue
to be supportive, although somewhat restrained by
the deterioration in the external environment.
Against this background, in 2015, equipment
investment is expected to accelerate in the euro
area to 4.6% and in the EU, to 5.4%.

...with some acceleration expected in 2017 ...

Over the forecast horizon, the delayed
modernisation of the capital stock, as suggested by
the long-lasting fall of the investment-to-GDP
ratio, could motivate companies to increase
equipment investment.

However, deleveraging by NFCs is expected to
continue weighing on investment. In the early
post-crisis years, with asset prices having fallen
sharply, companies had started paying down debt
and were reluctant to borrow almost regardless of
the prevailing interest rate, illustrating how high
debt ratios had substantially weakened the credit
channel of monetary policy transmission. Since the
end of the crisis, deleveraging has been associated
with a sharp decline in the investment-to-GDP
ratio. Active deleveraging, by paying down debt,
has been accompanied by passive deleveraging,
via changes in the economic environment that raise
the denominator in deleveraging indicators (e.g.
debt-to-GDP ratio). In many Member States, the
debt of NFCs, as a proportion of GDP, has
declined, giving a rough indication of past
deleveraging (see Graph 1.30). On aggregate, in the
euro area the leverage of NFCs, in terms of debt to
equity, has continued falling in 2015 and is now
back to pre-crisis levels. ®® As a result,

G2 Leverage of non-financial companies (measured as debt to
equity) continued falling into 2015 and has already
returned to pre-crisis levels, see ECB, September 2015
ECB staff macroeconomic projections for the euro area, 3
September 2015. For a detailed analysis see European
Commission, ‘Private sector deleveraging: where do we
stand?’, Quarterly Report on the Euro Area, (European
Commission — DG ECFIN), 2014, Vol. 13, No. 3, pp. 7-
19.

EA and EU outlook

deleveraging now appears to be a softer constraint
for equipment investment.

Graph 1.30: NFC debt, consolidated
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Low financing costs and an improved demand
outlook should support equipment investment over
the forecast horizon. However, in 2016, the link
between equipment investment and extra-EU
exports is expected to become more important,
since a lower growth momentum outside the EU
and lower export growth look set to prevent a more
dynamic rise in equipment investment. Overall,
equipment investment in the euro area is expected
to maintain the same momentum as in 2015 in the
euro area and to decelerate in the EU. With global
growth rebounding in 2017, the export-related
dampening factor should lose importance. In line
with accelerating economic activity, this should
allow for stronger equipment investment growth.

All in all, investment in equipment is expected to
increase in the euro area by 4.6% in 2016 and by
5.7% in 2017, and by 5,1% and 5.6% respectively
in the EU.

...turning total investment into an important
contributor to GDP growth.

Overall, investment in the euro area is expected to
rise by 2.3% in 2015 (EU 2.9%), 3.0% in 2016
(3.5%) and 4.4% in 2017 (EU 4.4%). The
Investment Plan for Europe is expected to support
the strengthening of investment gradually as it
starts funding more and more projects.
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Total investment had already begun to contribute
positively to economic growth in the euro area and
the EU in 2014. The projected pace of acceleration
keeps this contribution almost unchanged in 2016,
but implies a markedly higher contribution in
2017, when investment should contribute to
growth as much as private consumption in the euro
area and only slightly less in the EU. A sufficient
increase in investment is a necessary condition for
a recovery's sustainability, which otherwise would
depend on temporary or purely cyclical factors.

Private consumption has been the main driver
of economic growth...

Private consumption has been the key factor in the
recovery’s recent strength. Between mid-2014 and
mid-2015, private consumption expanded by 1.5%
in the euro area and by 1.9% in the EU. This pace
exceeded that of GDP, which was up by 1.1% in
the euro area and 1.6% in the EU. During that
period, private consumption’s 0.8 pps. contribution
to GDP growth in the euro area (EU 1.1 pps.) was
its highest since the first half of 2008 and indicates
that private consumption has been leading the
pick-up in domestic demand. The first two quarters
of 2015 confirmed these findings.

The key factors supporting private consumption
growth have increased real disposable incomes due
to higher nominal incomes and gains in purchasing
power due to relatively low inflation. Wage
increases and a higher number of wage earners, as
well as higher non-labour incomes, pushed
nominal incomes, whereas exceptionally low
consumer price inflation strengthened the
purchasing power of households and resulted in a
further uptick in real disposable incomes (see
Graph 1.31). Rebounding house and financial asset
prices added private wealth gains to these positive
factors.
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...Is expected to keep its growth momentum in
the near term...

Recent evidence supports the favourable outlook
for private consumption, as do expectations of
further increases in nominal incomes, lower energy
prices and lower consumer inflation. Moreover, the
fall in energy prices may not have been fully
passed through in previous quarters.

Economic indicator readings also support the
outlook for stronger private consumption growth in
the near term. For instance, the increase in retail
sales in August (to their highest level in more than
seven years) hints at consumer spending growth in
the third quarter of 2015 (see Graph 1.32). Also,
new passenger car registrations rose in September
at an annual rate of 9.8% in both the euro area and
the EU, which exceeded the growth rate in the first
eight months. In line with this, the annual growth
rate of loans to households continued to rise in
July and August.

Graph 1.32: Retail trade volumes and retail confidence,
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Survey data give somewhat more mixed signals.
The Commission's Consumer  Confidence
indicator, while remaining above its long-term
average, declined in both the euro area and the EU
in the third quarter of 2015 compared to the
previous quarter. This mainly reflected higher
unemployment fears, which are especially
pronounced in Germany, Austria and Sweden, as
well as a more pessimistic assessment of the past
and expected future general economic situation.
However, many consumers appear more confident
about making major purchases in the third quarter.
In line with hard data, retail confidence has
increased strongly in the euro area and the EU in
the third quarter compared to the second.

Overall in 2015, improved labour market
conditions and the increase in households' scope
for spending pave the way for an acceleration in
consumption growth to 1.7% and 2.1% in the euro
area and the EU respectively (see Graph 1.33).

Graph I1.33: Private consumption and consumer confidence, EU
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...and moderate only somewhat over the
forecast horizon.

Over the forecast horizon, the expansion of private
consumption should remain underpinned by
improving labour market conditions, notably the
favourable impact of rising wage growth on the
back of increasing employment, further gains in
non-labour incomes (profit and property-related
income), and inflation, which is still low and
expected to increase only gradually once oil prices
pick up.

Household saving rates are also expected to
decline slightly over the forecast horizon. This
should reflect some unwinding of savings that
resulted from consumption smoothing when lower
energy prices led to windfall gains, but also the

EA and EU outlook

discouraging impact of an extended period of low
interest rates on savings, which could trigger
durable  goods  purchases. The ongoing
improvement in labour market conditions could
also be expected to lower precautionary savings
and have a dampening effect on the saving
rates. ®* These factors, however, will be partially
offset by the ongoing need of many households to
deleverage.

Households have made progress on deleveraging
during the economic recovery, ®® but over
indebtedness remains an issue in several Member
States, where it limits the impact favourable
financing conditions for households. For years,
deleveraging needs have been an obstacle to
consumption growth in some countries, but
recently there has been some encouraging news in
that regard. This also reflects increases in financial
wealth from rising bond and equity prices and the
resulting reduction in the net financial debt of the
private sector, even if gross debt remains
unchanged (see Graph 1.34).
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Lower deleveraging needs could imply an increase
in spending relative to income. However, any
assessment of debt levels and thus deleveraging
needs is complicated by significant national

63 See also ECB, ‘Factors behind recent household saving
patterns in the euro area’, Economic Bulletin (ECB), 2015,
No. 2, Box 4, pp. 45-47.

Households have made progress in reducing their
indebtedness with the net worth of households continuing

(34)

to

increase; see ECB, September 2015 ECB staff

macroeconomic projections for the euro area, 3 September
2015.
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differences in factors such as equilibrium house
prices, tax systems, preferences for rent or
ownership, and demography.

While lower deleveraging needs in some Member
States could support private consumption in 2016
and 2017, in others, the ongoing need to reduce
private debt should remain an important factor
preventing stronger consumption growth.

All these factors suggest a continuation of the
expansion with some moderation at the end of the
forecast horizon, mainly due to the negative impact
of the uptick in inflation on real disposable
incomes. All in all, private consumption is
expected to increase by 1.7% and 1.5% in the euro
area in 2016 and 2017 respectively, and by 2.0%
and 1.8% in the EU.

Public consumption expected to contribute
moderately to growth

Government consumption continued to support
growth in the first half of the year in both the euro
area and the EU, expanding much more than
expected. In the euro area, government
consumption grew 0.6% and 0.3% g-o-q in the first
and second quarters of the year, compared to 0.6%
and 0.4% in the EU as a whole. For the year 2015,
government consumption is projected to grow by
1.0% in the euro area and by 1.3% in the EU.
Additional public spending to host and integrate
asylum seekers is contributing to this growth,
particularly in some countries.

Further out, public consumption growth is
projected to remain rather stable over the forecast
horizon. It is expected to grow by 0.8% and 1.1%
in the euro area in 2016 and 2017 respectively and
by 0.8% and 1.0% in the EU. In 2017, it is
expected to contract in three Member States
(Greece, Finland and the UK). The forecast for
2017, however, rests on a no-policy change
assumption, according to which consolidation
measures are only factored into the forecast if they
have been adopted and presented to national
parliaments, or if they have been sufficiently
specified.

Exports defying external weakness for now...

In the first half of the year, the slowing of global
economic growth, mainly in emerging market
economies and the weakness of global trade
affected exports from the euro area and the EU

negatively, but the weak euro mitigated the
dampening effect of weaker foreign demand.
While external demand usually tends to be more
decisive for export performance than price
competitiveness, > the recent development of
exports showed the importance of the exchange
rate for many euro area exporters. °® For other
exporters, gains in price competitiveness were less
important, as their export competitiveness depends
more on non-price factors or their integration into
global value chains. Accordingly, the exposure of
extra-EU exports to exchange rate fluctuations
differs across Member States. Moreover, in some
Member States, exports to other EU members are
more significant than exports outside the EU,
which reduces the impact of weaker demand
growth from outside the EU.

...but will not remain immune over the forecast
horizon...

In the short term, euro area exports should
continue benefitting from the weak euro.
Nevertheless, they cannot be expected to remain
immune to global headwinds. So far, weak growth
in emerging markets has not resulted in a
downshift in total euro area export growth. This
should lead to gains in export market shares in
2015 in the wake of the past depreciation of the
euro. However, some of the impact of weaker trade
growth may be still to come. This seems to be
confirmed by the assessment of export order books
in both the Commission's manufacturing survey
and in the PMI, which worsened in the third
quarter of 2015, compared to the previous quarter
in both the euro area and the EU.

The rebalancing of growth in China should also
affect Member States to different degrees,
depending on their relative importance and
structure. Indirect trade impacts should also be
moderate, given the limited exposure of the EU
economy to emerging markets other than China
(see Box 1.2).

Meanwhile, export growth to Russia, in particular
in some Member States with close links to Russia,

65 On the impact of euro exchange rate developments on trade
see Box 1.2 (‘Impact of euro exchange rate movements’) in
European Commission, European Economic Forecast —
Winter 2015, European Economy, 2015, No. 1, pp. 50-52.
See e.g. IMF, ‘Exchange rates and trade flows:
disconnected?’, in World Economic Outlook, October
2015, chapter 3, pp. 105-42; P. Ollivaud, E. Rusticelli and
C. Schwellnus, ‘The changing role of the exchange rate for
macroeconomic adjustment’, OECD  Economics
Department Working Papers no. 1190, March 2015..

(36)



will continue to suffer from the downturn in
Russia, sanctions against Russia and counter-
sanctions against the EU. Due to the technical
assumption about the continuation of tensions and
sanctions until the end of January 2016, this effect
will persist for some time.

In late 2016 and 2017, foreign demand is expected
to strengthen as economic activity gradually
rebounds in most emerging market economies.
However, with growth in these countries likely to
be lower than in previous years and with global
trade’s elasticity to growth lower than in the past,
the rebound in foreign demand for EU exports
looks likely to remain rather moderate. Moreover,
in some Member States export growth could be
negatively affected by increasing domestic demand
pressure, which reduces companies’ ability to
respond to external demand increases and thereby
results in a lower responsiveness to the rebound in
foreign demand than in previous post-crisis

years. ©7

All in all, despite the deceleration expected in the
second half of the year, exports are expected to
grow by 5.2% in the euro area in 2015 and by
4.8% in the EU, on the back of the strong carry-
over effect from the first half of the year.
Reflecting the slowing global growth momentum,
exports should grow in 2016 at lower pace of 4.3%
in both areas, before accelerating in 2017 to 5.0%
in both areas (see Graph 1.35).

Graph 1.35: Global demand, EU exports
and new export orders
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67 For some empirical evidence see P. Soares Esteves and A.
Rua, ‘Is there a role for domestic demand pressure on
export performance?’, Empirical Economics, 2015, Vol.
49, No. 4, pp. 1173-89.
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...while imports develop in line with
strengthening domestic demand.

In parallel, and in line with the strengthening
recovery of domestic demand, imports also grew
strongly in the first half of the year. The high
import content of many export goods, implies that
the expected slowing of export growth should also
dampen import growth.

All in all, imports are expected to grow by 5.4% in
the euro area in 2015 and by 5.0% in the EU, on
the back of the strong carry-over effect from the
first half of the year. Over the forecast horizon, the
profile of import growth should be similar to that
of export growth, with a slight slowing in 2016
(4.8% in the euro area, 4.9% in the EU) and,
reflecting the rebound in global economic activity,
world trade, and a further strengthening of
domestic demand, an acceleration in 2017 (5.7% in
the euro area, 5.5% in the EU).

The almost parallel development of exports and
imports limits the scope for a more meaningful
contribution of net exports to GDP growth. In the
first half of the year, net exports had contributed
positively to economic growth, but for the whole
year the contributions should be only marginal
(0.1 pps. in both areas). Over the forecast horizon,
net exports are expected to continue making a
broadly neutral contribution to real GDP growth in
the euro area.

5. THE CURRENT ACCOUNT

The adjusted current account surplus®® in the euro
area has been increasing quite steadily over the
past few years, moving almost in parallel with the
surplus in the merchandise trade balance. This
mainly reflected weak domestic demand in the
euro area and higher foreign demand for European
exports due to higher global growth. The aggregate
surplus hides substantial differences in current
account developments at the Member State level.

A further widening of the trade surplus due to
weak domestic demand and lower oil prices...

The increased trade surplus reflects relatively weak
growth of import demand and improving
competitiveness of European companies. Since
mid-last year, the decline in major commodity

©® On the adjustment for reporting errors in intra euro-area
and intra-EU balances, see note 8 on concepts and sources
in the Statistical Annex of this document.
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prices, notably oil, has become another important
factor behind the widening of the surplus.
Although the impact of lower dollar-denominated
Brent oil prices was somewhat mitigated by the
lower euro exchange rate, the deficit in the oil
trade balance shrank markedly (see Graph 1.36).
This trend was only partly mitigated by higher
imports due to the gradual strengthening of
domestic demand in the EU.

Graph 1.36: Oil and non-oil extra-EU trade balances
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Apart from developments in domestic demand and
in commodity prices, the rising surplus mirrors
developments in the price competitiveness of EU
companies. The oil price impact on import prices
was negative, so the EU’s terms of trade improved.
As a consequence of improved terms of trade, the
export performance in the euro area and in the EU
improved. And the continued fall of relative unit
labour costs that is expected in 2015 in the euro
area and in the EU, implies a further improvement
in price competitiveness. The real -effective
exchange rates of the euro area and of the EU fell
sharply in the first half of the year and are
expected to record in 2015 a decline of 6.7% and
7.1% respectively.

Assuming that oil prices rebound only marginally
in the second half of the year, oil should be the
dominant influence on the trade balance for the
year as a whole. In 2015 the adjusted trade surplus
is expected to rise from 2.5% to 3.3% of GDP in
the euro area and from about 0.3% to 1.0% in the
EU. Once oil prices rise further, domestic demand
strengthens and export growth slows, the trade
balance surpluses of the euro area and the EU
should stop widening and eventually decline
slightly in 2017.

...should be followed by a
deterioration in extra-EU balances...

marginal

The euro area's current account surplus has
increased since 2009, when the sharp decline in
import and export volumes resulted in exceptional
changes of the current account balances. In the
years since, changes in the adjusted current
account surplus were mainly driven by the increase
in exports of goods and services (as a percent of
GDP), which exceeded the increase in imports (see
Graph 1.37).

Graph 1.37: Decomposition of the changein the current
account balancerelativeto GDP, euro area
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The expected slowing of euro area export growth
and the continued strength of import growth are set
to lower the surplus of the adjusted current account
balance over the forecast horizon. The surplus is
expected to follow the trade balance, which
implies a further increase from 2.4% of GDP in
2014 to 3.1% in 2015 in the euro area. Although
the marginal decline in 2016 (to 3.0%) should
continue in 2017 (to 2.8%), the current account
surplus is expected to remain at a historically high
level.

...while cross-country diversity should persist
after a period of rebalancing.

The high adjusted current account surplus in the
euro area concedes an asymmetric adjustment.

In vulnerable Member States, improvements in
competitiveness have helped to reduce deficits and
contribute to rebalancing in these countries. Many
of them turned a large deficit into a surplus, which
also comprised a smaller deficit or higher surplus
in the country’s extra-euro area or extra-EU
balances. ®” The most recent current account data

©9 A more detailed analysis had been presented in Box L3
(‘Rebalancing in the euro area: an update’) in European



confirm a continuation of this process (see
Graph 1.38). In 2015, current account balances
should improve in all euro area economies that had
recorded high external sector deficits in the late
2000s (Spain, Latvia, Portugal, Greece, and Italy).
In Portugal and Greece, the current account surplus
is expected to increase further next year, whereas
in the other three countries, a small decline is
expected in both 2016 and 2017.

Graph 1.38: Current-account balances,
euro areaand Member States
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In countries with already high current account
surpluses the lower deficit in the oil balance,
continued relatively weak domestic demand, and
sustained price competitiveness in the wake of the
euro depreciation delayed the adjustment process
towards a more balanced current account.

Graph 1.39: Country decomposition
of euro area’scurrent account
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Particularly in Germany and in the Netherlands,
current account surpluses are expected to remain

Commission, European Economic Forecast — Spring 2015,
European Economy, 2015, No 2, pp. 51-54; see also ECB,
‘Recent current account developments in euro area
countries with large pre-crisis deficits’, Economic Bulletin
(ECB), 2015, No. 4, Box 4, pp. 43-45.
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over the forecast horizon at higher levels than in
the last years, with only small declines in 2016 and
2017. Therefore, these countries' position as main
contributors to the adjusted euro area current
account surplus is expected to remain unchanged
(see Graph 1.39).

6. THE LABOUR MARKET

Labour market conditions continue to improve
slowly but steadily. While employment in the euro
area and the EU is rising slightly faster than in the
early phases of the recovery, the unemployment
rate is declining only gradually, and there are
substantial differences among Member States. As
the moderate economic recovery continues and
gains some momentum over the forecast horizon,
labour market conditions should improve further.
However, the pace of economic growth and job
creation  looks  insufficient to  reduce
unemployment rates below pre-crisis levels. The
decline could be slowed further, or even
temporarily reverted in some Member States,
should the increase in the labour force associated
with the acceptance of asylum seekers in the EU
be more substantial than currently envisaged.

Labour market conditions have improved
gradually...

