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Summary

Compared with the forecast made by the ELNEP network in April 2007, the current — mid-
October — evaluation of the economic situation in the euro area is ambiguous. On the one
hand, euro area growth is currently even slightly more robust than projected in spring, having
performed unexpectedly strongly in the first half of 2007. Therefore, the growth forecast for
2007 has been revised upwards, from 2.2% to 2.5%.

Table 1
Key forecast figures for the euro area
% change on previous year*

2006 2007 2008
Gross domestic product 2.8 (2.6) 2.5(2.2) 2.0(2.1)
Private final consumption expenditure 1.8 1.4 (1.7) 2.0(1.9)
Government consumption expenditure 2.1 1.9 (1.6) 1.4
Gross fixed capital formation 5.3 (4.5) 4.8 (4.1) 2.6 (3.3)
Net exports of goods and services' 0.2 (0.4) 0.4 (0.1) 0.1
Exports? 8.0 (8.4) 5.6 (5.8) 4.7 (5.0)
Imports® 7.7 (7.8) 4.8 (5.7) 4.8 (5.0)
Current account balance® -0.1 (-0.2) 0.0 (-0.3) -0.3
Employment 1.4 1.3 1.0
Unemployment rate* 7.9 (7.8) 7.0 (7.3) 6.9 (7.0)
Unit labour cost 0.8 1.5 1.5(1.4)
Inflation (HICP) 2.2 2.0(1.8) 1.9 (1.8)
Budget surplus/deficit’ -1.8 | -0.9(-1.2) -0.9
*Spring estimates/forecast in brackets
! contribution to growth. % % of nominal GDP.
Zincludes intra-area trade. * % of the labour force.
Source: Eurostat, ECB, OECD, ELNEP forecast. elnep




On the other hand, the outlook for the euro area in 2008 now looks less sound than it did in
spring. One major reason is the appreciation of the euro against the US-dollar — a risk
scenario of the spring ELNEP forecast that became reality. The strong euro will dampen euro
area exports and this might also slow down investment growth. The European currency would
be expected to continue to appreciate further if the Fed continues to lower the federal funds
rate. An additional damper to growth is the recent rise of the oil price to new highs (in USD),
although attenuated by the euro strength. Accordingly, ELNEP now forecasts a slightly
weaker expansion for 2008 (2.0% instead of 2.1%)).

Moreover, the recent turbulence in financial markets, the magnitude of which is only
gradually becoming apparent at the present time, substantially increases the downside risks to
the forecast. The deterioration of the US housing market, its effects on US private
consumption, and hence a slowdown in US economic growth had been anticipated in the
spring forecast. Nevertheless, the ELNEP underestimated the repercussions of US sub-prime
mortgage defaults on European (and worldwide) financial markets. The forecast update
assumes that current liquidity problems of banks in the wake of US housing market problems
will have a limited effect on credit conditions in the euro area. However, a credit crunch due
to prolonged liquidity problems and therefore troubled banks constitutes a major downside
risk, or even the major downside risk, for the ELNEP forecast.

The effects of such a financial crisis would differ widely between the individual European
countries. Countries that ELNEP views as being particularly vulnerable in this aspect are
those that have experienced a steep increase in house prices and a construction boom —
similarly to the US. Two euro-area countries stand out in this respect: Ireland and Spain.
Hence, their growth rates may equally suffer from declining house prices, defaulting
mortgage loans in the wake of higher credit rates (90% of Spanish mortgage loans are at
flexible rates), and a cooling construction sector.

Euro area: developments in 2007

In most European countries, private consumption, driven by favourable developments in real
disposable incomes and higher consumer confidence, promoted growth in the first half of
2007. Improvements on the labour market were a major contributing factor. Most notably the
unemployment rate has fallen from 7.8% (August 2006) to 6.9% (August 2007).

The only exception with regards to private consumption is Germany: As expected in the
ELNEP forecast, the German VAT increase at the start of 2007 put a considerable dampener
on consumption. But the slump of -1.8% g-0-q exceeded the ELNEP forecast markedly.
Accordingly, its effect was also felt on the European level: Private consumption stagnated in
Q1 2007 for the euro area, despite robust growth rates in all countries but Germany. Although
German consumption rebounded in Q2, the VAT-effect on Q1 growth rates leads to a reduced
forecast for the annual growth rate of private consumption compared to the ELNEP spring
forecast.