Since the start of the recovery in 2013,
employment has been picking up more quickly and
more powerfully in response to output
developments than historical elasticities of
employment to overall activity would have
suggested. In 2014, the labour market continued to
create jobs at a reasonable rate of about 0.7% in
the euro area and 1.1% in the EU, whereas the
number of self-employed continued shrinking in
the euro area (-0.5%) but rising in the EU (0.3%),
driven by an increase of 5.7% in the UK. In the
first half of 2015, employment growth continued
unabated. In the second quarter, employment grew
0.3% (g-0-q) in the euro area and 0.2% in the EU
(see Graph 1.40). Compared to the same quarter in
2014, employment was 0.8% higher in the euro
area and 0.9% higher in the EU. These changes
reflect, among other things, past wage moderation
and recent labour market reforms.
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Table 1.4:
Labour market outlook - euro area and EU
(Annual percentage change) Spring 2015 Spring 2015
Euro area forecast EU I forecast
2014 2015 2016 2017 2015 2016 _ 2014 2015 2016 2017 _ 2015 2016
Population of working age (15-64) 0.0 0.2 0.3 0.2 0.1 0.1 0.1 0.2 0.3 0.2 0.1 0.1
Labour force 0.1 0.2 0.4 0.6 0.3 0.4 0.3 0.3 0.5 0.6 0.4 0.5
Employment 0.6 0.9 0.9 1.0 0.9 11 1.0 1.0 0.9 0.9 0.9 1.0
Employment (change in million) 0.9 13 13 15 13 1.6 2.2 2.2 1.9 2.1 2.1 2.2
Unemployment (levels in millions) 18.6 17.7 17.2 16.7 17.7 16.9 248 232 226 21.9 235 225
Unemployment rate (% of labour force) 11.6 11.0 10.6 10.3 11.0 105 10.2 9.5 9.2 8.9 9.6 9.2
Labour productivity, whole economy 0.3 0.7 0.9 0.9 0.6 0.8 0.3 0.9 11 11 0.8 11
Employment rate (a) 58.8 59.2 59.6 60.0 59.1 59.6 59.0 59.5 59.8 60.2 59.4 59.9

(a) Employment as a precentage of population of working age. Definition according to structural indicators.

See also note 6 in the Statistical Annex

Graph 1.40: Employment growth and unemployment rate, EU
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Forecast figures are annual data.

The unemployment rate, which had started to
decline in mid-2013, continues to recede gradually,
but remains above pre-crisis levels. The decline
reflects the combination of rising employment and
a growing labour force with participation rates
having moved up (added-worker effect). In August
2015, the unemployment rate in the euro area
stood unchanged at 11.0% (EU 9.5%). The overall
improvements in labour market conditions also
lowered unemployment among two of the most
severely affected groups: young people and the
long-term unemployed. The youth unemployment
rate fell in both the euro area (22.3%, down from
23.6% in August 2014) and in the EU (20.4%,
down from 21.9%) and the proportion of the long-
term unemployed in the overall unemployment rate
fell to 51.1% in the euro area and to 48.2% in the
EU (see Graph 1.41).

Graph 1.41: Unemployment by duration, EU
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High youth unemployment and high long-term
unemployment can lead to skill erosion and have a
detrimental impact on structural unemployment
and potential output growth in the medium-term.
Hints on developments in the structural
unemployment rate can be found in information on
matching efficiency. The observed outward shift in
the Beveridge curves of the EU and euro area
suggest that matching efficiency had been
declining until recently. The curves, which depict
the  negative  relationship  between  the
unemployment rate and the vacancy rate, show that
up to mid-2015 there were more unemployed
workers for a given level of vacancies than before
the crisis (see Graph 1.42). To some extent, this
can be related to structural changes in labour
demand, e.g. due to shrinking construction output,
that affect the search effectiveness of workers. “*
The inward shift observed during the recovery
period signals the increased ability of the labour

@9 See M. W. L. Elsby, R. Michaels and D. Ratner, ‘The
Beveridge curve: a survey’, Journal of Economic
Literature, 2015, Vol. 53, No. 3, pp. 571-630. They
discuss increases in unemployment duration as another
source of potential heterogeneity that shifts the curve.



market to match unemployed workers to firm
vacancies.

Graph 1.42: Beveridgecurve, euro areaand EU
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...and employment should grow further in the
near term...

The current pace of the economic recovery in the
EU does not allow for rapid absorption of excess
capacities. Improvements in the labour market are
therefore expected to remain gradual in the near
term.

Survey results indicate that employers should
continue creating jobs at about the same pace as in
the past. However, recent consumer surveys
suggest that expectations that the labour market
will continue to improve smoothly have become
more uncertain, particularly in countries with a
large inflow of refugees. The composite PMI
employment index, which contains information
about actual employment growth in the
manufacturing and services sectors, remained
elevated through September in the euro area,
pointing to a continuation of employment growth
at current pace.

According to the Commission’s surveys, in the
third quarter, euro area companies revised up their
employment expectations (see Graphl.43) in
services, retail and construction, but revised them
down in industry. In the EU as a whole, changes in
employment expectations in the third quarter were
almost negligible. This contrasts with substantial
increases in consumers’ unemployment fears in
both the euro area and the EU. The September
readings marked new highs for 2015 in half of the
Member States.

EA and EU outlook

Graph I.43: Employment expectations,
DG ECFIN surveys, EU
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For 2015, employment is forecast to grow by 0.9%
in the euro area and 1.0% in the EU. This should
allow for a further decline in the annual
unemployment rate of 0.6 pps. in the euro area (to
11.0%) and by 0.7 pps. in the EU (to 9.5%).

...whereas the further decline in
unemployment rates should be limited over
the forecast horizon...

With GDP growth and business confidence
increasing, job creation should pick up,
particularly where supported by labour market
reforms and moderate wage increases. Stressed
countries and Italy are expected to see particular
improvement. Employment is forecast to expand in
2016 by 0.9% in both the euro area and the EU and
in 2017 by 1.0% in the euro area and 0.9% in the
EU (see Graphl.44). This expansion of
employment is the counterpart to the narrowing of
the negative output gap in both areas and thus
broadly compatible with Okun's law that links
GDP growth to changes in employment. "

The outlook for the unemployment rate is less
clear cut. Although higher net migration into the
EU should lead to an increase in the labour force,
which employment growth may not be able to
absorb fast enough in some Member States, the
impact of recent migration trends should be
modest. Unemployment in 2016 is expected to
decline by 0.3 pps. in both the euro area and the

@D For a discussion see Box 1.3 (‘Recent unemployment
developments: a swift reaction to economic recovery’) in
European Commission, European Economic Forecast —
Winter 2015, European Economy, 2015, No 1, pp. 53-55;
and the investigation into forecast practices in L. Ball, J.
Tovar Jalles and P. Loungani, ‘Do forecasters believe in
Okun’s law? An assessment of unemployment and output
forecasts’, International Journal of Forecasting, 2015, Vol.
31, No. 1, pp. 176-84.
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EU to 10.6% and 9.2% respectively. As the
economy  strengthens  further in 2017,
unemployment should fall to 10.3% in the euro
area and 8.9% in the EU.

Graph 1.44: Employment growth and GDP growth in the EU
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...with lasting disparity across Member States.

Unemployment rates differ greatly among Member
States and labour mobility within the EU has done
little to foster convergence, because labour
markets remained highly disaggregated. “* More
recently, the geographically broad-based recovery
has improved labour market conditions in most
Member  States by raising employment
(employment increased in all but four Member
States in 2014) and lowering unemployment (in all
but nine).

While the continuation of the recovery is expected
to create new jobs in all large Member States,
different projections for the labour force result in
different implications for national unemployment
rates. In Germany, employment growth should
regain momentum with rising economic activity,
but the labour market integration of refugees is
expected to create some comparatively low upward
pressure on the unemployment rate. In France,
despite some supportive policy measures,
employers are expected to prioritise productivity
improvement before creating new jobs, so the
unemployment rate is only expected to improve
towards the end of the forecast horizon. In Italy,
employment is projected to continue increasing as
the recovery gathers strength, but the decline in the
unemployment rate is expected to be gradual due
to growth in the labour force. In Spain, further
wage moderation and slow unit labour cost growth
should continue to support robust job creation and

@2 See also the analysis in Section 1.1 of this chapter.

further reductions in the unemployment rate, albeit
at a slightly decelerating rate. In the Netherlands,
economic growth driven by domestic demand
should prove favourable for employment,
contributing to a further decline in the
unemployment rate in each of the forecast years. In
the UK, the labour market should remain robust,
with employment growth slowing slightly over the
forecast horizon and the unemployment rate
stabilising at the current level. In Poland,
employment growth is expected to slow somewhat
over the forecast horizon, reflecting adverse
demographic trends and stagnating labour force
participation, which should lower unemployment.

Overall, the strongest decreases in unemployment
rates this year are expected in countries that have
implemented labour market reforms (e.g. Portugal,
Spain) while in other countries like Germany,
where the unemployment rate has already been
rather low, and France, job creation is either
slowing down or being postponed. In 2016 and
2017, unemployment trends are expected to
converge somewhat as the most significant
reductions are expected in countries with the
highest rates (e.g. Spain, Portugal, Cyprus) and
unemployment is expected to decrease less quickly
or even increase in Member States where
unemployment rates are alrecady low (e.g.
Germany, UK, Austria).

7. INFLATION

After rising between January and May this year,
inflation in the euro area (see Graph 1.2) and the
EU (see Graph1.45) dropped below zero in
September. The main culprit was the decline in
energy prices. Stripping them from the aggregated
index, the underlying picture that emerges now
differs from the spring, in that the other
components of inflation show a slow increase in
line with improving domestic demand. As
domestic demand solidifies further, the recovery in
domestic prices should become more apparent.

However, the outlook for inflation is complicated
by slowing growth in China and several other
emerging market economies. Signs of overcapacity
and excessive leverage in the corporate sector in
these countries risk putting further downward
pressure on international producer prices and
eventually retail prices. In fact, the global and
sustained decline in industrial producer prices,
especially in Asia, has not abated since spring and
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Table I.5:

Inflation outlook - euro area and EU

(Annual percentage change) Spring 2015 Spring 2015

Euro area forecast EU i forecast

2014 2015 2016 2017 2015 2016 2014 2015 2016 2017 2015 2016

Private consumption deflator 05 0.2 11 16 0.2 1.4 0.7 0.2 1.2 17 0.3 15

GDP deflator 0.9 11 1.2 15 0.9 15 1.1 1.1 13 1.6 1.0 15

HICP 0.4 0.1 1.0 1.6 0.1 1.5 0.6 0.0 1.1 1.6 0.1 15

Compensation per employee 14 14 16 2.0 i3 15 11 17 2.0 25 1.6 18

Unit labour costs 11 0.7 0.7 11 0.7 0.6 0.8 0.9 0.9 14 0.8 0.8

Import prices of goods -25 -2.6 0.6 17 -1.5 13 -2.4 -23 0.4 16 -15 14

prospects of an immediate recovery in pricing
power are not evident.

Graph I.45: HICP, EU
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Figures above bars are annual growth rates

A return to weak inflation rates...

HICP inflation in the euro area was consistently
negative in the first quarter of 2015 but returned
quickly into positive territory in the second
quarter, earlier than previously expected. Indeed
inflation recovered to 0.3% in May —its peak so far
this year— from -0.6% in January (see Graph 1.38).
Much of this variation is explained by the strong
shifts in energy prices, but another important factor
behind the recovery in headline inflation was food
prices, which jumped in the second quarter, partly
as a result of positive base effects from last year.
Headline inflation in the euro area averaged 0.2%
in the second quarter, up from -0.3% in the first. In
the EU, prices broadly followed similar dynamics,
but second quarter inflation averaged slightly
lower at 0.1%, dragged down mainly by Poland,
where there has been pronounced weakness, and
UK, where prices have been flat.

Euro area inflation in the third quarter declined
from 0.2% in July to -0.1 in September, driven by
the drop in the energy component, which fell from
-5.6% to -8.9% over the same period so that the

rate in September almost matched its low in
January. Nonetheless, concerns about deflation
have been diminishing because other components
are starting to show upward pressures. Food prices
(including alcohol and tobacco) rose by 1.4% in
September, their highest level this year. Non-
energy industrial goods inflation averaged 0.4% in
the third quarter, up from 0.2% in the second.
Likewise, services inflation remained roughly
stable overall in the third quarter (average of 1.2%)
rising slightly from the second quarter (1.1%).

...but core inflation is increasing slowly.

Core inflation (all items excluding energy and
unprocessed food) in the euro area stood at 0.9% in
the third quarter, up from 0.6% and 0.8% in the
first and second quarter, respectively. These
increases came on the back of a slow uptick in
both services inflation and non-energy industrial
goods inflation. The turnaround of non-energy
industrial goods prices in the second and third
quarter was supported by increased demand for
non-food consumer products and — with a lagged
effect — the depreciation of the euro (see
Graph 1.46). In the EU, core inflation was likewise
at 0.8% in the third quarter, up from 0.7% in the
second. Services inflation in the EU (at 1.4% in the
third quarter) stood higher than in the euro area
(1.2%), propped up by the UK's relatively high
services inflation (2.3%).

The weakness of core inflation in the euro area
largely reflects still the negative output gap which
has yet to close since the crisis. Labour cost
developments, an important element in the price of
services, were also muted in line with weak
demand and also due to an adjustment in wages in
a number of euro area Member States that was
needed in order to regain their competitiveness.
Moreover, lower oil prices have an indirect effect
on core inflation through items such as
transportation services. Until the first quarter of
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2015, core inflation was still declining and
appeared to have become decoupled from the
improvement in economic activity. At 0.9%, core
inflation in the euro area is still considerably below
its historical average. However, given that is
slowly reflecting the increase in domestic demand,
especially  the  strengthening of  private
consumption, concerns of a prolonged period of
falling prices have diminished.

Graph 1.46: Inflation breakdown, euro area
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External and producer prices on the decline...

External price pressures continued to weaken in
2015 with no recent sign of abatement. The
renewed decline in global commodity prices is
driving this further drop in import prices.
However, slowing growth in emerging markets
may have accelerated this decline. Moreover, the
recent strengthening of the euro against its trading
partners may also have already contributed to the
recent sharp drops in import prices in the euro
area.* All these factors signal that price pressures
are still low along global supply chains as well as
in the euro area. On the whole, import prices
(measured by the deflator of goods imports) fell
again in 2014 by around 2.5% in the euro area.
Latest data of industrial import prices show a steep
decline of almost 5% in August.

In 2015, available information and the assumed
path for global commodity prices suggest that
goods import prices for the whole economy are set
to drop further, by around 2% in the euro area. In
2016, import prices are expected to turn around
slightly and increase by around %% in both
regions, consistent with the assumptions of a mild
recovery in commodity prices. As the expected

@) On the pass-through see ECB, ‘Monitoring the exchange
rate pass-through to HICP inflation’, Economic Bulletin
(ECB), 2015, No. 4, Box 4, pp. 46-48.

global recovery takes hold, the import price
deflator is expected to reach around 1% % in 2017
in both regions.

Annual industrial producer price inflation was
negative throughout 2014 and was still negative in
August 2015. Producer price declines actually
intensified in this August (-2.6% in the euro area)
driven lower by energy prices. The declines in
intermediate and non-durable consumer goods
were also strong in the third quarter. On the other
hand, consumer durable goods and capital goods
inflation were positive and held relatively stable in
the second and third quarters reflecting narrowing
output gaps as domestic demand picks up. The
strong declines in producer prices in the third
quarter in China and other emerging markets,
especially in Asia, suggest further downward
pressures along global supply chains at least until
the end of the year, and further declines would
present downside risks to the inflation outlook (see
Graph 1.47).

Graph 1.47: Industrial producer prices, euro areaand China
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...but the recovery in employment, wages and
house prices limit deflation risks.

While low energy prices and weak producer prices
have exerted downward pressures on inflation,
wage growth has remained clearly positive in the
euro arca. Wages and salaries grew at an average
rate of about 2% in the first half of 2015 in the
euro area and by around 0.3 pps. higher in the EU,
as wage growth is significant in a number of non-
euro area countries. The growth in compensation
per employee is projected to remain at 1.4% in the
euro area and increase to 1.7% in the EU in 2015.

Coupled with steady wage growth and lower
energy prices, rising disposable incomes and
consumption should increasingly stoke price



pressures, even if the pass-through of labour costs
to prices may have fallen. *Y In 2016 and 2017,
growth in compensation per employee is expected
to increase to 1.6% and 2.0%, respectively, in the
euro area. In the EU, it is expected to increase to
2.0% and 2.5%, markedly above the inflation rate.
With labour productivity projected to accelerate
slightly in both regions, unit labour cost growth is
expected to remain subdued and to edge up slightly
in 2017, but remain moderate compared to its
average over the past decade.

Meanwhile, house prices in 2015 have clearly
turned the corner, which is consistent with an
underlying improvement in the economy and
domestic price pressures. It is also a reflection of
improved credit flow throughout the economy,
which has been stimulated by the very
accommodative monetary policy stance. In the
second quarter of 2015, house prices rose at annual
rates of 1.1% and 2.3% in the euro area and the
EU. Higher house prices improve the net wealth of
households, significantly for those with mortgages,
while lowering the risk of mortgage default and
non-performing loans in the banking sector.

Different measures of inflation expectations
point in different directions...

Market-based measures of inflation expectations
staged a recovery after the ECB announced its
expanded Asset Purchase Programme (APP) in
January 2015, but the renewed fall in oil prices,
especially in July and August, erased a good part
of the gains registered since early this year. After
peaking in July, short- and longer-term inflation
expectations implied by financial markets declined
again in the third quarter. In October, they
stabilised somewhat and stood marginally above
the lowest-levels seen in January, signalling low
but positive inflation in the next few years. For the
short term, inflation-linked swap rates at the
one-year-forward-one-year-ahead horizon stood at
0.7% at the cut-off date. Swap rates at the three-
year-forward-three-year-ahead  horizon  would
imply an average inflation rate of 1.2%. On a
longer horizon, the widely watched five-year-
forward-five-year-ahead indicator suggests
inflation of 1.7% (see Graph 1.48).

@9 Such evidence has been presented for the US economy, see
E. V. Peneva and J. B. Rudd, ‘The passthrough of labor
costs to price inflation’, Finance and Economics
Discussion Series (Federal Reserve Board) 2015-042, May.

EA and EU outlook

Graph 1.48: I nflation expectations derived from
implied forward inflation-linked swap rates
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According to the Commission’s surveys, selling
price expectations in the manufacturing sector
tumbled in the third quarter — with a slight
majority of companies expecting a price decline -
although not to the same extent as the January
lows. However, a rather different signal came from
the services sector and among consumers where
price expectations have increased somewhat since
spring and remained relatively stable with a small
net positive balance of respondents. Survey-based
measures of inflation expectations, such as
Consensus Economics' forecast means of HICP
inflation in the euro area in 2015 and 2016, have
been successively revised down between June and
October to 0.1% and 1.1%, respectively.
Forecasters taking part in the ECB’s Survey of
Professional Forecasters in the third quarter
revised their inflation expectations upwards for
2015 (by 0.1 pps. to 0.2%) and for 2016 (by
0.1 pps. to 1.3%), but left expectations unchanged
for 2017 (1.6%). Their long-term outlook was also
revised higher by 0.1 pps. to 1.9%, implying that
inflation rates will gradually return to levels close
to 2%. However the survey took place before the
renewed decline in oil prices.

On the whole, survey-based measures of inflation
expectations have held relatively well compared to
market-based measures. This could be interpreted
as evidence that respondents did not recognise
changes in the inflation process and continue with
their historical practice of giving more weight to
recent inflation data). *> Market-based measures
exhibit more sensitivity to oil price changes than
survey-based measures of long-term inflation
expectations like the ECB's Survey of Professional
Forecasters, and recent declines in swap-based

@9 See B. Trehan, ‘Survey measures of expected inflation and
the inflation process’, Journal of Money, Credit and
Banking, Vol. 47, No 1, February 2015, pp. 207-222.
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measures could therefore be attributed to this
factor. For example, the downward movement in
the Syr-5yr swap rate moved in parallel with oil
prices since mid-2014. Moreover, lower swap-
based measures could also be due to the existence
of negative inflation risk premia, “ i.e. inflation
swap rates and break-even inflation rates are lower
than expected inflation rates, reflecting the market
participants' view that their inflation outlook is
surrounded by a higher likelihood for lower rather
than higher inflation outcomes.

...but still in line with inflation gradually moving
up over the forecast horizon.

In 2015, the remaining slack in the economy,
lower oil prices and especially the assumed path of
commodity prices explain the downward revision
in the inflation outlook compared to spring.
Despite the steep decline in energy prices in the
second half of 2014, energy prices in the third
quarter of 2015 were below the price levels
registered in the same quarter of last year and the
assumed path of oil prices will result in negative
technical base effects in the HICP energy
component until the end of the year. “” The slight
increase in the euro against the dollar since spring
will also depress oil prices in euro terms. Overall,
inflation rates are projected to be slightly above
zero in the fourth quarter of 2015 in the euro area.

In 2016, base effects due to oil prices should be
moderate but will likely alternate from positive in
January to negative again until summer, based on
the assumed path of oil prices. ® On the other
hand, the strengthening dynamics of services and
retail prices should have a clearer impact on
inflation. Stronger wage growth and domestic
demand are set to feed into increasing underlying
price pressures but external price pressures are set
to remain weak given the very gradual increase in
both energy and non-energy commodity prices
assumed. Moreover, the scale of the decline in
external producer prices is complicated by the

@9 See ECB, ‘Inflation risk premia in market-based measures
of inflation expectations’, ECB Monthly Bulletin, July
2014, pp. 34-36 (Box 4).

For more detail on calculating and interpreting base effects
see ECB, ‘Base effects and their impact on HICP inflation
in early 2005°, ECB Monthly Bulletin, January 2005, pp.
31-33 (Box 3), and ECB, ‘Base effects from the volatile
components of the HICP and their impact on inflation in
2014°, ECB Monthly Bulletin, February 2014, Box 6, pp.
51-53.

For an exposition of base effects in 2016 see L.Vilmi,
‘Inflation developments in the euro area — an update’,
Quarterly Report on the Euro Area (European Commission
— DG ECFIN), 2015, Vol. 14, No. 3, pp. 29-33.

(47)

(48)

weakness and excessive leverage in the corporate
sectors of a number of emerging market
economies, which should limit imported price
increases. Inflation is projected to increase to 1.0%
in the euro area (Graph 1.2) and to 1.1% in the EU
(Graph 1.45) in 2016. In the fourth quarter of 2017,
inflation is then expected to be higher at 1.6% both
in the euro area and in the EU.

Low inflation even in countries that register
relatively high economic growth

Aggregate HICP inflation rates mask substantial
differences between Member States, though these
differences are much lower than in most previous
years (see Graph 1.49). In 2015, HICP inflation
rates in the Member States are expected to range
from -1.6% in Cyprus to 1.1% in Malta. These
ranges are projected to narrow in 2016 (ranging
from -0.3% in Romania to 1.9% in Hungary) and
in 2017 (from 0.9% in Greece to 2.9% in Estonia).

Graph 1.49: Inflation dispersion, current euro area Member States
_y-0-y%

(=]

Jforecast

/
%

08 09 10 11 12 13 14 15 16 17
= Highest national HICP inflation rate
= EA HICP inflation rate
Lowest national HICP inflation rate

* HICP in 2008 >17% in LV

Among the seven largest Member States, rates
should vary in 2015 by 0.8 pps. (from -0.6% in
Poland to 0.2% in Germany, Italy, and the
Netherlands), in 2016 by 0.8 pps. (from 0.7% in
Spain to 1.5% in the UK), and in 2017 by 0.7 pps.
(from 1.2% in Spain to 1.9% in Italy and in
Poland). The difference in rates reflect several
factors including GDP growth, wage growth
pressures, convergence in price levels, and the
different impact of exchange rate and commodity
price movements, which depend on the
composition of national HICPs and industrial
structures.

Another factor behind inflation differences are
relative price adjustments within the euro area. In
several stressed countries, external re-balancing
required increases in price competitiveness that



had to be achieved through a relative adjustment of
prices, which is more difficult in times of low
inflation. The relative price adjustment is reflected
in inflation dispersion, especially within the euro
area but also across Member States.

8. PUBLIC FINANCES

General government deficits set on a declining
path...

The outlook for public finances continues to be
favourable in the euro area and the EU, mainly on
the back of the continuing economic recovery and
lower interest expenditure resulting from the non-
standard monetary policy measures initiated by the
ECB (see Graphl.50). In 2015, the aggregate
general government deficit is projected to decline
to 2.0% of GDP in the euro area and 2.5% in the
EU. The general government deficit is expected to
continue declining in 2016 to 1.8% in the euro area
and 2.0% of GDP in the EU. Under a no-policy-
change assumption, the general government deficit
is set to narrow further in 2017, to 1.5% and 1.6%
of GDP in the euro area and the EU, respectively.

Graph 1.50: Budgetary developments, euro area
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...while structural balances remain broadly
stable.

Following substantial fiscal adjustment over the
last few years, the fiscal policy stance as measured
by the change in the structural balance, i.e. the
general government budget balance corrected for
cyclical factors, one-offs and other temporary
measures, is expected to be broadly neutral in 2015
in both the euro area and the EU. Next year, the
structural balance is foreseen to remain roughly
stable in the euro area, while limited fiscal
consolidation is forecast in the EU. The difference
between both areas is due to the improvement in
the structural balance in some Member States

EA and EU outlook

outside the euro area, in particular the United
Kingdom, Denmark, the Czech Republic, Poland
and Bulgaria. Looking ahead into 2017, under a
no-policy-change assumption, the structural
balance is expected to remain broadly unchanged
in both areas.

In the euro area in particular, the economic
recovery and lower interest expenditure are set to
contribute 0.4% and 0.1% of GDP, respectively, to
the overall improvement in the general government
deficit-to-GDP ratio in 2016 compared to the
previous year (see GraphI.51). However, these
deficit-reducing effects are projected to be partially
offset by a deterioration in the structural primary
balance by 0.2% of GDP. In 2017, under a no-
policy-change assumption, the positive
contributions to the change in the general
government deficit stemming from the euro area
economic cycle and the lower interest expenditure
component as well as the negative effect from the
worsening of the structural primary balance are set
to remain roughly unchanged.

Graph 1.51: Breakdown of the changein the general gover nment
deficit in the euro area, 2015-17
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The broadly neutral fiscal policy stance in the euro
area on aggregate should support the economic
recovery in 2016, although the aggregate figure
masks considerable differences among countries.
A loosening in the fiscal stance is expected in
seven of the Member States where negative output
gaps are expected to remain in 2016, while
additional fiscal consolidation is projected in the
remaining six. In turn, among the Member States
where real GDP is expected to be above potential
in 2016, the structural balance is expected to
deteriorate in two countries, while a restrictive
fiscal policy stance is envisaged in the other four
(see Graph 1.52).
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Graph 1.52: Fiscal stancein 2016 — structural balance vs. debt ratio
and output gap, euro area and Member States
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As regards sustainability needs, although Member
States with a higher general government gross debt
ratio are in general expected to strengthen their
fiscal effort, this is not always the case (see
Graph 1.52).

Expenditure-driven fiscal consolidation...

The reduction in the aggregate general government

deficit over the forecast horizon is set to be driven
mainly by lower government expenditure in both
the euro area and the EU (see Graph 1.53). This is
projected to be partially offset by a reduction in
government revenue, notably stemming from a
lower tax burden on labour income. This could
already signal a gradual rebalancing towards a
more growth-friendly composition of public
finances which could support the growth
momentum over the forecast horizon, but also the
employment outlook.

Graph 1.53: General gover nment revenue and expenditure,
euroarea
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The expenditure-to-GDP ratio in the euro area is
expected to decline steadily over the forecast
horizon from 48.6% in 2015 to 47.6% in 2017, on
account of the operation of automatic stabilisers,
such as lower social transfers, as the economic
recovery progresses, cost-containment in public
wages, and lower interest expenditure as a result of
the accommodative monetary policy environment.
However, this expenditure reduction is expected to
be partly offset by additional budgetary costs
associated with the arrival of a substantial number
of asylum seekers in some Member States.
Although the composition of government spending
could be effective in boosting economic growth,

Table 1.6:
General Government budgetary position - euro area and EU
(% of GDP) Spring 2015 Spring 2015
Euro area forecast EU forecast
2014 2015 2016 2017 _ 2015 2016 2014 2015 2016 2017 _ 2015 2016
Total receipts (1) 46.8 46.6 46.2 46.2 46.6 46.2 452 44.9 44.6 445 45.0 44.6
Total expenditure (2) 49.4 486 48.0 476 486 48.0 482 47.4 46.6 46.1 47.4 46.7
Actual balance (3) = (1)-(2) -26 -20 -18 -15 -2.0 -17 -3.0 25 -2.0 -16 -25 -2.0
Interest expenditure (4) 2.7 24 23 22 2B 2.4 25 23 2.2 21 24 2.3
Primary balance (5) = (3)+(4) 0.1 0.4 0.5 0.8 0.4 0.7 -0.5 -0.1 0.2 0.5 -0.1 0.3
Cyclically-adjusted budget balance (a) -12 -1.0 -12 -13 -0.9 -11 -18 <17 -1.6 -15 -1.6 -1.6
Cyclically-adjusted primary balance (a) 14 14 11 1.0 16 13 0.7 0.6 0.6 0.6 0.8 0.7
Structural budget balance (a) -1.0 -11 -12 -12 -0.9 -11 -17 -18 -16 -15 -16 -16
Change in structural budget balance (a) 0.3 -0.1 -0.1 -0.1 0.0 -0.2 0.1 -0.1 0.2 0.1 0.0 0.0
Gross debt 94.5 94.0 92.9 91.3 94.0 92.5 88.6 87.8 87.1 85.8 88.0 86.9

(a) as a % of potential output.

The structural budget balance is the cyclically-adjusted budget balance net of one-off and other temporary measures estimated

by the European Commission.
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Table I.7:
Euro-area debt dynamics
Average
200431 2012 2013 2014 2015 2016 2017
General government gross debt ratio® (% of GDP) 73.3 91.3 93.4 94.5 94.0 92.9 91.3
Change in the ratio 2.2 4.6 21 1.1 -0.5 -1.1 -1.6
Contributions to the change in the ratio:
1. Primary balance 0.3 0.6 0.2 -0.1 -0.4 -0.5 -0.8
2. “Snow-ball” effect’ 0.6 2.7 1.9 1.0 0.0 -0.4 -0.8
Of which:
Interest expenditure 2.9 3.0 2.8 2.7 24 23 2.2
Growth effect -2.0 0.8 0.3 -0.8 -1.5 -1.6 -1.7
Inflation effect -0.4 -1.1 -1.2 -0.8 -1.0 -1.1 -1.3
3. Stock-flow adjustment 1.2 1.3 0.0 0.1 0.0 -0.1 0.0

! 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.

Note: A positive sign (+) implies an increase in the general government gross debt ratio, a negative sign (-) a reduction.

the public investment-to-GDP ratio is forecast to
increase over the forecast horizon in only eight
euro area Member States (see Graph 1.54) and to
fall slightly further in the euro area as a whole.

Graph 1.54: Gener al gover nment gross capital formation,
euroareaand Member States
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The revenue-to-GDP ratio in the euro area peaked
at 46.8% in 2014 and is set to gradually decrease
up to 2016 to 46.2% and to remain at that level in
2017, under a no-policy-change assumption. The
estimated decrease reflects a declining weight of
social contributions and taxes on labour income in
2015-2017 in the government revenue component,
amid recent reforms introduced in a number of
Member States to reduce the tax wedge on labour.

...and gradually diminishing debt ratios.

The aggregate general government debt-to-GDP
ratio is forecast to decline from the peaks reached
in 2014 of 94.5% in the euro area and 88.6% in the
EU. In the euro area, the decrease in the public
debt ratio over the forecast horizon is projected to
be slightly stronger than in the EU, with the
general government debt falling to 94.0% of GDP
in 2015 and, under the no-policy-change
assumption, gradually to 91.3% of GDP in 2017.
In particular, the debt-reducing contributions of the
higher primary surplus and stronger nominal GDP
growth — underpinned by both higher real GDP
growth and inflation — are expected to fully offset
the still sizeable, yet gradually diminishing,
interest burden on the high debt overhang (see
Table I.7). In the EU, the general government
debt-to-GDP ratio is forecast to decline to 87.8%
in 2015 and, assuming no policy changes, to
85.8% in 2017.

9. RISKS

The uncertainty surrounding the outlook shows
few signs of abating. Heightened global risks and a
shallower-than-forecast rebound in inflation have
recently added a new layer of uncertainty. Thus,
the probability distribution surrounding the central
scenario of the autumn forecast looks different
from the spring.

External downside risks have increased ...

On the downside, the impact of the weakness in
some emerging market economies could turn out
to be larger than envisaged. In particular a ‘hard
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landing’ in China would create substantial risks for
the continuation of the global recovery and the
dynamics of global trade. However, the expected
impact from monetary policy normalisation in the
US (mainly the pace of the tightening) could have
an even more negative impact on emerging market
economies and thereby on the Member States than
envisaged in the central scenario.

Any further weakness and uncertainty in the global
economy could negatively affect the growth
outlook via trade (e.g. lower demand for European
exports via higher long-term interest rates in
destination countries) and financial linkages (e.g.
via financial market spillovers that raise the
funding costs for companies, households, and
governments). Surprises in the normalisation
process of US interest rates could be one of a
number of possible triggers that endanger stability
in financial markets and result in abrupt asset
valuation shifts. This could add to volatility that
might already have a more negative impact on
economic activity than expected in the central
scenario.

Geopolitical tensions are keeping uncertainty at
high levels and could become a larger impediment
to investment spending than currently expected.
Moreover, the difficulty of arriving at EU solutions
in key policy areas such as migration, other
remaining uncertainty, e.g. about the referendum
on EU membership in the UK, or a re-lapsing into
crisis in Greece, could weigh more heavily on
investment decisions and thus on economic
growth.

On the domestic side, legacy of the crisis may
continue to weigh more heavily on investment
activity than expected, for example through
persistent deleveraging needs in the corporate
sector and non-performing loans on bank balance
sheets which inhibit credit supply. Also on the
downside, the public perception of the increased
number of refugees could impact negatively on
economic confidence (e.g. increased
unemployment fears among the native population)
and thereby lower the growth momentum of
private consumption.

The impact of Volkswagen's manipulation of car
emissions testing could have a negative impact on
car sales, manufacturing output and real GDP
growth in some Member States, notably Germany.

...whereas migration into the EU features
among the upward risks.

On the upside, a stronger-than expected revival in
global growth dynamics and world trade could
push demand for European exports more than
expected and result in stronger growth dynamics.
A more favourable impact from already
implemented and future structural reforms, or the
Investment Plan for Europe, could provide an
additional push to economic growth. Although
lower-than-assumed oil prices would in principle
be an upside risk to economic growth, their benefit
might in practice prove less than in the past
because they would most likely occur in response
to the materialisation of downside risks such
weaker global demand, caused perhaps by a ‘hard
landing’ in China and contagion to other emerging
market economies. A smoother-than-expected
transition of refugees to employment or a larger-
than-expected number of refugees constitute
upside risks to the short-term growth outlook.

Overall the balance of risks to growth moves to
the downside...

The balance of risks to the growth outlook has
moved to the downside in recent months as the
outlook for the global economy has deteriorated.
This is visible in asymmetric confidence intervals
in the fan chart (see Graph 1.55), which depicts the
probabilities associated with various outcomes for
euro area economic growth over the forecast
horizon and shows the most likely development in
the darkest area.

Graph 1.55: Euro area GDP forecast -
Uncertainty linked to the balance of risks

r%

NowW R W
T

T

\~

upper 90%
upper 70%
mmmm upper 40%
mm Jower 40%
lower 70%

...while risks to the inflation outlook are
balanced.

Some of the previously identified downside risks
to inflation, such as lower-than-assumed oil prices,



have materialised and entered the central scenario.
Further increases in global uncertainty and risk
aversion could result in safe haven flows into EU
currencies which would appreciate and lower
external price pressures more than currently
expected. Weaker-than-expected external
developments could lower pressures and inflation,
but the opposite would happen if the external
environment developed more favourably than
expected. Further downside risks relate to lower
wage and price setting due to a de-anchoring of
inflation  expectations or increased price
competition thanks to structural reforms.

EA and EU outlook

Technical assumptions for commodity prices and
exchange rates remain a source of upside and
downside risks. For instance, renewed financial
market turmoil could strengthen the role of the
euro as a safe haven currency which could result in
an appreciation of the euro, creating downward
inflationary pressures.

Overall, after the downward revision incorporated
in the central scenario in autumn, the risks to the
inflation outlook are broadly balanced.
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Box I.1: A first assessment of the macroeconomic impact of the refugee influx

Europe is facing an unprecedented influx of asylum
seekers, which has put considerable strain on
several EU countries. The arrival of large numbers
of asylum seekers mirrors global developments
where the number of persons displaced by war,
conflict or persecution reached a high of nearly 60
million in 2014 according to the UN refugee
agency ", up by more than 8 million compared to
2013. Syria is by now the largest country of origin
with 7.6 million persons internally displaced and
3.9 million refugees at the end of 2014, followed
by Afghanistan (2.6 million refugees) and Somalia
(1.1 million refugees).

Against this backdrop, the number of refugees,
displaced persons and other migrants that have
made their way to Europe rose by almost 50% in
2014. A further, sharp increase has occurred in the
first three quarters of this year, though there is
considerable uncertainty as to the exact number and
composition of persons arriving. According to
Frontex, the EU border agency, more than 710,000
migrants entered the EU in the first three quarters
of 2015 (up from 282,000 in total in 2014). A vast
majority of them arrived in three countries: Greece,
Hungary and Italy; receiving 350,000, 204,000 and
129,000 persons, respectively, by end September.
These numbers refer to a broad group of people
containing both potential asylum seekers as well as
other types of migrants (note that the data refer to
irregular crossing of borders). ® Focusing on
asylum seekers alone, more than 1.2 million
persons have applied for asylum in the EU since
the start of 2014.

Differences among available data sets are sizeable
and reflect differences in definitions and coverage,
double-counting (e.g. of irregular migrants
applying for asylum in several Member States) or
under-counting (related to unreported irregular

(" UNHCR (2015) annual Global Trends Report: World
at War, June.

Note that the term asylum seeker is not equal to
refugee or migrant. Under EU law, an asylum-seeker
has applied for asylum and is awaiting a decision. If
successful, the individual obtains international
protection (i.e. either a refugee status or a subsidiary
protection status). In this text, the term refugee is
used for all "beneficiaries of international protection".
The more general term migrant covers third-country
nationals establishing their usual residence in an EU
Member State for a period that is, or is expected to
be, at least 12 months. It therefore includes refugees,
labour migrants as well as family-unification
migrants. Unsuccessful asylum seekers who do not
leave the host county are considered irregular
migrants just as those who cross borders illegally.

2

border crossings). Although considerable efforts
have been made to complement data from Eurostat
by reviewing data from different international
institutions, as well as EU and Member States’
agencies, data availability and reliability remain a
source of uncertainty when trying to assess the
macroeconomic impact of these flows at the current
juncture.

The sharp rise in the arrival of asylum seekers has
put considerable strains on several Member States,
both transit and destination countries ¥, that have
seen their capacity to receive them tested,
sometimes amid political and social tensions.
However, it should be noted that an inflow of about
one million persons into the EU in 2015® as a
whole would correspond to just 0.2% of the total
population. This is markedly less than e.g. the
increase in foreign-born population by more than 6
million persons (or 15%) in Spain alone between
1995-2008. The number also pales when compared
to Syria’s neighbouring countries. ©® Depending on
how the situation in Syria and its neighbouring
countries develops (as well as other parts of
MENA, South Asia and Africa), a sustained further
rise in the influx of migrants cannot be excluded.

This forecast contains a first assessment of the
impact of the larger-than-expected inflows of
asylum seekers on the economies of the EU. It is
based on the flows up until the third quarter of this
year whilst applying a technical assumption for the
remainder of the forecast period of a sustained high
level (basically keeping the inflows at the level of
2015-Q3 until end of 2016 unless domestic sources
provide more well-founded estimates). For 2017, a
gradual normalisation of the flows and the
recognition rate are assumed (see tables 1 and 2 for
the data used for the countries most affected).
Overall, an additional 3 million persons is assumed
to arrive in the EU over the forecast period. This

®  Transit country refers to the country/countries

through which migration flows (whether regular or
irregular) move through, from the country of origin in
order to enter the country of destination. It should be
noted that some Member States may be both a transit
and a destination country.
@ Also with a substantial period of 2015 behind us, the
uncertainty surrounding the influx thus far and its
future development is substantial. Based on border
crossing in the most recent period, it cannot be
excluded that the technical assumption of an inflow
of 1 million persons in 2015 will prove too low.
Turkey hosts more than 2 million Syrians by end Sep.
according to UNHCR estimates while Syrian
refugees make up about 20% of the population of
Lebanon by now (and almost 8% of that of Jordan).

®)

(Continued on the next page)
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Box (continued)

corresponds to an increase in the population of
0.4% after taking into account that some asylum
seekers will not qualify for international protection.

Full economic impact cannot be measured at
this stage

Short-term impact via higher public spending...

The impact is expected to differ across the EU.
This reflects not only differences in the size of the
flows, but importantly whether the asylum seekers
transit or stay (and if the latter, for how long); are
granted asylum or rejected (and the extent that
those who are rejected stay irregularly); and
differences in the legal provisions to access the
labour market. The impact will also be affected by
the economic structure of the Member State and its
work force; characteristics of the refugees (e.g. the
extent they complement or substitute the native
work force in terms of age and skills) and lastly of
the host countries’ capacity to integrate those that
will be granted international protection status.