However, both the stronger contribution of net exports and of investment to GDP in Q1 more
than compensated for the stagnation in private consumption and call for an upward revision of
the GDP forecast for 2007. Import growth of 3.8% q-0-q was below forecast and gross fixed
investment formation hiked in Q1. Additionally, higher government spending in that quarter



promoted growth. In sum, euro area GDP expanded by 0.7% q-o0-q in Q1, considerably higher
than the forecast of 0.4%.

In Q2 the combined effect of higher exports (4.3% g-0-q) and lower import growth (2.4% q-
0-q) contributed distinctly more to GDP expansion than projected. The robust export
expansion despite the strong euro is remarkable and may also be attributed to the grown
importance of trade with central and eastern Europe that is mostly done in euro. Similarly,
robust growth rates in non-EMU old member countries like Sweden and the UK promoted
euro area growth. These positive effects for GDP were compensated by almost stagnating
government spending and investment in Q2. Negative growth rates of gross fixed investment
were mainly driven by the construction sector where activity declined by -1.8% g-0-q.
Hence, euro area GDP expanded by only 0.3% in Q2, also due to negative calendar effects.
This was only slightly below the ELNEP forecast.

Indicators for the third quarter generally support the expectation of moderate growth,
although some are ambiguous: Capacity utilization of 84.2% remains near historical highs and
industrial production expanded by a robust 0.7% m-o-m in July and 1.2% in August. But
industrial orders fell in July by -4.0% m-o-m. Business confidence indicators (Ifo business
survey, European commission industrial confidence, or NTC purchasing managers index) are
still above their long run averages, yet their continuous decline in the past months seems to
indicate that expansion is slowing. The marked drop in September business and consumer
confidence might be overstated because of the current financial market turbulence.
Nevertheless, consumer confidence is still above its long-term average, and July and August
unemployment rates of 6.9% had last been seen in the 1980s, which supports the expectation
of robust consumption growth. However, August retail sales only increased by 0.1% m-o-m.

Forecast for 2007/2008

Assumptions and external parameters: less favourable than predicted in Spring

Although still supportive for euro area exports, world trade is expected to slow down to a
slightly greater extent during the forecast period than previously projected. The deterioration
of the US housing market is expected to continue. The negative effect on construction and
private consumption expenditure (consumer confidence already declined) will lower US
growth more than previously assumed: to roughly 2% in 2007 and 2008, despite the 50 basis
points cut in the target rate by the Fed on September. Even if the Fed should continue to cut
the Federal Funds rate, an expansionary effect will not be felt before the second half of 2008.
The slowdown in US economic activity will negatively affect euro area export demand.



Table 2

Assumptions of the forecast*

2006 2007 2008
Three-month money market rate (euro area %) 3.1 42(39) 4.1(4.0
Yield on ten-year govt. bonds (euro area,%) 3.8 4.3 (4.1 44 (4.3
Exchange rate (USD /EUR) 1.26| 1.36 (1.28) 1.40 (1.28
Oil price (Brent, USD) 65 70 (60 68 (60
World trade 9.0(95] 6.0(7.8) 7.0(8.5
*Spring estimates/forecast in brackets
Source: National and international statistics, ELNEP assumptions. elnep

Similarly, Japan’s economic development stays short of expectations: The distinctly slow
GDP growth rate in the second quarter disappointed and persistently flat price trends put into
question whether deflation is really over. In contrast growth and import demand in China,
Russia and other emerging markets in Asia and Latin America are expected to remain robust.
Overall world imports (in volume terms) are expected to grow by 6% in 2007 and 7% in 2008
(Table 1), whereby the smaller annual figure for 2007 is mainly due to the weak expansion in
the first half of 2007.