Table 1:
Refugee inflows for main transit countries

Italy Greece Hungary
2014 2015 2014 2015 2014 2015

Non-EU national

A 170,000 165,000 40,000 500,000 20,000 250,000
arrivals

Asylum applicants 65,000 80,000 7,500 12,000 40,000 330,000

Total decisions 35,000 48,000 13,000 10,000 5,000 4,000
Positive decisions 20,000 25,000 2,000 5,000 500 500
Recognition rate 57% 52% 15% 50% 10% 13%
Population (‘000) 60,783 60,796 10,927 10,812 9,877 9,849

Asylum applicants
(% of population)
Refugees

(% of populaton)

0.11% 0.13% 0.07% 0.11% 0.40% 3.35%

0.03% 0.04% 0.02% 0.05% 0.01% 0.01%

Sources: Iregular border crossings for 2014 in Italy (referred to arrivals by sea) and Greece are
based on UNHCR data; in Hungary are based on FRONTEX data; estimations for 2015 irregular
border crossings are based on technical assumptions. Remaining data for 2014 from ESTAT,
2015 data derived applying technical assumptions on ESTAT data.

Note: Number of asylum applications for 2015 in Hungary is bigger than the number of non-EU
arrivals for the same year as it includes applications submitted in previous years and
applications made by non-reported irregular border crossings.

According to FRONTEX, in the second half of September, Croatia has emerged to be a
relevant transit country with an estimated 97,000 people crossing its border. However, the
effects are not yet visible in the number of asylum applications submitted within the country.

For Member States that are to a large extent transit
countries, additional public spending typically
relates to rescue operations, border protection (esp.
if managing an external EU border), registration of
asylum seekers and the short-term provision of
food, healthcare and shelter. For destination
countries, spending also includes elements like
social  housing, (language) training and
education. ©

©  Besides support during the reception period for the

larger group of asylum seekers, some integration-
related spending may affect destination countries also
beyond the forecast horizon.

The extent to which this additional spending will
affect a country’s budget balance depends on the
use of contributions by e.g. the EU’s Asylum,
Migration and Integration Fund’”, or the
European Structural and Investment Funds and to
which extent other revenues and expenditures are
adapted. If net spending is increased, the additional
public consumption and investment raises GDP
growth (albeit less than proportionally, assuming a
fiscal multiplier below 1). For destination
countries, an additional impact on growth can come
via a larger labour force, although with a certain lag
as processing asylum applications, integration,
recognition of qualifications, training etc. usually
take time.

...Is moderate, albeit more pronounced for
some countries.

While unevenly distributed across countries, the
estimated additional public expenditure related to
the arrival of asylum seekers is limited for most EU
Member States. For the most affected transit
countries, the currently-estimated effect on the
headline balance amounts to a maximum of 0.2%
of GDP in 2015, broadly stabilising in 2016. For
destination countries, the impact amounts to a
maximum of 0.2% of GDP in 2015, with a small
further increase in some countries in 2016. In
Sweden, which has among the highest share of
refugees as a percentage of the population in the
EU, the impact on the headline balance is expected
to be closer to 0.5% of GDP this year. The
corresponding positive effects on growth would be
somewhat smaller.

In the medium to long term, labour-market
integration matters most

Literature on the economic impact of migration in
the medium term is rich and often focuses on the
EU and the US as receiving countries. Studies from
the International Organisation for Migration (IOM)
and the OECD, among others, typically point to a
small impact on growth and public finances in the
medium term, which can be positive when migrants
are well integrated into host country labour
markets. For example, the fiscal impact of
cumulative waves of migration has been close to
zero in the OECD on average over the past 50 years

(" AMIF is a substantial funding instrument to support

efforts made at the EU and Member State level to
manage the refugee influx within the ‘European
Agenda on Migration’. Support is also given to third
countries, e.g. via more financial resources for
UNHCR and the World Food Programme. Overall,
an additional funding of EUR 9.2 billion have been
allocated to address the refugee crisis over 2015-16.

(Continued on the next page)
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Table 2:

Refugee inflows for main destination countries

EU 28 Germany Sweden France UK Austria Belgium Netherlands

2014 2015 2014 2015 2014 2015 2014 2015 2014 2015 2014 2015 2014 2015 2014 2015
Asylum applicants 550,000 1,200,000 173,000 700,000 75,000 165,000 60,000 61,000 32,000 40,000 25,675 46,000 15,000 37,000 22,000 40,000
Total decisions 357,000 1,000,000 97,000 700,000 53,000 60,000 68,000 73000 25000 40,000 na. na 20,000 37,000 19,000 22,000
Positive decisions 160,000 500,000 40,000 350,000 30,000 34,000 15,000 16,000 10,000 13,000 2,300 4,200 8,000 25,000 13,000 15,000

Recogpnition rate 45% 50%

Population ("000) 506,881 508,191

Asylum applicants
(% of population)
Refugees

(% of populaton)

0.11% 0.24%

0.03% 0.10%

41%

80,767

0.21%

0.05%

50%

81,174

0.86%

0.43%

57% 57%

9,645 9,747

0.78% 1.69%

0.31% 0.35%

22% 22%

65,836 66,352

0.09% 0.09%

0.02% 0.02%

40% 33%

64,351 64,767

0.05% 0.06%

0.02% 0.02%

8,507 8,585

0.30% 0.54%

0.03% 0.05%

40%

11,204

0.13%

0.07%

68%

11,258

0.33%

0.22%

68% 68%

16,829 16,901

0.13% 0.24%

0.08% 0.09%

sources: Number of applicants and number of decisions for 2014 are from ESTAT; number of applicants and number of decisions for 2015 are derived applying technical assumptions on data from national
sources [for DE, EASY data; for SE, Swedish Migration Agency data and forecasts (a range between 140,000 and 190,000 of asylum applications forecasted for 2015); for BE, CGVS data; for UK, Home Office

data; for NL and AT, relative national sources; for FR, Eurostat data]. Population data for 2014 and 2015 are from ESTAT.

Note: Recognition rate is the ratio between positive decisions and total decisions. Total decisions and positive decisions include only First instance decision as Final decision figure is not available for 2015.

(rarely exceeding +/-0.5%). ® However, the fiscal
impact tends to vary according to the category of
migrants, with labour migrants generally having the
largest positive impact (see also section I.1).

Thus in the medium to long run, budgetary
positions can improve. Research indicates that non-
EU migrants typically receive less in individual
benefits than they contribute in taxes and social
contributions. Employment is usually the single
most important determinant of a migrant’s net
fiscal contribution. For Member States with an
ageing population and shrinking workforce,
migration can alter the age distribution in a way
that may strengthen fiscal sustainability © — yet, if
the human potential is not used well, the inflow can
also weaken fiscal sustainability. Moreover, while
migration flows can partly offset unfavourable
demographic developments, earlier studies have
shown that immigration could not on its own solve
the problems linked to ageing in the EU. ¥

Turning to the functioning of labour markets,
migrants can improve the adjustment capacity to
regional differences or shocks by taking on jobs in
sectors where natives may be unwilling to work
and by being more responsive than natives to
regional differences in economic opportunities.
Immigration can also contribute to an increase in
human capital going beyond the purely quantitative
impact of an increase in the labour force, but that
depends crucially on education and skill levels,
which in turn are critical to determining the degree
of substitution or complementarity between

® OECD Migration Policy Debates, May 2014: Is
migration good for the economy?

© The World Bank noted in its Global Monitoring
Report 2015/16 how “migration can help countries
to adjust to uneven demographic change... and that
the global economic dividends they can bring can be
considerable”.

See, for example, the 2015 Ageing Report at
http://ec.europa.eu/economy_finance/publications/eur

opean_economy/2015/ee3_en.htm.

(10)

immigrant and native workers. Past experiences
have shown that the impact on wages and
employment can be negative for some groups of
native workers, typically among the low-skilled. 'V
At the same time, literature shows a positive
distributional effect on native workers that
complement the immigrant workforce. Overall,
immigration appears to have no obvious or little
impact on native unemployment levels.

Applying such results in the current situation needs
to be done with care, however. Refugees are a
diverse group and may, moreover, not have the
same profile (country of origin, age, gender,
education and skillset) as the wider group of
migrants considered in earlier studies. Reliable data
on the education level of the people in the current
migration wave are still scarce, but information
gleaned so far suggests it may be comparatively
low. ! Refugees are more likely than labour
migrants to work below their qualification level
(partly because of language problems and partly
because prior qualifications and experiences
obtained outside the host country are sometimes
undervalued, according to some studies). ' While
wages tend to catch up over time, they generally
start from a very low level for refugees. Lastly, the
employment rate of refugees is inclined to catch up
to those of other migrants over time, albeit stopping

(D See, inter alia, http://wol.iza.org/articles/do-

immigrant-workers-depress-the-wages-of-native-
workers and http://wol.iza.org/articles/do-migrants-
take-the-jobs-of-native-workers.

See, for example, IAB, ‘Asyl- und
Fliichtlingsmigration in die EU und nach
Deutschland.” Aktuelle Berichte 8/2015, IAB,
‘Fliichtlinge und andere Migranten am deutschen
Arbeitsmarkt: Der Stand im September 2015.°
Aktuelle Berichte, 14/2015.

For a further discussion see, for example, the
"qualifications of immigrants and their value in the
labour market: a comparison of Europe and the US",
in OECD/European Union, 2014, Matching
Economic Migration with Labour Market Needs.

(12)

13)

(Continued on the next page)
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short of reaching the ones of labour migrants. ¥

Labour-market outcomes thus crucially depend on
how quickly and how well refugees are integrated.

Stylised scenarios for a tentative impact
‘guesstimate’

In view of the significant uncertainties in
estimating the current inflows in terms of size and
composition during 2015-17 (let alone future ones),
this assessment of their economic impact will need
to be updated and refined as more information
becomes available.

To serve as an illustration of the possible medium-
term impact, simulations have been carried out
using DG ECFIN’s global macroeconomic model
QUEST for the EU as a whole and for Germany
(which is receiving the largest number of asylum
seekers). They serve to see how a ‘shock’ to the
population, with different assumptions on skill
levels as regards the newly arrived '¥, may affect
growth, public finances and labour markets.

These simulations are based on a number of
technical assumptions, such as an expected
additional increase in the EU population of 1
million people this year, 1.5 million in 2016 and
about half a million in 2017. Assuming that some
asylum applications are rejected, this corresponds
to an increase in the population of 0.4% at most. It
is thereafter assumed to gradually revert to inflow
levels seen in recent years. Using round figures
should facilitate a scaling up (or down) of the
results as more information becomes available,
providing better estimates on inflows.

Other assumptions underlying the simulations
concern recognition (of refugee status) and labour-
force participation rates, where the recognition rate
is assumed to be 50% "'® and about ¥% of the
accepted applicants are assumed to be of working
age. As a result, this implies an increase in the EU
labour force of about 0.1% by the end of 2015 and
by 0.3% in both 2016 and 2017. Lastly, the fiscal

(4" OECD Migration Policy Debates, Sep. 2015: Is this
humanitarian migration crisis different?

To understand the importance of skill distribution,
two extreme cases are considered. In one scenario,
migrants are assumed to have a skill distribution that
is proportional to the existing one within the EU
(high). With the limited information available so far
suggesting a lower skill level than the native
population, in a second scenario (low), all migrants
are assumed to be low skilled.

The increase in the recognition rate compared to 2014
reflects, above all, a composition effect with a higher
share of e.g. Syrian migrants.

(15)

(16)

cost"” is expected to have a full impact on

budgetary balances, implying higher deficits (or
lower surpluses) and debt levels, for illustrative
purposes.

The impact from higher public spending and a
larger labour force with a skillset similar to the
existing one in the EU is expected to:

— contribute to a small increase in the level of
GDP this year and next, compared to a baseline
scenario, rising to about %% by 2017. This
however is less than the rise in the underlying
population, implying a small, negative impact
on GDP per capita throughout the period; and

— strengthening the outlook for employment
(which is expected to improve gradually to
about 0.3% more employed persons by 2017),
in part from a wage response. '®

Table 3:

Combined effects of increase in spending and labour force - skillset as natives*
2015 2016 2017 2018 2019 2020

GDP 0.09 021 0.26 027 026 0.26
GDP per capita -0.11 -0.15 -0.06 -0.05 -0.06 -0.06
Employment 0.06 0.22 0.30 0.31 0.31 0.31
Current account % GDP -0.01 -0.02 -0.03 -0.03 -0.03 -0.03
Real.wages -0.08 -0.20 -0.25 -0.22 -0.18 -0.16
Gov Debt (% of GDP) -0.05 -0.08 -0.03 0.01 0.01 -0.02
Gov balance (% of GDP) 0.00 -0.04 -0.04 0.00 0.03 0.05

* Level difference compared to base-iine scenario
Note: Figures assume proportional skill distribution to EU27.

The impact on public finances is very limited
according to this simulation, based on the assumed
temporary nature of the additional expenditure.

Turning to the second simulation where the
increase in the labour force is based on low-skilled
workers, the positive impact on growth is more
limited. GDP is in this case expected to be close to
0.2% higher in the medium term (see table 4). The
difference on the employment outlook is less
pronounced, which partly reflects how the model

(7 The fiscal spending is assumed to evolve in line with
migrant flows and to amount to 30% of GDP per
capita per migrant, on average. This is based on cost
estimates of around EUR 12,000 per refugee in the
case of Germany. It is moreover assumed to be partly
government consumption and partly targeted
transfers to liquidity-constrained consumers.

In the model, a fall in wages compared to baseline
brings the labour market back into equilibrium. This
is partly reflecting a composition effect as earlier
studies point to relatively low wages for refugees
when entering the labour market. By contrast,
empirical studies show mixed results on whether
immigration lowers the wages of native workers
primarily reflecting the degree of substitution or
complementarity (see also section L.1).

(18)

(Continued on the next page)
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predicts stronger downward pressure on real wages
further out.

Table 4:
Combined effects of increase in spending and labour force - lowskilled*
2015 2016 2017 2018 2019 2020

GDP 0.06 0.14 0.8 017 047 017
GDP per capita -0.14 -0.22 -0.14 -0.14 -0.15 -0.15
Employment 0.04 0.18 0.25 0.28 0.29 0.29
Current account % GDP 0.00 -0.01 -0.02 -0.03 -0.03 -0.02
Real.wages -0.02 0.12 -0.18 -0.20 0.20 -0.20
Gov Debt (% of GDP) -0.03 -0.02 0.06 0.14 0.19 0.21
Gov balance (% of GDP) -0.02 -0.07 -0.08 -0.05 -0.02 0.00

* Level difference compared to base-line scenario
Note: Figures assume Low skill types only.

In order to illustrate how an individual EU country
could be more affected by large inflows, a similar
set of simulations have been undertaken for
Germany. ' The scenario where the newly-arrived
are assumed to have the same skill set as the native
population points to an increase in GDP of about
0.2% this year, rising to 0.4% in 2016 and about
0.7% higher than a baseline scenario by 2020.

Table 5:

Combined effects of increase in spending and labour force for Germany -
skillset as natives*

2015 2016 2017 2018 2019 2020

GDP 0.16 0.43 056 067 071 072
GDP per capita -0.69 -0.60 051 -0.43 034 -0.30
Employment 0.20 056 077 0.92 0.99 1.00
Current account % GDP -0.03 -0.08 -0.11 -0.12 011 -0.10
Real.wages -0.23 -0.51 -0.61 -0.63 -0.60 -0.56
Gov Debt (% of GDP) 001 017 0.42 063 081 0.90
Gov balance (% of GDP) -0.10 0.25 0.22 021 013 0.05

*Level difference compared to base-ine scenario
Note: Figures assume proportional skill distribution to EU27.

Should the influx consist of low-skilled workers
only; the impact on growth is reduced to 0.4-0.5%
in the medium term. The model impact is primarily
driven by the larger labour force in both
simulations. As a result, employment is set to
increase by about 1% in 2020 in both scenarios,
reflecting also stronger downward pressure on real
wages.

19 The population assumptions for Germany are

700,000 this year, 530,000 in 2016 and 255,000 in
2017. Taking into account that some asylum
applications are rejected, this corresponds to an
increase in the population of 1.1% at most.

Table 6:
Combined effects of increase in spending and labour force for Germany - lowskilled*

2015 2016 2017 2018 2019 2020

GDP 0.12 031 0.38 0.46 0.47 0.47
GDP per capita 073 0.72 -0.69 -0.65 058 055
Employment 0.19 052 072 0.87 094 0.96
Current account % GDP -0.02 -0.06 -0.08 -0.10 -0.10 -0.09
Real.wages 0.3 037 055 -0.64 -0.68 -0.69
Gov Debt (% of GDP) -0.01 0.16 0.45 0.72 0.98 116
Gov balance (% of GDP) 011 -0.27 -0.27 -0.27 021 -0.15

*Level difference compared to base-line scenario
Note: Figures assume Low skill types only.

Summing up and notwithstanding  the
unprecedented migration flows into the EU during
this year and next, the economic impact is expected
to be relatively small in the medium term, raising
the level of GDP by 0.2-0.3% above the baseline
by 2020. As illustrated in the simulations for
Germany, the impact may be more significant for
certain countries (and for destination countries
more than transit ones looking beyond the
immediate time horizon).

Recalling the substantial uncertainty surrounding
the assumptions underpinning these stylised
simulations; should the technical assumptions of an
inflow of 3 million people over the forecast period
prove too high, the model results yield relatively
linear results. Assuming a lower influx of 2 million
over 2015-17, the impact on GDP could be
expected to be around 0.1-0.2% higher (than a
baseline scenario).

There is considerable uncertainty surrounding the
numbers involved and these estimates also depend
on assumptions about skills and integration patterns
which may differ from those in previous studies.
As a result, these studies may provide only a partial
guide to assessing the current situation and the
margin of error in this estimate may be higher than
usual, both on the positive and the negative side.
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Box I.2: Spill-overs from the slowdown in China on the EU economy- channels of
contagion

Rebalancing in China

Growth in China has slowed from over 10% in
2010 to 7.3% in 2014 and is expected to slow
further as China moves away from an excessively
investment-dependent growth model. Concerns
over the pace of the slowdown and the risk of a
‘hard landing’ have heightened in recent months
amid the collapse of the equity bubble in Chinese
markets in July, China’s weak trade data in the first
half of 2015, and a growing awareness of the
practical difficulties of engineering a smooth
rebalancing of the Chinese economy. Changes to
the Chinese yuan (CNY) currency regime in
August, which were made to align exchange rate
movements closer to market forces, were read by
many as a signal that the Chinese authorities were
increasingly concerned by domestic economic
weakness, leading to turbulence in global financial
markets. The aim of this box is to examine the
various channels of influence through which slower
growth in China affects the EU. The box also
considers contagion from a sharper slowdown in
China than currently envisaged in the central
scenario (see forecast text for China, Part II,
Chapter 36).

The potential spillovers of slower Chinese growth
are complex and inter-linked. Apart from direct
trade and financial linkages between the EU and
China, there are indirect channels operating via
countries heavily exposed to China. Vulnerable
emerging markets and commodity producers may
face a combination of lower export demand and
low commodity prices and may see some
downward adjustment in their exchange rates as
global capital flows respond to the shifting
environment. Given the fragile state of the global
economy, in which recovery from the 2008-09
financial crisis remains tepid, there is a potential
for more abrupt adustments in asset prices and
global risk premia should sentiment about the
global outlook worsen significantly.

Direct trade channel

China is the EU’s largest trade partner, but only the
second largest source of export demand, with China
taking some 3.6% of total EU goods exports.
While trade exposure to China remains limited, EU
exports to China have grown twice as fast as the
total EU exports over the past five years. At the
same time, there are important differences among
member states. Exports growth to China has been

particularly strong in Latvia, Lithuania, Portugal,
Bulgaria and the UK.

As shown in Graph 1, trade exposure to China is
currently highest in Germany, the UK, Finland and
France.

Graph 1: Exportsto China asa shareof total exports
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To quantify the direct trade impact of slower
Chinese growth on the EU as a whole, a version of
DG ECFIN’s QUEST III model is used, which
includes both tradable and non-tradable sectors and
five country blocks: China, the euro area, other EU
countries, the EU’s other emerging market trading
partners (i.e. Brazil, Russia, India, South Korea,
Turkey, Mexico, Middle East and Northern Africa)
and the rest of the world.  The analysis assumes
that monetary policy in advanced economies does
not react to lower import demand from China and
emerging market economies and the resulting lower
price pressures by reducing interest rates. A
slowdown in Chinese GDP growth of 1 pp. relative
to the central scenario was simulated for 2016, with
a further drop of 1 pp. in 2017. Results for the euro
area are a reduction in output by 0.2 % in 2016 and
0.3 % in 2017 (0.1 % and 0.3 % for remaining EU
countries). @©®

M Details on the QUEST III model and its use for
policy analysis are available at
http://ec.europa.ecu/economy_finance/research/macro
economic_models_en.htm.

The slowdown in China is modelled as a mixture of a
slowdown in investment and consumption demand,
which exerts negative pressure on domestic prices
leading to a real depreciation of the CNY with
respect to China’s trading partners.

This scenario leads to a reduction in output in
emerging markets of 0.2% in 2016 and 0.4% in 2017.

2

3)
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The results obtained for the EU as a whole are
broadly in line with those produced in similar
exercises by other institutions . These results
suggest that the direct growth spillover from a
slowdown in China is modest due to the relatively
limited trade exposure of the EU economy to
China. The model captures trade linkages and
international financial flows to the extent that they
are related to the real economy. It abstracts from
modelling financial risks through the banking
system, the effects of commodity prices and
potential  additional effects of contagion.
Furthermore, the simulation does not capture shifts
in the composition and level of import demand
induced by China’s rebalancing of the economy
towards more consumption-led growth and the
related downsizing of manufacturing and
construction sectors.

Direct financial channel

Concerns about exposure to Chinese credit risk
have been increasing as China has experienced a
large and rapid increase in its total debt-to-GDP
ratio since the financial crisis. ® Direct European
financial ties with China are nevertheless relatively
limited, partly due to the remaining restrictions on
cross-border financial transactions, investments and
banking activities in China (see Graph2). As a
consequence, the direct impact on Europe via
financial channels of slower Chinese growth are
likely to be small. European Banks have relatively
low direct exposure to China. Furthermore
company disclosures by the largest European banks
show moderate exposure to China, both in terms of
outstanding exposures compared to balance sheet
size and as a share of total revenues. © Exposure
via FDI is also slight, with FDI stocks in China
making up only 2% of total EU external FDI.

Despite this apparent limited exposure to China,
European financial markets recently experienced
high volatility linked to negative news on the
Chinese economy and China’s equity market
turmoil in July/August.

@ E.g. OECD Interim Economic Outlook, September

2015.
http://www.oecd.org/eco/outlook/Interim%20E0%20
handout%20Sep%202015.pdf.

Private sector borrowing expanded from 116% of
GDP in 2007 to 237% in 2014. Non-financial firms
increased their indebtedness significantly, with debt
rising from the equivalent of 72% of GDP to 125%
over the period (McKinsey Global Institute, MGI
Country Debt database).

Company financial reports.

%)

(6)

Graph 2: Financial Claims on China and Hong Kong
for selected EU countries (% of total foreign claims)
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The commodity price channel

China is an important source of world demand for
commodities, in  particularly = for  energy
commodities and metals. ? The recent slump in
Chinese demand for commodities is already having
a profound impact on commodity prices, in
particular on metals (e.g. iron ore price has
declined by nearly a third from its peak in 2011).
As regards oil price developments, China's role
remains relatively modest as China currently
accounts for only about 11% of world oil
consumption. The direct impact of low commodity
prices on the EU economy is rather positive as it
raises corporate profits and household incomes.
The fall in commodity prices has already added
strong downward pressure on inflation in the EU
but the effects are expected to fade in 2016. While
a more pronounced slowdown in China’s growth
and its shift towards consumption-led growth could
exercise further downward pressure on commodity
prices (mainly metals), it is likely that the main
downward adjustment in many commodity prices
has already occured.

Indirect impacts via other emerging markets

A feature of China’s trade in 2015 has been a sharp
deceleration of imports that is decoupled from
headline growth rates and shows a particularly
steep fall in imports from emerging markets and
commodity producers (e.g. Brazil, Australia, South
Africa, Peru, Chile, Russia). Nevertheless, the
indirect impact on Europe via reduced demand for
EU exports from affected emerging markets is
expected to be rather modest given the limited trade

™ China’s metal and energy consumption tripled during

2000-14. China currently accounts for almost 50% of
world metal consumption and 50% of world coal
consumption.

(Continued on the next page)
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exposures. Graph 3 shows main emerging export
markets for EU28 goods® which (with the
exception of Turkey) have at the same time strong
trade links with China.

Graph 3: Selected export markets for EU28 goods
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Among the selected countries, EU exports appear
particularly vulnerable to a further slowdown in
Russia, Turkey, South Korea and the United Arab
Emirates as these markets represented 15% of total
extra-EU goods exports and almost 2% of EU GDP
in 2014. Exports to the selected group of emerging
markets represent the largest share of extra-EU
exports (over 50%) for the Baltic countries and
Central Europe (due to their close trade links with
Russia).

The current widespread slowdown in emerging
markets, however, cannot be attributed solely to
China. Many other factors are at play including
unresolved structural problems, tightening financial
conditions and political instability, which add to
domestic vulnerabilities. Concerns about emerging
market growth prospects have already led to
significant adjustments in exchange rates, credit
markets and volatility levels in 2015. In the context
of the normalisation of monetary policy in the US,
some emerging market economies are also
particularly exposed to the risk of capital outflows
and high corporate balance sheet exposure to
USD-denominated debt. Slower Chinese growth
intensifies these domestic pressures, and could
trigger a rise in corporate defaults, increasing

®  The selected countries are Russia (RUS, 8%), Turkey
(TUR, 1.8%), South Korea (KOR, 25%), United Arab
Emirates (UAE, 7.7%), Brazil (BRA, 20%), Saudi
Arabia (SAU, 14%), Hong Kong (HKG, 54%),
Singapore (SGP, 13%), Australia (AUS, 34%) and
South Africa (ZAR, 10%). Numbers in brackets
represent China’s share in the countries’ total exports.
Australia, Singapore and South Korea are not
emerging economies but have close trade links with
China.

deleveraging pressures and financial market
volatility.

European banks have more significant claims on
counterparties in developing countries than in
China. Euro area banks claims on these countries
stand at almost 10% of their total foreign claims, of
which exposures to Asian developing countries
constitute 1.8%. ) Therefore, if other developing
nations are severely hit by problems in China there
could be spillover effects affecting European
banks.

Exchange rate adjustments

In contrast to most other emerging market
currencies, the CNY real exchange rate has
appreciated sharply over the past 12 months,
pulled up by the peg to the US dollar. In early
August the Chinese authorities announced changes
to the CNY exchange rate regime, intended to
allow the level of the CNY to more closely reflect
market forces. From 11 August to end-September,
the CNY depreciated by about 5% against the euro.
The scope for the CNY to fall further is not
straightforward to assess, as it hinges upon the
Chinese central bank’s determination to defend the
currency’s central parity vis-a-vis the US dollar.
The central bank has already heavily intervened in
recent months to stabilise expectations.

The Chinese CNY has an important signalling role
not only for other Asian currencies but also
potentially beyond, e.g. Latin America or
commodity  exporters like  Australia  or
oil-producing Gulf states. The effect on the euro
exchange rate could therefore be amplified if
emerging market currencies came under additional
pressure due to contagion from weaker-than-
expected Chinese growth.

Commission estimates regarding exchange rate
effects on the euro-area in general suggest that a
10% appreciation of the euro in nominal effective
terms would lead to around 0.5 pps. lower inflation
and growth in the first year ('°). The impact will
vary by member state. For example, France and
Germany have significantly larger nominal
effective exchange rate weights for the Chinese
CNY whereas China has a significantly smaller
share in the Baltics, Ireland, Slovakia and the
Netherlands.

©  BIS Consolidated Banking Statistics; on an ultimate

risk basis.
China’s weight in the euro’s broad nominal effective
exchange rate (NEER42) is about 15%.

(10)
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Risks linked to financial contagion and
economic sentiment

While slower Chinese growth may have limited
direct effects on any single economy taken in
isolation, the synchronisation of this effect across
many smaller economies may lead to unexpectedly
large adjustments at either regional or global level.
For example, many smaller economies in the Asian
region are highly exposed to a severe downturn in
the Chinese credit cycle, which could affect the
European financial system through indirect
channels. More broadly, concerns over Chinese
growth prospects may dove-tail with a broader
reassessment by markets of emerging market
growth prospects. The current global context is one
in which global growth is tepid, interest rates
remain low, balance sheets are fragile, and
advanced economy stock market valuations are
stretched. Financial markets may therefore find it
difficult to find appropriate ‘anchor points’.

A sharper-than-expected slowdown in China could
therefore lead to an abrupt adjustment in global
asset markets, as investor risk aversion adjusts.
Lower global growth prospects could also have a

direct impact on sentiment, hampering a recovery
in investment.

Conclusions

Direct and indirect trade impacts from a sharper-
than-expected slowdown in China would not be
sufficient to derail a recovery in the EU, though the
impact would differ greatly among member states,
depending on the scale and structure of trade
linkages. Direct financial linkages are limited by
the relatively closed nature of Chinese financial
markets. However, concerns over Chinese growth
prospects and spill-overs to emerging markets
could lead to increased financial market volatility
and risk aversion with knock-on effects on the EU
economy. Lower commodity and oil prices are
supportive of EU recovery, but a weaker CNY and
additional downward pressure on emerging market
currencies more generally would tend to push up
the euro’s exchange rate. A more pronounced
slowdown in China and emerging markets could
therefore pose downside risks to both growth and
inflation in the EU going forward, posing
additional challenges for ongoing deleveraging.
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Box I.3: The role of equity in financing the economy

The financial crisis revealed shortcomings of the
EU financial system that are impeding economic
growth. It seems to overly rely on financing
intermediated through banks while at the same time
the European banking sector has been adjusting
towards less lending to the private sector (.
Stronger capital markets in Europe and in particular
the development of equity financing could
overcome some funding constraints stemming from
overreliance on banking, address the issue of over
indebtedness of parts of the EU corporate sector
and provide for a better risk transfer and risk
sharing across Member States. A favourable
development in equity markets seems therefore key
in providing the necessary boost to the current
cyclical upturn of the European economy. After
focuses on corporate lending and private sector
deleveraging in the previous forecasts, this box
analyses the EU equity markets and assesses the
implications for the corporate funding structures.

A higher share of funding through equity could be
an important mean to reduce EU corporates’ debt
overhang, which has been considered a crucial
legacy of the financial crisis and motivated a need
to deleverage and to improve shock resilience.
Corporate deleveraging in the EU has so far mainly
occurred through corporates’ retaining profits
either used to repay debt or to increase the equity
basis. Active deleveraging through debt reduction
entails a reduction in assets available to the
corporate and possibly a cutback of investment
with adverse feedback effects on both corporates’
earnings capacity and aggregate demand. ® The
alternative of deleveraging via debt reduction is to
increase the corporate equity base. Such funding
mean would maintain the advantage of
strengthening the corporate financial structure, i.e.
improving loss absorbency and credit risk.

M See Box 1.2 (‘Corporate lending prospects in the euro

area Member States’) in European Commission (DG
ECFIN), Spring 2015 forecast, European Economy,
2015, No 2, pp. 47-50.

For a review of the literature on the link between
corporate debt and investment and empirical
estimates with European corporations, see S.
Kalemli-Ozcan et al. (2015), Debt Overhang,
Rollover Risk and Investment in Europe, paper
presented at ECFIN conference “The Post-Crisis
Slump”, September 2015:
http://ec.curopa.eu/economy_finance/events/2015/20

151001 post_crisis_slump/index_en.htm.

@

Graph 1: Contribution to NFCs delever aging
(debt to equity, 2009-15)
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When calculating debt-equity ratios for the non-
financial corporate (NFCs) sector from the national
accounts, it emerges that debt-to-equity has fallen
from a historical peak of almost 1.4 in 2009 to 0.9
early 2015 in the euro area. The contribution to this
0.5 fall in leverage is shared between the rise in
equity and the fall in debt instruments (bonds and
bank loans) (see Graph 1). Overall in the euro area,
the rise in equity valuation is the main contributor
to the decline in the debt-to-equity ratio. Graph 1
also  documents  significant  cross-country
differences in the EU since the crisis with
essentially corporates in southern economies
having recourse to debt reduction to strengthen
their corporate financial structure.

While the market value of corporates’ equity has
increased, the low contribution to deleveraging
from equity transactions suggests that they made
little use of their potential to tap equity markets to
fund investments. @ Indeed, transactions data show
that corporate funding structures have changed
gradually in the euro area from non-market funding
to market sources for both debt and equity.
Between 2012 and 2014 bond issuance came as
substitute to bank lending in response to the sharp
contraction in bank lending. Over the same period,
substitution via equity issuance has hardly been
noticeable. Unlisted equity emerged as the main
funding source for corporates, but trended
downwards. Since mid-2014 a transition towards
marketable instruments is also taking place for

@ Tt is common to see debt-to-equity ratios vary closely

with fluctuations in stock prices while corporations
do little in terms of flows, debt or equity issuance, to
counteract this mechanistic effect. See ‘Capital
Structure and Stock Returns’, 1. Welch, Journal of
Political Economy, Vol. 112, No. 1 (February 2004),
pp. 106-132.

(Continued on the next page)
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equity as funding through listed shares is picking
up (see Graph 2).

Graph 2: Corpor ate funding flows
(euroarea, net yearly flows)
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One key element in the expansion of equity
markets is the proportion of corporations that
become listed for the first time. The relative
importance of initial public offerings (IPOs) has
historically been lower in the euro area compared
with the US or the UK, though data over the last
few months shows a higher ratio in the euro area
than in the US. Nevertheless, established corporates
account for the clear majority of new issuance.

The share of initial public offerings (IPOs) in total
new issuance is varying with the economic cycle
(see Graph 3). Hence, better economic prospects
seemed to encourage corporates to start equity
issuance, possibly thanks to pro-cyclicality of
appetite by investors for less liquid and more risky
assets that have high potential return.

Graph 3: 1PO vs Established firms
(shareof IPOsin total equity issuance)
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Equity issuance varies widely across euro area
countries and is hardly correlated with market
capitalisation of listed corporates (see Graph 4).
That is, equity issuance was neither strong in
countries in which corporates had an already large
share of listed shares on their balance sheet (UK,
France and Finland) nor in those with a large scope
to catch up (Greece, Italy, Portugal). Strong
issuance activity in Spain relative to France,
Germany and the Netherlands suggest that the
usual distinction between vulnerable and non-
vulnerable Member States provides no good
explanation in the current juncture.

Graph 4: Sizeand growth rate of stock marketsin
selected EU countries (2015-Q1)

_ 90 r
g
o 80 | FL
3 Uk @
N 70 ¢ BE
]
2z 60
=3
g 50 | @DE
3 ¢ NL @ ES
S 40 f
&
8 30 T PT
z wfp & @ AT
<
= 10 + ¢ EL
2 0 2 4 6

Gross issuance as % of total quoted equity (y-o-y growth)

The causes of cross-country differences in the size
of listed equity markets are numerous. For
example, corporations in Italy and Portugal are
overall smaller and/or operating in sectors where
corporations are less often listed. The calculations
in Table 1 show the role of the economic
structure such as corporate size and sectoral
composition in explaining differences in the use of
listed equity across selected EU Member States.
For this exercise, the fraction of corporates with
listed shares ® across some EU Member States is
compared with a simulated ratio that shows how
high this ratio would have been in a country if the
fraction of listed corporates had been as high as in
the euro area in each sector and each size class. It
turned out that corporate size and sectoral
composition explain 1.5 pps of the low use of listed
equity in Italy and 2.1 pps in Portugal (difference to
EA value). The calculations suggest that Germany
should have a somewhat higher equity ratio than
these two structural factors indicate. The difference
between the actual and simulated value gives an
estimate of differences in corporates’ financial

@ The sum of the differences due to economic and

financial structures amount to the difference between
the respective country and the EA.

Measured as the share of operating revenues of listed
corporates in all corporates’ operating revenues.

)

(Continued on the next page)
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behaviour i.e. on corporates’ decision to get listed
or remain unlisted. Such financial parameters
appear to explain to a large degree the relatively
more developed equity markets in France and the
UK.

Table 1:
Cross-country differences in the use of listed equity

EA DE FR T ES PT UK

% of operating revenues by listed
in total 157 152 211 138 152 143 234
revenues (1)
(1) if all countries had the euro area
financial structure i.e. the same
proportion of listed corporations for each
size/sector

157 167 161 141 175 136 200

Differences due to economic structure 1.0 05 -15 18 -21 43

Differences due to financial structures -15 50 -04 -22 07 3.4

Source: ORBIS, EC calculations

Equity is considered as the most expensive capital
form in the pecking-order of financial
instruments. © Since balance sheet adjustment in
the banking system made bank loans more
expensive, corporate bond issuance became
relatively more attractive than bank loans as
witnessed by the rising issuance of bonds by
corporates. The costs of equity are proxied by the
earning yield in Graph 5, which is the inverse
price-earnings ratio. While the price component
can be read from share price quotes, here the
Eurostoxx50, the earnings component is based on
analysts’ forecasts usually of earnings one year
ahead. The latter is the most volatile component of
this earning yield. "

Graph 5: Cost of corporatefunding, euro area
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Though the equity yield has been much higher than
the interest on bank loans and corporate bonds, the

© See S. Myers, N. Majluf, (1984). "Corporate
financing and investment decisions when corporates
have information that investors do not have". Journal
of Financial Economics, Vol. 13 No. 2, pp.187-221.
For a discussion of different measures of the cost of
equity, see ‘Valuing stock markets and the equity
premium’, article in ECB Monthly Report November
2008, pp. 87-98.

)

comparison is somewhat misleading because equity
does not have to be repaid unlike debt. To
understand the attractiveness of equity funding, it is
therefore more informative to look at how the
equity premium, i.e. the difference of the earning
yield over the corporate bond yield, has changed
over time. Whereas the earnings yield has been on
a downward trend since 2012 and on average been
lower since then before the financial crisis, the
picture is less clear cut for the equity premium. The
latter has only been marginally lower since 2012
than before the financial crisis 2005-08 (see
Graph 6). Overall, although the correlation between
equity premium and net issuance of quoted shares
is not perfect, there is a clear influence of the
relative price. ® Especially, when the equity
premium is either at a local peak (2005, 2008,
2011) or local trough (2004, 2007, 2009, 2014), net
issuance tends to be low or high.

Redemptions play an important role in making net
issuance correlate with any proxy of equity
costs. ) Corporations bought back their own shares
when the equity premium was high or during
periods of rapid declines in corporate bond yields
such as in 2013. Conversely, corporations slowed
down share buybacks when the earnings premium
was low such as in 2007 or during periods of low
and uncertain earnings such as during the second
half of 2009 and 2010.

Graph 6: Equity premium and net issuance, euro area
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Both structural and cyclical factors may explain
why corporates substituted bank loans by corporate

®  See ‘Market Timing and Capital Structure’, M. Baker
and J. Wurgler, Journal of Finance, 2002.

Gross issuances are much flatter and hence display a
weaker correlation with the price index.

©
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bonds and less so by issuing quoted stocks. ¥
First, equity issuance entails a change in ownership
structure whereas debt issuance does not. Managers
and incumbent stock holders may be reluctant to
widen the investor base. Second, differences in
corporate  financial structures are heavily
influenced by differences in the tax treatment of
funding instruments which is biased in favour of
debt in most EU countries. Third, issuance costs,
especially for first time issuers, are high for equity
because investors request transparency. It is
therefore understandable that long-established
corporates tap the stock market, while initial public
offerings by non-quoted corporates lag and smaller
corporates may consider issuing costs as
prohibitive. ~ Fourth, since equity allows
participation in the upside potential whereas bonds
do not, investors may prefer holding bonds in a low
growth environment as the likelihood that the
upside potential materialises is low.

Conclusion

Over the last few years, corporate funding
structures have been changing in the euro area as

(9 There is wide literature attempting to explain the
capital structure of corporates with little consensus
overall. Alternative theories such as trade-off and the
pecking order were developed after Modigliani &
Miller’s capital structure irrelevance theory. For
Europe, see “Debt-equity choice in Europe”, P. Gaud,
M. Hoesli and A. Bender, International Review of
Financial Analysis 16 (2007).

witnessed by a shift from bank lending to market
funding thereby reducing the wvulnerability to
balance sheet adjustment in the banking system.
Market instruments and especially listed equity
takes a central role in US corporate external
funding. According to some recent studies, this
contributed to initiating a much swifter economic
rebound in the US than in the EU. !V

Compared to the use of corporate bonds as a
funding tool, equity issuance has been considerably
weaker in the EU economy and the upturn is still
recent. It has been supported by declining costs of
equity, which are however more pronounced in
absolute terms than relative to the costs of bond
issuance. At the current juncture, more equity
funding and higher equity prices improve debt-to-
equity ratios and thereby alleviate pressures on
corporates to deleverage via debt reduction.
However, equity prices have a cyclical behaviour
and therefore do not ensure long-term stability for
debt-to-equity ratios. The current substitution in
terms of flows from debt to equity provides a more
robust indicator for the strengthening in the
corporate financial structure.