As the ELNEP spring forecast expected the ECB to stop raising its target rate at 3.75%, the
additional step led to a minor upward revision of the money market and bond market rates
(table 1). Up to now, liquidity problems in the interbank market in the wake of the US sub-
prime mortgage problems have prevented the ECB from continuing to hike its main rate.
Accompanying statements have, though, suggested that “upside risks to price stability’ are its
main concern. In fact price developments do not call for higher rates: unit labour costs
developments remain moderate in the euro area and both the actual and the core inflation rate
have been below 2 percent up to August. The main reason for inflation rates above 2% in the
coming months are statistical base effects: energy prices are persistently higher than in the
months one year ago. The estimate for the September HICP increase suggests 2.1% for the
euro area. As 2007 inflation rates are in addition elevated by about 0.3 percentage points due
to the German VAT increase, an effect that will disappear in 2008, the ECB should not raise
interest rates, as this risks giving a substantial further boost to the appreciation of the euro and
exacerbating problems in the financial sector. Thus interest rates are assumed to be held
constant.

In any case the slow-down of the US economy and the expectation of further interest rate
reductions of the Fed make it improbable that the EUR/USD exchange rate will return to the
levels seen before. At best, it will stabilise at roughly 1.40 EUR/USD. A sharper appreciation
remains one of the main risk scenarios. Oil prices, which increased considerably in 2007, are
expected to remain at high levels of about 68 USD per barrel in 2007 and 2008 (Table 1).

Expansion in the euro area will weaken

All this will negatively effect euro area growth during the forecast period. As in the spring
forecast, reduced export growth is the main reason for the expected moderation of the
expansion in the euro area. This is not only due to the world economy losing some steam



compared to 2006, but also to the (now even sharper) real and nominal appreciation of the
euro vis-a-vis the currencies of the euro area’s most important trading partners. Nevertheless,
world import growth will stay supportive for euro area exports. The negative effect of the
stronger euro will be strongest in the third quarter 2007 and, provided there is no further
appreciation, these effects will gradually ease off. Therefore, exports are forecast to grow at a
rate of 4.7% in 2008 compared to 5.0% in the spring forecast.

In addition, the previous growth driver investment is now forecast to slow to a growth rate of
only 2.6% in 2008. This slowdown is due to slightly worsened conditions but also to lower
carry-over-effects. The above mentioned confidence indicators for the euro area also point to
a decline in the pace of the investment upswing, accentuated by current turbulences in
financial markets.

Contrary to this, consumption is — as in the spring forecast — expected to foster growth, giving
an additional boost to consumption demand. Barring worse-than-expected fall-out from the
financial turmoil, real incomes should increase at higher rates than in the past years — on the
back of still-strong employment creation (1.3 % and 1.0 % in 2007 and 2008, respectively)
and somewhat faster wage growth, inducing a self sustaining upturn mainly driven now by
consumption. The unemployment rate is expected to decrease further, but only marginally, to
7.0 % this year and 6.9 % next year. Wage rates should pick up slightly, but unit labour cost
increases should remain well below the ECB’s inflation target of 1.9 %. Wage developments
will therefore not threaten price stability during the forecast period. For the purposes of this
update, no changes were made to allow for announced fiscal policy changes. On this basis
euro area governments will raise consumption expenditure more slowly in the second half of
2007 and in 2008 than private households.

As a consequence of relatively strong domestic demand, imports will continue to rise fast in
the forecast period, albeit at a significantly slower pace than in 2006. The contribution of net
exports to GDP growth in the forecast period will decrease from 0.4 percentage points in 2007
to just 0.1 p.p. next year.

Overall, after just two years of stronger expansion, the euro area is set to ease back to the
lower growth average of the past. The ELNEP now expects GDP to expand by a rate of 2.5%
(instead of 2.2%) in 2007 and 2.0% (instead of 2.1%) in 2008. At the same time, downside
risks in the form of a marked appreciation of the euro and more restrictive credit conditions in
the wake of financial-market turmoil have intensified. Policymakers, especially the ECB,
need to be conscious of such risks and prepared to take prompt counter-action should they
materialise.



Figure 1

Euro area: GDP and expenditure components
Seasonally and calendar adjusted series’
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