(D See J. Allard, and R. Blavy, (2011), Market
Phoenixes and Banking Ducks, Are Recoveries
Faster in Market-Based Financial Systems? IMF
Working Paper No. 11/213; Thomas Grjebine et al.
(2014), Corporate Debt Structure and Economic
Recoveries CEPII Working Paper 19.
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Box I.4: Main drivers of growth in 2016

Economic growth in the euro area this year has
been supported by strong tailwind factors,
including exchange rate depreciation, low oil prices
and quantitative easing (QE) by the ECB. The
impact of these factors on the GDP growth rate in
2016, however, is projected to subside, and other
factors are expected to come into play. This box
provides a rough quantification of the different
factors affecting growth in 2016 based on
simulations with the Commission’s QUEST model
and a growth accounting exercise with a new
estimated macro model. It should be noted that
these decompositions are derived from models and
are not necessarily identical with the impact of the
same factors in the forecast, which is based on
expert judgement.

Table 1:

Euro area GDP growth decomposition

2016
Euro area GDP growth 18
. Potential output growth 1.0
. Natural closing of output gap 0.3
. Oil price decline 0.2
. QE 0.1
. Euro appreciation -0.1
. Lower growth emerging markets -0.2
. Fiscal impact of asylum seekers 0.1
. Other factors 0.4

Table 1 shows the GDP growth decomposition
based on the QUEST model. The euro area’s
potential GDP growth is calculated at 1.0% in
2016, according to the agreed EU methodology.
Output growth, however, is expected to be boosted
beyond this by a number of positive shocks. Output
gaps are set to gradually narrow through automatic
stabilising mechanisms, including price and wage
adjustments. Based on historical estimates of the
average closing speed of output gaps, this is
expected to add 0.3 pps. to growth in 2016.
However, this estimate is surrounded by large
uncertainties, as it is based on average past speeds
of output gap closures, and may be overly
optimistic at the current juncture given that
financial markets are still somewhat impaired and
that some deleveraging is expected to continue.

Oil prices have fallen significantly since 2014 and
this has been an important stimulus to growth in
2015. Oil prices have continued to fall in the
second half of this year and the assumption is that
the rebound in 2016 will be moderate and gradual,
resulting in an average price for the year that will
be slightly lower than in 2015. Lower oil prices
boost household disposable income and reduce

costs for firms. This factor is expected to raise GDP
growth in 2016 by 0.2 pps.

Quantitative easing (QE), which the ECB
embarked upon earlier in 2015, affects euro area
growth in the simulations through a lower term
premium, higher demand for riskier assets and via
the exchange rate of the euro. Although the main
growth effect will take place in 2015, the direct
impact of QE on funding costs is expected to boost
growth by another 0.1 pps. in 2016. Given the
forecast on accelerating investment growth, this
may be an underestimate of the impact of QE on
growth.

However, a set of negative shocks are set to weigh
on the euro area’s growth outlook in 2016. While
the euro depreciated strongly in the first half of
2015, this has been partly reversed since the spring,
and the technical assumption is of a 1.8%
appreciation in the nominal effective exchange rate
in 2016. According to the model, euro’s
appreciation should lower growth by approximately
0.1 pps. in 2016.

An additional negative factor is the slowdown in
emerging markets. The slowdown in growth in
China, and other emerging markets, is expected to
have a mildly negative impact on growth in the
euro area next year, estimated at 0.2 pps. It should
be noted that the estimated spillover effect includes
the impact on trade as well as the depreciation of
the CNY, which could lead to some double
counting of the euro appreciation described above.
As the slowdown has not been restricted to China
but has in some cases been even more severe in
other emerging markets, spillovers across countries
may even amplify the overall impact. However, the
impact has been muted by the beneficial effects
from the fall in commodity prices (see below).

The large numbers of asylum seekers arriving in
the EU is leading to higher government spending
for shelter and food and increases in the labour
supply. Although this has obvious detrimental
effects on budget balances, the expected increase in
government spending is set to have a positive
impact on the growth outlook and should boost
GDP growth by 0.1 pps. This assumes no offsetting
reductions in other spending components, and is
based on preliminary estimates of the inflow and
costs per migrant.

Other factors contribute +0.4 pps. to growth. On
the upside, there is the impact of lower commodity

(Continued on the next page)
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prices on emerging markets, which could partly
offset the negative impact of the slowdown in
activity. Also, the positive second-year effects of
the euro’s depreciation up until mid-2015, which
work through only with a delay, could still add to
growth in 2016. In addition, the forecast also
suggests a positive contribution of the labour
market to growth. On the downside, there are
continuing deleveraging pressures, geopolitical
tensions and elevated uncertainty over the global
outlook and further negative effects from the
extension of the sanctions on Russia.

Shock decomposition from an estimated model

The analysis above is based on a detailed calibrated
model which captures many transmission channels.
This is compared to the results from a simpler but
estimated model, fitted over historical data from
1999-Q1 to 2014-Q4, " which is extended with
forecast data and which allows for a full
decomposition of GDP growth into the underlying
shocks. It should be noted that in this
decomposition, not all shocks are directly
interpretable, as in the case of the QUEST model.
For example, the estimated reduction of the
investment risk premium in 2016 could be due to
various sources (including QE) and the model
cannot really identify a specific source. One
advantage of this methodology is that it uses all
information in the dataset. For example, the size of
the investment risk premium shock is selected in
such a way that it fits not only the movement of
GDP but especially also the movement of
investment and other variables.

Table 2 shows the shock decomposition for 2016
from the estimated model. The deterministic trend
component shows the attainable long-run growth
rate if the euro area economy were to grow with the
average growth rate of total factor productivity
(TFP) and population of working age as observed
over the period 1999 to 2014, which is 1.4%. Can
the higher-than-average growth in 2016 be
interpreted as a structural improvement of supply
side conditions? In 2016, there is a slight negative
contribution from TFP, which suggests that despite
improved capacity utilisation, TFP growth remains
subdued. Price and wage developments provide
conflicting interpretations. Moderate wage growth
with higher productivity growth and declining
unemployment is interpreted by the model as a
structural adjustment of wages in the euro area
labour market which contributes towards an

M These results are based on the Global Multi Country

(GM) model currently developed by DG ECFIN and
the Joint Research Centre of the European
Commission.

increase in employment growth. However, this
positive contribution is partly offset by a negative
growth contribution of price mark-ups. This is
implied by the GDP deflator rising more strongly
than nominal unit labour cost over the forecast
horizon.

Table 2:

Shock decomposition from an estimated model

2016
Supply:
Det. Trend 1.4
TFP -0.1
Labour market/wages 0.5
Goods market mark up -0.1
Demand:
Foreign:
RoW+US income 0.3
Exchange rate -0.2
Domestic:
Investment -0.2
Consumption 0.0
Others 0.2
GDP (from forecast) 18

On the demand side, one can distinguish foreign
and domestic factors. The contribution from growth
in the rest of the world on euro area’s GDP growth
remains positive in 2016, which is consistent with
gradually accelerating growth in the rest of the
world. However, because of downward growth
revisions for emerging economies, the rest of the
world is contributing less to euro area’s GDP
growth than foreseen in the spring exercise. If one
takes into account the negative contribution from
the effective euro appreciation in 2016, the rest of
the world contributes very little to growth in the
euro area in 2016.

Although the largest domestic demand impulse is
expected to come from investment, the model
nevertheless regards the contribution of investment
to growth as subdued, in comparison to the long-
term average. This is consistent with a still low
investment-to-GDP  ratio. The low level of
investment is captured by an above average risk
premium, which peaked in 2009 and 2012 but is
declining since then and continues to decline over
the forecast horizon, leading to an acceleration of
investment. These developments reflect improved
financing conditions, partly due to QE measures.
The contribution of private consumption to GDP is
close to its long-term average and therefore appears
as neutral, consistent with the fact that private
consumption and real GDP grow at roughly equal
rates.




EA and EU outlook

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
22 October. The forecast incorporates validated
public finance data as published in Eurostat’s News
Release 186/2015 of 21 October 2015.

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 5 and 16 October) were used for
exchange and interest rates, and for oil prices.

Exchange and interest rates

The technical assumption regarding exchange rates
was standardised using fixed nominal exchange
rates for all currencies. This technical assumption
leads to an implied average USD/EUR rate of 1.12
in 2015, and 1.13 in 2016 and 2017. The average
JPY/EUR is 134.99 in 2015 and 135.67 in 2016
and 2017.

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 euro area, 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 assumed to be 0.0% on average in
2015, -0.1% in 2016, and 0.0% in 2017 in the euro
area. Long-term euro area interest rates are
assumed to be 0.5% on average in 2015, 0.7% in
2016, and 0.9% in 2017.

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 54.8 USD/bbl in 2015, 54.2 USD/bbl
in 2016, and 58.8 USD/bbl in 2017. This would
correspond to an oil price of 49.0 EUR/bbl in 2015,
47.9 EUR/bbl in 2016, and 51.9 EUR/bbl in 2017.

Budgetary data

Data up to 2014 are based on data notified by
Member States to the European Commission on

1 October and validated by Eurostat on 21 October
2015.

Eurostat is expressing a reservation on the quality
of the data reported by Austria in relation to an
insufficient adherence to the accrual rules of
recording of expenditure and revenue, as required
in ESA2010, notably at the budgetary central
government level ("Bund"). Currently, a significant
number of transactions are recorded on a cash basis
in national accounts. This situation creates
uncertainty on the quality of the figures and the risk
that data will be revised in the April 2016 EDP
exercise.

Eurostat is withdrawing the reservation on the
quality of the data expressed in Eurostat’s News
Release of 21 April 2015 in relation to the sector
classification of the Deposit Insurance Fund and to
the impact on the government deficit of the fund’s
repayment of the guaranteed deposits in the
Corporate Commercial Bank. Following an
analysis by Eurostat in cooperation with the
Bulgarian statistical authorities, the Deposit
Insurance Fund has now been reclassified inside
general government, leading to an increase in the
deficit of 2.6 bn BGN and a decrease in the debt by
0.13 bn BGN in 2014.

Eurostat is withdrawing the reservation on the
quality of the government deficit data for 2014
expressed in Eurostat’s News Release of 21 April
2015, due to uncertainties of the statistical impact
of the capitalisation of Novo Banco in 2014 for an
amount of 4.9 bn euro. The deficit of Portugal for
2014 has been increased by that amount, as the sale
of Novo Banco did not occur within one year after
the capitalisation.

Eurostat has made no amendments to the data
reported by Member States.

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

@ Eurostat News Release N° 103/2009.

(Continued on the next page)
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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 2016, budgets adopted or presented to national
parliaments and all other measures known in
sufficient detail are taken into consideration. In
particular, the Draft Budgetary Plans submitted by
euro-area Member States on 15 October are also
reflected in this forecast. For 2017, 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.

European aggregates for general government debt
in the forecast years 2015-17 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 2014, this implies a
debt-to-GDP ratio in the euro area (EA19) which is
2.4 pps. (1.8 pps. in the EU) higher than the
consolidated general government debt ratio
published by Eurostat in its news release 186/2015
of 21 October 2015. General government debt
projections for individual Member States in
2015-17 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).

ESA 2010

The current forecast is based on the ESA 2010
system of national accounts for all Member States,
the EU and the euro area aggregates.

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 annual growth rates differ only
marginally (by up to £0.1 pps.). 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, see
http://epp.curostat.ec.curopa.cu/cache/ITY PUBLIC/
2-27012011-AP/EN/2-27012011-AP-EN.PDEF.
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1. BELGIUM

Ongoing modest growth

Growth is expected to continue at a modest pace of 1.3% in 2015 and 2016 and then pick up to 1.7% in
2017, as companies start reaping the benefits of improved competitiveness, and wage dynamics and
employment growth support household spending. Belgium’s public finances are expected to improve

modestly over the forecast horizon.

International commodity prices, the exchange rate
and financing conditions have provided some
impetus to the Belgian economy in 2015. GDP is
forecast to grow 1.3% this year, thanks largely to
consumer spending. Even though the latter is not
expected to be such a force in 2016, the economy
is projected to continue growing by 1.3% on the
back of net exports. Momentum is not expected to
build until 2017 when several factors that are
currently restraining domestic demand are set to
disappear. As activity becomes more broad based,
GDP is expected to grow by 1.7% in 2017, its
highest rate in many years. Risks to the outlook are
tilted to the upside in case domestic demand would
remain more buoyant in the near future.

Graph I1.1.1: Belgium - Real GDP growth and contributions
4 rpps.
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Consumption to shift to a lower gear in 2016

Despite tight ceilings on nominal wage increases,
private consumption has proven resilient in recent
quarters as consumers appear to be saving less so
as to smooth consumption. Rising employment is
also supporting private consumption, as are
income tax cuts. Finally, low inflation has limited
the erosion of purchasing power. But rising
inflation is catching up with consumers, limiting
real income gains. Therefore, consumption is
expected to grow by just 0.7% in 2016 compared
to 2% in 2015. As wage growth picks up again in
2017, prospects for consumption follow suit. A
continuation of the measured labour market

improvement also provides support as the
unemployment rate is expected to fall from a high
0f 8.6% in 2015 to 7.9% in 2017.

Robust medium-term outlook for investment

Several large one-off transactions in 2014-15 and
their correction in 2016 significantly distort
business investment statistics. A similar effect is
visible in Belgium’s trade figures (including the
growth contribution by net exports), as these
investments consist of imported goods and
services. In 2017, investment is forecast to grow
by 3.7% on the back of both the public and the
private sector. The latter’s contribution mirrors the
fact that Belgian companies are well-positioned to
tap into the gradual improvement of international
trade. Lower commodity prices and modest labour
cost increases are feeding strong improvements in
profit margins. High capacity utilisation rates,
favourable lending conditions and improving cost
competitiveness, support the translation of higher
margins into more investment in equipment.

Terms of trade strengthen external position

Belgium’s improving competitiveness also comes
to the fore in the strength of net exports, which add
to growth in both 2016 and 2017. Strong terms of
trade gains for goods are projected to shift the
trade balance into surplus territory in 2015 for the
first time since 2007 and to remain there in coming
years with the current account expected to register
a surplus of around 2% of GDP.

Inflation has been rising gradually since January
and is forecast at 0.6% this year and to climb to
1.7% next year, as the effect of lower international
commodity prices fades. The reversal of the cut in
the VAT rate on electricity and increases for other
energy price components also push up inflation.

Limited improvement to the
government balance

general

The general government deficit is expected to
decrease from 3.1% of GDP in 2014 to 2.7% in



2015. On the revenue side, wage moderation
constrains the growth of personal income taxes and
social contributions. The revenue-to-GDP ratio is
also negatively affected by an expected drop in
dividend revenue. In contrast, corporate income
tax revenues receive a boost from the lower
reference rate for notional interest deduction. One-
off revenues are expected to have a positive impact
of 0.3% of GDP on the government balance in
2015. This includes an additional impact from the
2013 tax regularisation, the anticipative taxation of
pension savings, and an extension of the temporary
regime for the taxation of liquidation capital gains.

Current expenditure is expected to grow only
modestly, due to low inflation, the non-indexation
of government wages and social benefits, as well
as sizeable consolidation measures. Furthermore,
interest expenditure is projected to fall by 0.2% of
GDP thanks to the decline in market interest rates.
After a large one-off tax reimbursement in 2014,
capital expenditure is expected to drop sharply in
2015. All in all, the structural balance is estimated
to improve by about 2% of GDP in 2015.

In 2016, the headline deficit is projected to reach
2.6% of GDP. The revenue-to-GDP ratio is
expected to decline due to the drop in one-off
revenues and planned cuts in personal income

Member States, Belgium

taxation and social contributions. This drop in
revenues is more than offset by a further fall in the
expenditure-to-GDP ratio, due to the additional
impact of consolidation measures. Government
wages and social benefits are expected to be
indexed in the last quarter of 2016. Interest
expenditure is also projected to decline further,
while a one-off contribution to the EU budget
(linked to the retroactive implementation of the
2014 Own Resources Decision) has a negative
impact of 0.1% of GDP on the government
balance. As a result, the structural balance is
expected to improve by about %% of GDP in
2016. Under the wusual no-policy-change
assumption, the general government deficit is
projected to decline to 2.3% of GDP in 2017,
thanks to better cyclical conditions. Large regional
construction plans and the investment cycle of
local governments are expected to boost public
investment in 2017.

The public debt is expected to remain stable at
106.7% of GDP in 2015, also thanks to downward
stock-flow adjustments, such as debt issuances
above nominal value. In 2016, debt is projected to
slightly rise again, while in 2017 projected
nominal GDP growth becomes strong enough to
put the debt on a downward path.

Table 11.1.1:
Main features of country forecast - BELGIUM
2014 Annual percentage change
bn EUR Curr. prices % GDP 96-11 2012 2013 2014 2015 2016 2017
GDP 400.6 100.0 2.0 0.2 0.0 13 1.3 13 17
Private Consumption 207.1 51.7 15 0.6 0.9 0.4 2.0 0.7 1.0
Public Consumption 97.8 244 16 15 -0.1 0.6 0.3 0.4 0.7
Gross fixed capital formation 93.3 233 2.3 0.2 -1.7 7.0 2.1 0.5 3.7
of which: equipment 317 7.9 2.3 -4.7 -0.1 10.4 1.9 2.5 4.2
Exports (goods and services) 336.4 84.0 45 1.8 1.6 5.4 3.6 45 5.3
Imports (goods and services) 332.8 83.1 4.3 1.4 0.8 5.9 41 3.8 5.2
GNI (GDP deflator) 406.7 1015 1.9 1.6 0.8 1.4 12 12 16
Contribution to GDP growth: Domestic demand 16 0.7 0.0 1.9 1.6 0.6 15
Inventories 0.1 -0.9 -0.7 -0.2 0.1 0.0 0.0
Net exports 0.2 0.3 0.7 -0.4 -0.4 0.7 0.2
Employment 1.0 0.4 0.4 0.3 0.6 0.7 0.9
Unemployment rate (a) 8.1 7.6 8.4 8.5 8.6 8.4 7.9
Compensation of employees / head 2.6 3.2 2.6 0.9 0.5 0.3 1.6
Unit labour costs whole economy 15 34 2.2 -0.1 -0.2 -0.3 0.7
Real unit labour cost -0.1 1.4 0.8 -0.7 -1.2 -1.3 -05
Saving rate of households (b) 16.1 135 12.3 12.6 11.9 11.7 11.6
GDP deflator 17 2.0 13 07 1.1 1.0 12
Harmonised index of consumer prices 2.0 2.6 1.2 0.5 0.6 17 15
Terms of trade goods -0.7 0.2 0.4 0.4 3.1 -0.3 -0.5
Trade balance (goods) (c) 1.9 -1.3 -0.7 -0.5 1.3 13 0.9
Current-account balance (c) 3.7 1.4 1.0 0.8 1.8 2.0 1.9
Net lending (+) or borrowing (-) vis-a-vis ROW (c) 3.6 2.1 0.9 0.6 1.7 1.9 1.8
General government balance (c) -1.6 4.1 -2.9 -3.1 -2.7 -2.6 -2.3
Cyclically-adjusted budget balance (d) -1.9 -3.8 2.1 -2.5 =22 -2.1 -21
Structural budget balance (d) -3.4 2.7 -2.8 -2.5 -2.1 -2.2

General government gross debt (c)

104.3 104.1 105.1 106.7 106.7 107.1 106.1

(a) as % of total labour force. (b) gross saving divided by gross disposable income. (c) as a % of GDP. (d) as a % of potential GDP.

69



70

2. BULGARIA

Moderate growth and gradual rebalancing

Bulgaria’s economy is set to grow 1.7 % in 2015, mainly driven by exports and falling oil prices, before
returning to 1.5 % in 2016, as growth-supporting factors including absorption of EU funds lose
strength. GDP growth in 2017, however, is expected to pick up to 2.0% as domestic demand
strengthens. The headline budget deficit is expected to decline to 2.8% in 2015 and to 2.7% in 2016-17.

Exports holding up growth

Bulgaria’s real GDP growth has been revised
downwards in 2014 to 1.5%. After having
increased by 0.6% and 0.5% qg-o-q in the first and
second quarter of 2015, mainly due to a
remarkable rise in net exports, growth is expected
to moderate in the second half of the year.
Indicators, such as industrial production and retail
trade, provide limited evidence of a more dynamic
performance in the short term. Overall, real GDP
growth is projected to reach 1.7% in 2015,
supported by both exports and public investment,
while private consumption is expected remain
more tepid. Growth is expected to moderate to
1.5% in 2016, before picking up to 2.0% in 2017.

Domestic demand is projected to weaken

While the recovery in real GDP growth in 2015 is
expected to be primarily driven by net exports,
domestic demand also contributes positively. After
benefitting from low inflation and the fall in fuel
prices towards the end of 2014, limited wage
growth and a more restrictive fiscal stance weaken
the outlook for private consumption in 2015. The
pace of private consumption growth is expected to
moderately strengthen from 0.7% this year to 1.4%
in 2016 and 1.7% in 2017. Despite favourable
financing conditions and increasing capacity
utilisation in the manufacturing sector moving
towards its historic average, the softening of
private consumption is set to hold back investment
in 2015-16. In addition, limited foreign capital
inflows, an unsupportive business environment and
decreased risk appetite are set to weigh on
investment over the forecast horizon. Public
investment is expected to weaken in 2016, as the
implementation of projects co-financed by the EU
slows, and to resume its growth in 2017.

Net exports make a positive contribution

Exports are projected to outpace imports over the
forecast horizon, supported by higher demand
from the EU, leading to a positive contribution of
net exports to economic growth. Exporting

industries are also expected to continue benefitting
from the depreciated euro, to which the national
currency is pegged, given that a sizeable portion of
Bulgarian exports go to non-euro area countries.
However, the contribution of net exports to growth
is forecast to decline in 2017 as the recovery in
domestic demand gathers pace. As a result,
Bulgaria’s current account surplus is projected to
decline from 1.4% of GDP in 2015 to 0.9% by
2017.

Graph I1.2.1: Bulgaria- Real GDP growth, output gap
and unemployment
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Overall, risks to the growth outlook seem
balanced. On the positive side, the stronger exports
and gains in employment could fuel investment
and private consumption growth more than
expected. Low interest rates and oil prices could
also provide stronger-than-projected support to
some economic sectors. Although net exports are
expected to make a positive contribution to real
output growth over the forecast horizon, increased
geopolitical uncertainties and a slowdown in main
trading partners would pose a downside risk due to
the high degree of openness of the economy.

Labour market conditions to improve, inflation
to bottom out in 2016

Employment further improved in the first half of
2015, mainly in the agriculture and construction
sectors. Mostly supported by export-oriented
industries, the growth in employment is projected



to remain unchanged in 2015 and 2016 and to
marginally increase to 0.5% in 2017. This together
with the expected decrease in the labour force due
to aging of the population is likely to further
reduce the unemployment rate to 9.4% in 2016 and
8.8% in 2017.

Inflation declined to -0.9% on an annual basis in
September 2015 and is forecast to rise only
gradually in 2016 as the effect from the decline in
commodity prices tapers off. At the same time, the
quantitative easing of the ECB, the depreciation of
the euro and tighter labour market conditions are
expected to partly offset this downward trend and
to exert some upward pressure. After the increase
in electricity prices for households in October
2014, the overall effect of administered prices is
expected to be neutral over the forecast horizon.
The annual HICP inflation rate is projected to ease
to -0.8% in 2015 before turning positive again in
2016. As the economy’s output gap remains
negative, inflation is set to stay low at about 1% in
2017.

Public finances set to improve

The general government deficit reached 5.8% of
GDP in 2014, as a result of weaker-than-expected

Table 1.2.1:

Member States, Bulgaria

revenues as well as sizeable support to the
financial sector. The general government deficit is
estimated to fall to 2.8% of GDP in 2015, mostly
on account of no additional financial support
measures and better indirect tax revenues
following the adopted tax collection measures. On
the other hand, savings in the wage bill and the
purchase of goods and services seem more than
offset by increases in pensions and interest
expenditure.

Going forward, under the usual no-policy-change
assumption, the headline deficit is forecast to
improve only marginally to 2.7% of GDP in 2016
and remain unchanged in 2017. Public investment
is projected to decrease from its peak in 2015 due
to an expected slowdown in the implementation of
EU projects at the start of the new programming
period. In view of the adopted pension reform,
both revenue and expenditures are forecast to
increase (by 0.2% of GDP in 2017), but declining
unemployment should limit the growth in social
transfers over 2016-17. Bulgaria’s structural deficit
is projected to be around 2%:% of GDP over 2015-
17, reflecting a negative output gap. With a still-
sizable budget deficit, the public debt-to GDP ratio
is expected to increase from 27% in 2014 to 33.6%
by 2017.

Main features of country forecast - BULGARIA

2014 Annual percentage change

bn BGN Curr. prices % GDP 96-11 2012 2013 2014 2015 2016 2017

GDP 83.6 100.0 3.0 0.2 13 15 1.7 15 2.0
Private Consumption 52.6 63.0 33 33 -1.4 2.7 0.7 14 17
Public Consumption 13.8 16.5 0.6 -0.5 22 0.1 0.1 1.2 1.3
Gross fixed capital formation 17.7 211 6.9 1.8 0.3 3.4 0.2 -24 17
of which: equipment 7.4 8.8 - 5.5 1.2 13.9 0.1 2.0 3.0
Exports (goods and services) 54.4 65.1 4.1 0.8 9.2 -0.1 5.9 4.3 4.6
Imports (goods and services) 55.2 66.0 6.3 45 4.9 15 4.0 3.0 4.1
GNI (GDP deflator) 81.9 98.0 26 23 13 34 0.8 11 17
Contribution to GDP growth: Domestic demand 3.9 24 -0.5 25 0.5 0.6 1.6
Inventories 0.4 0.2 -0.8 0.2 0.0 0.0 0.0

Net exports -1.2 -2.3 26 -1.1 1.2 0.9 0.4

Employment 0.0 25 0.4 04 0.3 0.3 0.5
Unemployment rate (a) 121 123 13.0 11.4 10.1 9.4 8.8
Compensation of employees / head 314 7.7 8.8 15 2.1 2.9 2.9
Unit labour costs whole economy 276 4.8 7.0 0.3 0.7 17 1.4
Real unit labour cost -0.3 3.2 7.8 0.1 -0.3 0.9 0.7
Saving rate of households (b) - - - - - - -
GDP deflator 28.0 1.6 0.7 04 1.0 0.8 0.7
Harmonised index of consumer prices - 24 04 -1.6 -0.8 0.7 11
Terms of trade goods 0.2 -35 -0.8 0.7 0.8 -0.2 -0.8
Trade balance (goods) (c) -12.0 -9.7 -7.0 -6.5 -4.8 -4.1 -4.4
Current-account balance (c) -6.8 -3.0 -0.5 0.7 1.4 13 0.9
Net lending (+) or borrowing (-) vis-a-vis ROW (c) -6.5 -1.8 0.8 2.1 2.7 25 2.0
General government balance (c) -0.7 -0.6 -0.8 -5.8 -2.8 -2.7 -2.7
Cyclically-adjusted budget balance (d) -0.9 -0.5 -0.8 -5.7 -2.6 -2.4 -2.4
Structural budget balance (d) -0.5 -0.8 25 -2.6 -2.4 -2.4
General government gross debt (c) 17.6 18.0 27.0 31.8 32.8 33.6

(a) as % of total labour force. (b) gross saving divided by gross disposable income. (c) as a % of GDP. (d) as a % of potential GDP.

Note : Contributions to GDP growth may not add up due to statistical discrepancies.
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3. THE CZECH REPUBLIC
Growth to spike in 2015

The Czech Republic’s economy is expected to grow strongly in 2015, driven primarily by domestic
demand. Public investment is a major factor, as the Czech authorities attempt to maximise their
drawings of EU funds as the previous programming period comes to an end. Weaker public investment
in 2016 is forecast to weigh on activity but GDP growth is expected to pick up in 2017. The headline
government deficit is expected to fall in both 2016 and 2017.

Growth in 2015 driven by temporary factors

The Czech Republic is expected to achieve real
GDP growth of 4.3% in 2015, more than twice the
rate of 2.0% that it achieved in 2014. This
acceleration is partly driven by temporary factors,
in particular strong public investment in the first
half of the year, due to increased drawing of funds
available under the previous programming period
of EU funding, which is expected to continue for
the rest of the year. A large contribution to growth
from inventories is also expected, at least in part,
as a result of legislative changes related to
pre-stocking of tobacco products. Private
consumption growth is expected to accelerate amid
rising disposable incomes and low inflation. Net
exports, however, are forecast to detract from
growth, partly because of the high import intensity
of investment. Lower-than-expected public
investment poses a downside risk to growth in
2015.

Graph I1.3.1: Czech Republic - Real GDP growth and contributions
6 rpps.
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Lower growth in 2016

The fading of temporary growth impulses,
particularly the expected drop in public
investment, should bring real GDP growth in 2016
down to 2.2%. Underlying domestic demand
factors are expected to remain healthy, however,
with sustained growth in household consumption.

While the recent slowdown in world trade growth
is expected to weigh on exports, the contribution
of net exports is forecast to be positive, reflecting
the slowdown in import growth. GDP growth is
forecast to accelerate to 2.7% in 2017, amid
continued strong internal demand and a sustained
positive contribution from net exports. The main
risk to the forecast in both 2016 and 2017 stems
from the external environment, with the possibility
that a sharper-than-expected slowdown in global
trade would impact negatively on the highly-open
Czech economy.

Tight labour market conditions

Strong GDP growth in the first half of 2015 was
accompanied by a large rise in employment, which
grew by 1.4% on an annualised basis in the second
quarter, as tight labour market conditions drew
more workers into the labour force. The
unemployment rate has fallen over the course of
the year to 5.0% in August. Further growth in
employment is forecast to be limited by a projected
fall in the working-age population over the
forecast horizon, although the participation rate is
expected to maintain its recent rising trend thanks
to greater participation by female and older
workers. The unemployment rate is also forecast to
fall further, reaching 4.8% in 2017. While tight
labour market conditions have not yet given rise to
significant nominal wage increases, compensation
per employee is forecast to grow by 2.9% this
year, 3.8% in 2016 and 4.0% in 2017.

Low inflation dynamics in the short term

HICP inflation is forecast to average 0.4% in 2015,
the same as in 2014. Recent falls in commodity
prices are likely to contribute to weak inflation
dynamics during the first half of 2016; for the year
as a whole, consumer prices are forecast to rise by
1.0%. However, rising disposable income and the
emergence of a positive output gap are forecast to
put upward pressure on domestic prices over the
forecast horizon and the inflation rate is expected



to move back towards the Czech National Bank’s
target of 2% by the end of 2017.

Structural balance to deteriorate in 2015

The 2014 general government deficit has been
revised slightly downwards by 0.1 pps. to 1.9% of
GDP, improved by updated data on tax revenues
and an overall positive impact of the
reclassification of public hospitals into the general
government sector. In 2015, the nominal deficit is
forecast to remain stable at 1.9% of GDP. Total
revenues are expected to be negatively affected by
the reintroduction of tax credits for working
pensioners and a third, lower VAT rate. The
decline is partially offset by higher expected
revenues from excise duties on tobacco. Total
expenditure is forecast to be driven by government
co-financing on investment, mainly due to higher
absorption of EU funds. A higher public sector
wage bill is expected to contribute to stronger
government consumption and increased indexation
of pensions should increase social outlays.

The projected improvement in the headline general
government deficit to 1.3% of GDP in 2016 is
mainly driven by the expected sharp decrease in
investment spending, related to the likely
slowdown of EU funding in the beginning of the

Table 11.3.1:

Member States, The Czech Republic

new programming period. By contrast, planned
pension increases and a rising public sector wage
bill are expected to result in increased expenditure.
On the revenue side, new measures to fight tax
evasion are likely to contribute to an improvement
in the headline deficit. Revenue flows from
yet-to-be-adopted measures, such as the proposed
introduction of electronic sales records, are not
included in the forecast.

Assuming no further changes in government
policy, the nominal deficit is forecast to decline
further to 1.1% of GDP in 2017 on the back of an
improving economic situation.

Despite the stability of the headline deficit in 2015,
the structural deficit is forecast to deteriorate
markedly by more than 1 pp., in part due to the
swift closing of the output gap. In 2016, the
structural balance should improve alongside the
declining deficit. The debt-to-GDP ratio is forecast
to fall by 1.7 pps. to 41.0% in 2015 due to better
liquidity management, and to further decline in
2017. Risks to the fiscal forecast are broadly
balanced and mirror macroeconomic uncertainties
regarding public investment, while downside risks
also stem from the uncertain implementation of
proposed tax avoidance measures.

Main features of country forecast - CZECH REPUBLIC

2014 Annual percentage change

bn CZK Curr. prices % GDP 96-11 2012 2013 2014 2015 2016 2017

GDP 4260.9 100.0 27 -0.9 0.5 2.0 43 2.2 27
Private Consumption 2070.5 48.6 2.7 -15 0.7 15 3.0 2.8 2.6
Public Consumption 828.2 19.4 1.3 -1.8 23 1.8 2.8 22 1.9
Gross fixed capital formation 1065.5 25.0 2.6 -3.2 -2.7 2.0 7.6 0.0 83
of which: equipment 480.5 11.3 4.9 -6.1 -0.2 3.8 6.0 3.0 4.0
Exports (goods and services) 3571.4 83.8 9.1 4.3 0.0 8.9 6.7 5.8 6.0
Imports (goods and services) 3285.1 77.1 8.7 2.7 0.1 9.8 7.5 5.9 6.2
GNI (GDP deflator) 3926.6 92.2 22 05 0.3 0.0 4.2 2.3 29
Contribution to GDP growth: Domestic demand 2.4 -1.9 0.1 1.6 3.9 18 25
Inventories 0.0 -0.2 -0.6 0.6 0.6 0.1 0.0

Net exports 0.3 1.3 0.0 -0.2 -0.2 0.3 0.2

Employment -0.1 0.4 0.3 0.6 1.3 0.2 0.1
Unemployment rate (a) 6.9 7.0 7.0 6.1 5.2 5.0 4.8
Compensation of employees / head 6.6 1.7 -0.3 15 2.9 3.8 4.0
Unit labour costs whole economy 38 3.1 0.6 0.1 -0.1 17 1.4
Real unit labour cost 0.5 17 -0.8 -2.3 -0.8 0.7 0.0
Saving rate of households (b) 116 113 10.8 10.9 10.9 10.8 10.7
GDP deflator 33 1.4 1.4 25 0.7 1.0 1.4
Harmonised index of consumer prices 3.6 35 14 0.4 0.4 1.0 1.6
Terms of trade goods 0.0 -0.6 15 2.1 -0.1 0.1 0.2
Trade balance (goods) (c) -34 3.1 41 5.4 5.0 5.2 5.4
Current-account balance (c) -4.1 2.2 -1.1 -2.0 -25 24 21
Net lending (+) or borrowing (-) vis-a-vis ROW (c) -3.6 -11 11 -0.2 0.0 -0.7 -0.5
General government balance (c) -3.7 -4.0 -1.3 -1.9 -1.9 -13 -1.1
Cyclically-adjusted budget balance (d) -3.2 0.0 -1.0 -2.0 -15 -1.4
Structural budget balance (d) - -15 0.1 -0.8 -2.0 -1.4 -1.4
General government gross debt (c) 25.0 44.7 45.2 427 41.0 41.0 40.5

(a) as % of total labour force. (b) gross saving divided by gross disposable income. (c) as a % of GDP. (d) as a % of potential GDP.
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4. DENMARK

Recovery has taken hold

The recovery of the Danish economy has taken hold and is expected to continue over the coming two
years. GDP growth has been positive in the last eight quarters, as economic activity has been supported
by strong tailwinds, such as the drop in oil prices, low interest rates and a weak effective exchange rate.
The improvement of labour market conditions continues, with positive employment growth and a
gradual decline in unemployment. In 2015, the general government deficit is expected to exceed the 3%
of GDP Treaty reference value — before improving over 2016-17.

The recovery is strengthening

The recovery of the Danish economy has
continued, with GDP increasing in the last eight
consecutive quarters. On an annual basis, GDP
growth is expected at 1.6% in 2015, with positive
growth contributions from both domestic demand
and net exports, as exports are expected to grow
faster than imports. In 2016-17, the recovery is
expected to gather more steam, with GDP growth
rates of 2.0% and 1.8% respectively.

Over the last year, private consumption has
become an important driver of GDP growth.
Private consumption has been supported by rising
real disposable incomes, due to the increase in
employment, wage growth and low inflation. The
sharp increase in the household savings rate in
2015 reflects the fact that the savings rate,
especially in 2014, has been artificially low due to
high tax payments linked to the restructuring of
existing capital pension funds. The asset position
of households has improved partly due to a rise in
house prices since mid-2012. The level of
consumer confidence remains consistent with
continued growth in private consumption, but has
decreased somewhat over the last six months, after
reaching a historically high level this spring.

The investment rate in the business sector is
currently at a low level, partly because of idle
capacity after the recession. Investment growth is
expected to be relatively weak in 2015, but over
the forecast horizon, business investment is
expected to pick up as the overall recovery
becomes more firmly established and capacity
utilisation improves. Public investment,
meanwhile, is expected to gradually fall after
reaching a historically high level in 2014. The
current savings rate in the corporate sector is high,
supporting the potential of a pick-up in business
investment.

Exports grew less than expected in the first half of
2015, due largely to a drop in service exports.

Exports are projected to pick up gradually over the
next two years, supported by increased growth in
the most important Danish export markets,
improved competitiveness — as measured by
relative unit labour costs — and a marked decline
in the effective exchange rate registered in the first
half of the year.

Graph I1.4.1: Denmark - Real GDP growth and its components
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Unemployment has remained stable

The unemployment rate, which has been on a
declining trend since spring 2012, has flattened out
in the first three quarters of the year, at just above
6.0% of the labour force. The continued recovery
of the economy should, however, further lower
unemployment, down to a level of 5.5% in 2017.
Employment is expected to grow by 0.9% in 2015,
driven by the private sector, and is set to increase
further by 1.0% both in 2016 and 2017.

Inflation expected to pick up

Inflation, which was 0.3% in September 2015, has
been dragged down by a drop in energy prices.
Core inflation, by contrast, has increased over the
last year, reaching 1.1% in September. HICP
inflation is expected to pick up as the effect from
the decline in energy prices tapers off and the
economic recovery strengthens. HICP inflation is



forecast at just 0.4% in 2015, but is expected to
increase to 1.5% in 2016 and 1.9% in 2017.

Deterioration of the fiscal balance

In 2014, the general government balance showed a
surplus of 1.5% of GDP. The general government
budget balance was boosted by extraordinarily
high pension yield tax revenues and a capital
pension taxation measure that has generated
significant windfalls in the years 2013 to 2015.

In 2015, the fiscal balance is expected to
deteriorate sharply to a deficit of 3.3% of GDP.
The deterioration is primarily linked to volatile
items on the revenue side, as a drop in revenues
from the before-mentioned one-off measure
(decreasing by an estimated 2.5 pps. of GDP),
from the pension yield tax, as well as a drop in
revenues from oil and gas activities in the North
Sea are expected to be the main contributors to the
worsening of the budget balance.

In 2015, the fiscal balance is also dragged down by
an extraordinary appreciation of tax arrears, linked
to errors in an electronic tax collection system
(EFI). The losses have been estimated at
5 bn DKK (0.25% of GDP) in each of the years

Member States, Denmark

2013 to 2015. These numbers may, however, be
revised at a later stage, as the impact from these
errors is still being investigated on this forecast’s
cut-off date of 22 October 2015.

In 2016 and 2017, the general government budget
balance is expected to improve to a deficit of 2.5%
and 1.7% of GDP respectively, as the economic
activity improves. The estimate for 2017 is based
on a no-policy-change assumption.

The sharp decline in the volatile revenue items also
leads to a deterioration of the structural balance.
Going from an estimated surplus of 2% of GDP in
2014, the structural balance is expected to turn into
a deficit of around 2%% of GDP in 2015, and
thereafter to improve to a deficit of around 1%:%
and 1% of GDP in 2016 and 2017 respectively.

The general government gross debt level, which
stood at 45.1% of GDP in 2014, is expected to
decrease to 40.2% in 2015 and thereafter to
decrease gradually, reaching 38.3% in 2017. The
significant reduction in debt in 2015 reflects a
temporary suspension of government bond
issuance that was put in place from January to
October 2015 in order to dampen the appreciation
pressure on the Danish krone.

Table 11.4.1:
Main features of country forecast - DENMARK
2014 Annual percentage change
bn DKK Curr. prices % GDP 96-11 2012 2013 2014 2015 2016 2017
GDP 19215 100.0 1.4 -0.7 0.5 11 1.6 2.0 1.8
Private Consumption 933.4 48.6 1.4 0.4 0.0 0.7 1.9 2.0 21
Public Consumption 511.1 26.6 1.9 -0.2 -0.5 0.2 1.2 0.3 0.3
Gross fixed capital formation 359.1 18.7 1.8 0.6 0.9 4.0 0.7 3.7 41
of which: equipment 108.0 5.6 0.8 112 7.2 4.6 1.8 55 5.7
Exports (goods and services) 1031.1 53.7 4.3 0.1 0.8 2.6 11 4.4 3.9
Imports (goods and services) 928.3 483 4.9 0.9 15 3.8 0.2 4.7 4.4
GNI (GDP deflator) 1976.8 102.9 16 -0.5 0.8 04 1.6 2.0 1.9
Contribution to GDP growth: Domestic demand 15 0.3 0.0 11 1.4 17 1.8
Inventories 0.0 -0.6 -0.2 0.4 -0.3 0.0 0.0
Net exports 0.0 0.4 0.3 -0.4 0.5 0.2 0.0
Employment 0.4 0.3 0.0 0.8 0.9 1.0 1.0
Unemployment rate (a) 5.2 75 7.0 6.6 6.1 5.8 55
Compensation of employees / head 35 15 13 1.6 15 2.1 23
Unit labour costs whole economy 24 1.9 1.9 13 0.8 1.1 15
Real unit labour cost 0.2 -0.6 03 05 -0.6 -0.4 -0.2
Saving rate of households (b) 5.7 7.1 6.7 2.0 10.1 9.0 7.3
GDP deflator 22 25 15 0.8 1.4 15 1.6
Harmonised index of consumer prices 2.0 24 0.5 0.3 0.4 15 1.9
Terms of trade goods 0.8 0.6 1.7 0.4 0.7 -0.5 -0.6
Trade balance (goods) (c) 2.8 2.8 2.8 2.1 2.4 2.0 15
Current-account balance (c) 3.2 5.6 7.2 6.3 7.0 6.9 6.5
Net lending (+) or borrowing (-) vis-a-vis ROW (c) 3.2 5.6 7.2 6.3 6.8 6.8 6.5
General government balance (c) 0.8 -3.6 -1.3 15 -3.3 -25 -1.7
Cyclically-adjusted budget balance (d) 0.2 -15 1.3 3.8 -1.5 -1.3 -1.0
Structural budget balance (d) - 0.0 -0.2 0.6 -2.3 -1.4 -1.0
General government gross debt (c) - 45.6 45.0 45.1 40.2 39.3 38.3

(a) as % of total labour force. (b) gross saving divided by gross disposable income. (c) as a % of GDP. (d) as a % of potential GDP.
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5. GERMANY
Steady growth ahead

In spite of recent headwinds from weaker export demand in emerging markets, Germany’s economic
growth continues to be supported by favourable labour market and financing conditions underpinning
domestic demand. The renewed decline in oil prices and additional public spending to accommodate
refugees should provide further stimulus, while the Volkswagen scandal entails downside risks. Despite
the costs related to the inflow of refugees, the general government budget is set to remain in surplus.

Broadly stable economic growth

Germany’s quarter-on-quarter real GDP growth
rate increased slightly from 0.3% in the first
quarter of 2015 to 0.4% in the second quarter in
seasonal and working-day adjusted terms.
Domestic and external drivers of growth alternated
in the first half of the year with marked
consumption and private investment in the first
and strong net exports in the second quarter.

Economic activity is likely to have increased
moderately in the third quarter. Employment, retail
sales and survey data indicate that the services
sector was the main driver of growth over the
summer. By contrast, industrial production
stagnated in July/August, partly due to the
dampening effect of the holiday season. The
upward trend of industry orders and the optimism
of firms — albeit subdued — point toward steady
growth in the fourth quarter. The robust labour
market, favourable financing conditions and
additional public spending to host and integrate
unusually large numbers of asylum seekers will
contribute to growth. Overall, real GDP is
expected to increase by 1.7% in 2015 and 1.9% in
2016 and 2017.

Marked consumption growth

Employment growth is forecast to slowly regain
momentum along with rising economic activity.
Asylum seekers could gradually become available
for the labour market. However, labour market
integration may be limited over the next two years,
which may put upward pressure on the overall
comparatively low unemployment rate. The
renewed decline in energy prices has further
widened the financial scope of households. Slower
negotiated wage increases may be largely offset by
the introduction of the general minimum wage this
year but their impact should be felt more strongly
next year. Private consumption is nonetheless
expected to grow markedly thanks to high
employment, high net immigration, and low
interest rates.

Graph I1.5.1: Germany - Real GDP growth and
contributions, output gap
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Continued recovery of business investment

Private investment slightly declined in the second
quarter of 2015. This reflects some correction after
the boost in equipment and construction
investment in the previous quarter on the back of
mild weather conditions. Rising domestic capital
goods orders, as well as improving sales
expectations, support the projection of a continued
recovery in corporate investment. Possible
spillovers from Volkswagen's manipulation of
diesel engine emission tests to other sectors via
production chains or confidence effects could
create downside risks to corporate investment.
Housing investment is expected to moderate its
growth only slowly, also due to the additional
boost from very high net immigration. Public
sector investment is projected to gain some
momentum following a decline in the first half of
the year, while remaining at a relatively low level.

Trade surplus continues to rise

Strong exports in the first two quarters together
with markedly improving terms of trade are
forecast to raise the current-account surplus again
this year to 8.7%. Going forward, exports may rise
less dynamically given the fading boost of the
euro’s depreciation and impaired foreign demand
growth due to weakening emerging markets.
Domestic demand should broadly uphold import
growth.



Low inflation to continue for some time

The dampening effect of lower oil prices on energy
prices is expected to last until late 2016. Spillover
effects on other consumer prices together with
decelerating unit labour costs in 2015 and 2016
may reduce core inflation. HICP inflation is
projected at 0.2% in 2015 and 1.0% in 2016 before
accelerating to 1.7% in 2017.

Structural budget surplus despite refugee costs

The general government budget surplus is forecast
to rise from 0.3% of GDP in 2014 to 0.9% of GDP
in 2015. The increase can be ascribed mainly to
one-off factors. Tax reimbursements due to court
rulings reduced the budget surplus in 2014, while
proceeds from the auction of broadcast spectrum
will raise it in 2015. Also, despite higher spending
on pensions, growth of current expenditure is
forecast to remain slightly behind revenue growth
in 2015, thanks also to lower interest spending.

In 2016, increases in the minimum income tax
allowance and in child allowances are projected to
slow down revenue growth slightly, while
expenditure growth is expected to accelerate
somewhat, also due to strong pension increases.

Table I1.5.1:

Main features of country forecast - GERMANY

Member States, Germany

Moreover, the accommodation of refugees will
raise social spending over the forecast horizon,
while additional funds provided for infrastructure
investment as well as for social housing in view of
the strong immigration flows should gradually
increase public sector investment.

Overall, headline and structural budget balances
are expected to decline but to remain in sizeable
surplus over the forecast horizon. As a result, the
gross debt-to-GDP ratio is set to decrease rapidly,
from 75.0% in 2014 to 65.5% in 2017.

Graph 11.5.2: Germany - Current account balance
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Current account balance

2014 Annual percentage change

bn EUR Curr. prices % GDP 96-11 2012 2013 2014 2015 2016 2017

GDP 2915.7 100.0 1.4 0.4 0.3 16 1.7 1.9 1.9
Private Consumption 1592.2 54.6 0.9 1.0 0.6 0.9 1.9 1.9 1.8
Public Consumption 564.0 19.3 13 13 0.8 17 2.1 2.0 2.0
Gross fixed capital formation 585.1 20.1 1.0 -0.4 -13 a5 2.6 3.1 3.6
of which: equipment 189.8 6.5 3.0 -2.6 -2.3 45 4.6 35 45
Exports (goods and services) 1333.2 45.7 6.5 2.8 1.6 4.0 5.8 43 5.1
Imports (goods and services) 1136.8 39.0 55 -0.3 3.1 3.7 6.4 5.3 6.3
GNI (GDP deflator) 2982.4 102.3 16 0.3 0.1 1.7 17 1.9 1.9
Contribution to GDP growth: Domestic demand 1.0 0.7 0.2 15 2.0 2.0 2.1
Inventories 0.0 -1.6 0.6 -0.3 -0.5 0.0 0.0

Net exports 05 14 -0.5 0.4 0.2 -0.1 -0.1

Employment 0.6 12 0.6 0.9 0.5 0.6 0.8
Unemployment rate (a) 8.7 54 5.2 5.0 4.7 4.9 5.2
Compensation of employees / head 1.2 25 1.8 2.6 2.9 2.7 3.2
Unit labour costs whole economy 0.4 33 2.2 1.9 1.6 14 2.1
Real unit labour cost -0.4 1.8 0.1 0.2 -0.3 -0.2 0.4
Saving rate of households (b) 16.2 16.4 16.4 16.8 16.9 16.8 16.7
GDP deflator 0.8 15 21 1.7 1.9 16 18
Harmonised index of consumer prices 15 2.1 16 0.8 0.2 1.0 17
Terms of trade goods -0.2 -0.4 19 1.8 3.0 0.3 0.0
Trade balance (goods) (c) 54 7.3 75 7.9 8.7 8.6 8.4
Current-account balance (c) 2.7 7.2 6.7 7.8 8.7 8.6 8.4
Net lending (+) or borrowing (-) vis-a-vis ROW (c) 2.7 7.2 6.7 7.8 8.8 8.6 8.4
General government balance (c) 2.4 -0.1 -0.1 0.3 0.9 0.5 0.4
Cyclically-adjusted budget balance (d) -2.2 -0.2 0.2 05 1.1 0.7 0.6
Structural budget balance (d) - -0.1 0.3 0.8 0.9 0.7 0.6
General government gross debt (c) 64.6 79.7 774 74.9 714 68.5 65.6

(a) as % of total labour force. (b) gross saving divided by gross disposable income. (c) as a % of GDP. (d) as a % of potential GDP.
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6. ESTONIA
Steady, stable growth

Estonia’s economy is forecast to grow by 1.9% in 2015 and then by 2.6% in both 2016 and 2017, as
external demand and investment slowly pick up. Unemployment, however, is set to surge from late-2016,
as new measures entice work-disability pensioners back to the labour market. The consumption-driven
nature of GDP growth is expected to bolster the fiscal surplus.

Moderate growth in 2015 despite negative
base effects

Estonia’s real GDP growth is forecast to grow by
1.9% in 2015, slightly less than expected in the
spring 2015 forecast. However, this takes place
against the background of a significant upward
revision of the growth rate for 2014 from 2.1% to
2.9%, as exports of services grew faster than
initially estimated. In the first half of 2015, real
GDP growth slowed to 1.7% (y-o-y). Private
consumption contributed the most, supported by
strong wage increases, income tax cuts and low
consumer price inflation. Following the
completion of major investment projects in the
energy sector in 2013 and 2014, investment
activity disappointed, especially in transport and
ICT equipment. After building up in 2014,
inventories started contracting. Net exports
contributed to growth, as Estonian exporters have
had some success diversifying away from Russia
and because low investment levels have depressed
import demand.

Private consumption loses some momentum

Real GDP growth is expected to rise to 2.6% in
2016, supported by positive base effects in the first
half of 2015 and to remain at that level in 2017 as
the global outlook improves only slowly. Private
consumption is projected to decelerate over the
forecast horizon as real income growth slows amid
rising inflation, but investment is expected to
become a stronger growth driver.

Financing conditions remain favourable

Bank lending is set to increase as financing
conditions  remain  relatively  favourable.
Macro-prudential regulations that entered into
force in March 2015 are not expected to tighten
credit supply, as they are already broadly met by
banks’ internal credit rules. Investment, especially
in equipment, is forecast to rebound in 2016 and
2017 supported by growing demand from the euro
area and the effort of businesses to replace
increasingly expensive workers with equipment.

Public investment is projected to gradually start
growing again over the course of 2016-17, after
disbursements of EU funding under the new
programming period begin. Favourable financing
terms and higher incomes can be expected to
produce an uptick in household investment over
the forecast horizon.

Graph 11.6.1: Estonia - Real GDP growth and contributions,
export market growth
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Current account remains in surplus

After strong exports of electrical equipment and
transport services in 2014, overall exports are
likely to decline in 2015, especially amid lower
demand from Russia since the rouble depreciation.
However, a reorientation of goods exports towards
EU trading partners is set to ensure a positive
external balance of goods and services throughout
the forecast period.

Upside risks to the forecast could stem from a de-
escalation of the tensions in Ukraine, which could
help to restore trade flows with neighbouring
Russia and inflows of foreign direct investment.

Legislative changes impact labour market
data

As the obligation for entrepreneurs to register their
workforce was tightened in mid-2014, employment
growth is expected to reach 1.1% in 2015 (up from
0.8% in 2014). In parallel, emigration, although
abating, and low birth rates are reducing Estonia’s



working-age population. Overall, this trend is
expected to decrease the unemployment rate to
around 6.5% in 2016, down from 7.4% in 2014.
Wage growth has exceeded productivity growth
over the last two years, resulting in rising unit
labour costs, especially in non-tradable sectors.

Wage growth is expected to remain below 6% over
the forecast period, as public sector wage policy
foresees wage moderation at the central
government. As the work capacity reform expected
for mid-2016 is expected to induce significant
numbers of pensioners to re-enter the labour
market, the unemployment rate is set to rise again
in 2017. Participation in the labour force is already
high, at close to 70%, and could even exceed this
level in 2017.

Inflation expected to pick up

Annual inflation turned negative in mid-2014 and
is forecast to only stay slightly above zero in 2015
reflecting steep declines in international energy
prices, in particular crude oil, which outweighs the
impact of the euro’s depreciation. Inflation is
expected to be pushed up to 1.8% in 2016 and
2.9% in 2017 as commodity prices begin a timid
ascent, excise taxes and administrative prices are

Member States, Estonia

increased, and a continued strong wage growth add
to inflationary pressures.

Fiscal surpluses are supported by the tax-rich
composition of GDP growth

The general government achieved a surplus of
0.7% of GDP in 2014. Tax revenues are expected
to remain strong in 2015 on account of rapid
growth in wages and private consumption, of
measures to improve tax compliance and in view
of extraordinary government revenues from
corporate income tax. Nevertheless, in 2015 the
fiscal surplus is expected to slip to 0.2% of GDP,
as expenditure growth is set to exceed revenue
growth due to increased social spending and
investment. Also, income tax rates were cut by
1 pp. in 2015. Taking into account the already
legislated tax changes (essentially shifting taxes
from labour to consumption), public finances are
expected to remain in slight surplus in 2016 and in
2017. In structural terms, the fiscal position is
expected to remain in a small surplus in 2015 and
2016, but to turn into a small deficit in 2017 due to
the widening of a positive output gap. Estonia’s
very low public debt is expected to fall further
from 10.4% of GDP in 2014 to about 9% of GDP
in 2017.

Table 11.6.1:
Main features of country forecast - ESTONIA
2014 Annual percentage change
bn EUR Curr. prices % GDP 96-11 2012 2013 2014 2015 2016 2017
GDP 20.0 100.0 44 5.2 16 2.9 1.9 2.6 26
Private Consumption 10.2 50.9 5.0 4.4 3.8 35 5.2 3.2 2.8
Public Consumption 3.8 19.2 14 3.6 15 3.0 14 15 2.0
Gross fixed capital formation 5.0 25.2 8.0 6.7 3.2 -3.1 -39 41 4.9
of which: equipment 2.1 10.6 8.4 31.2 8.3 -5.9 -14.0 4.0 4.9
Exports (goods and services) 16.7 83.9 8.2 6.2 4.7 1.8 -0.4 3.5 4.3
Imports (goods and services) 16.1 80.5 8.7 117 45 14 -1.2 4.2 5.0
GNI (GDP deflator) 195 97.7 4.1 6.4 36 26 17 2.6 17
Contribution to GDP growth: Domestic demand 5.7 4.7 3.0 15 1.9 3.0 3.0
Inventories 0.1 2.9 -11 25 -0.6 0.0 0.0
Net exports -1.0 -4.1 0.2 0.4 0.6 -0.4 -0.4
Employment -05 1.6 1.2 0.8 1.1 -0.6 -0.1
Unemployment rate (a) 104 10.0 8.6 7.4 6.5 6.5 7.6
Compensation of employees / head 115 6.9 5.8 5.9 4.9 55 5.4
Unit labour costs whole economy 6.2 33 5.5 3.7 4.1 2.3 2.6
Real unit labour cost -0.8 0.6 15 17 31 -0.2 -0.6
Saving rate of households (b) 4.3 6.5 8.8 8.0 9.0 8.7 7.4
GDP deflator 71 27 4.0 2.0 0.9 25 3.2
Harmonised index of consumer prices 5.7 4.2 3.2 0.5 0.1 18 2.9
Terms of trade goods 0.7 -1.7 0.6 0.0 -0.3 0.1 0.2
Trade balance (goods) (c) -14.9 -6.6 -4.7 -5.0 -4.5 -4.7 -5.0
Current-account balance (c) -8.2 23 0.4 13 1.6 1.2 -0.1
Net lending (+) or borrowing (-) vis-a-vis ROW (c) -6.9 11 3.1 2.3 2.9 25 14
General government balance (c) 0.4 -0.3 -0.1 0.7 0.2 0.2 0.1
Cyclically-adjusted budget balance (d) -0.1 -1.0 -0.6 0.2 0.0 0.1 -0.2
Structural budget balance (d) -0.1 0.4 0.3 0.3 0.2 -0.2
General government gross debt (c) 9.5 9.9 10.4 10.0 9.6 9.2

(a) as % of total labour force. (b) gross saving divided by gross disposable income. (c) as a % of GDP. (d) as a % of potential GDP.

Note : Contributions to GDP growth may not add up due to statistical discrepancies.
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7. IRELAND

Exceptionally strong rebound after years of successful adjustment

Ireland’s recovery appears resilient to weaker global growth. Domestic demand and exports, including
from indigenous firms, have rebounded, bringing about record GDP growth. As a result, the
government deficit continues to decline and the debt-to-GDP ratio is forecast to fall below 100%
already this year. Although deleveraging continues, private and public debt levels remain high, creating
vulnerabilities to potential shocks or interest rate increases.

The Irish economy surged in the first half of 2015
setting the ground for record growth. National
statistics suggest that real GDP grew by 7.0%
compared to the same period last year. These
quarterly estimates point to an annual average
growth rate of 6% or higher but should be read
with some caution given their typical volatility.
The strong recovery, which was initially driven by
net exports, is now firmly based on domestic
demand across economic sectors. From 2016, GDP
growth is set to converge towards more sustainable
rates. Supply constraints, for instance in housing or
infrastructure, may become more pressing as the
country returns to positive net migration.

Investment is playing a central role in Ireland’s
recovery, catching-up to its long-run average. In
spite of high volatility — driven by aircraft leasing
and cross-border transfers of intellectual property
by a few multinationals — core investment is set to
remain strong in 2016 and 2017. Public
investment, still well below the EU average, is
expected to increase moderately, broadly in line
with a multiannual plan recently presented by the
government. The anticipated pick-up in
construction, needed to meet housing demand, is
being delayed by supply constraints that are
proving difficult to address.

Ireland has turned a corner as regards the
impact of deleveraging on consumption

Deleveraging needs remain high for households
but pent-up demand and demand from younger
households with rising incomes and significantly
less leverage mean that private consumption is
once again adding to GDP growth, without
significant credit expansion. As wages and job
creation progress further, private consumption is
set to increase in 2016 and 2017, albeit at lower
rates as demand for durable goods normalises.

Export growth is being driven not just by foreign
multinationals but by indigenous companies too.
Helped by the weak euro and improved access to
financing, Irish SMEs are exporting more this

year. While exports have experienced another level
shift due to the activities of multinationals, strong
imports are set to compensate net trade, as last
year. In 2016 and 2017, net exports are forecast to
grow at rates closer to fundamentals.

The recovery continues to be employment-rich

The unemployment rate is projected to reach 7.9%
in 2017, as the moderation in employme