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ABOUT THE EBF ECONOMIC OUTLOOK

This bi-annual report is prepared by the members of the European Banking Federation’s Chief Economist
Group, comprising the chief economists of leading European banks and banking associations. This report
reflects a consensus (based on arithmetic averages) on the outlook for the euro area economies.

ABOUT THE EUROPEAN BANKING FEDERATION

Launched in 1960, the European Banking Federation is the voice of the European banking sector from

countries in the European Union and the European Free Trade Association. Members of the federation are
32 national banking associations. The EBF represents the interests of some 4,500 banks, large and small,
wholesale and retail, local and cross-border financial institutions. Together these banks account for over

80 percent of the total assets and deposits and some 80 percent of all bank loans in the EU alone.
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OUR FORECAST FOR THE EURO AREA

« The euro area is moving toward a slower than previously expected recovery. We foresee the
euroarea growing by 0.8 percentthisyear, and by 1.2 percent in 2015. These rates are 0.3 percent
lower than our June consensus.

- European banks see a protracted period of low inflation ahead. We expect consumer price
inflation to average 0.6 percent in 2014, before a slight rise to 1.0 percent in 2015.

+ Public finances will continue to slowly adjust: the euro area general government budget deficit
will fall to 2.6 percent of GDP this year, and to 2.3 percent of GDP in 2015.

« Therecovery will not be sufficient to generate a significant fall in unemployment. The jobless
rate is forecast to be 11.6 percentin 2014 and 11.3 percent in 2015.

» We expect the ECB main interest rates to remain unchanged this and next year.

POLICY RECOMMENDATIONS

1. The ECB recent monetary policy decisions can help the euro area economy to reduce the risk of
deflation and financial fragmentation. But faster progress in the implementation of economic
structural reforms across the euro area is needed to ignite stronger economic growth.

2. The euro area has built up a considerable investment gap in recent years. While fiscal
consolidation needs to be maintained, expenditure in investment needs to be strengthened.
Key investment areas include ICT, education and infrastructures.

3. In order to restore confidence and investment demand, the implementation of the Banking
Union, and actions to improve the functioning of the Single Market for financial services,
are key measures.

4. There is a need to develop new financial instruments to help SMEs to rebuild their balance
sheets. In particular, well-tailored equity capital and credit guarantee schemes could enable
firms to return to invest in their future.
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1.  THE CHIEF ECONOMIST GROUP CONSENSUS

After the contraction that marked the last two years, and the slow pick-up in output at the beginning
of thisyear, the euro area economy will continue to slowly expand. The Chief Economist Group of the
European Banking Federation expects the euro area to grow by only 0.8 percent in 2014.

The main drivers behind such a forecast will be a moderate increase in private consumption (+0.7
percent) and investment (+1.2 percent). On the other hand, net external demand (-0.2 percent) is
set to stop to provide positive impetus to economic growth

The recovery will slightly strengthen throughout 2015, when we expect GDP to grow by 1.2 percent
(0.3 percent below our June consensus).

Table 1: Main indicators of the CEG consensus

Year-on-year growth rates unless specified otherwise, in %

2012 2013  2014p  2015p
Gross Domestic Product -0.7 -0.4 0.8 1.2
Private consumption -1.4 -0.7 0.7 1.0
Public consumption -0.6 0.1 0.7 0.4
Gross fixed investment (GFCF) -4 -3.1 1.2 2.0
Exports 2.5 1.4 3.0 4.0
Imports -0.9 0.4 3.2 3.8
Unemployment rate 11.3 12.0 11.6 11.3
Prices (HCPI) 2.5 1.4 0.6 1.0
General Government balance (% of GDP) -3.7 -3.0 -2.6 2.3
General Government debt (% of GDP) 92.8 95.1 95.4 95.3

Source: Current EBF projections for 2014 and 2015; Eurostat data for previous years

The upswing in the US and somewhat stronger growth in Asian emerging economies, alongside the
securities purchase and liquidity programmes recently launched by the European Central Bank, and
the ECB accommodative monetary policy stance already in place, are all factors expected to further
support economic growth. Further, fiscal policy has become more neutral.

On the other hand, ongoing deleveraging in the corporate, household, government and financial
sectors causes economic activity in the euro area to be considerably less dynamic than in the other
parts of the world. Private investment and job creation, in particular, continue to feel the hit.

As a consequence, a scenario of protracted slow growth in the euro area is increasingly taking
shape. This makes it more difficult to achieve the relative price and fiscal adjustments that remain
necessary to enable the euro area to meet pressing challenges including high unemployment and
debt sustainability.
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2. DOMESTIC ECONOMY

Between the last quarter of 2011 and the first quarter of 2013, private consumption and investment
fell significantly as a result of protracted uncertainty in the euro area. This has resulted in a
dramatic increase in financial fragmentation’, which has in turn impacted on business confidence,
and financing conditions, in a number of euro area member states.

At the end of this period, domestic demand has started a very moderate upturn. There are now some
signs of these factors starting to provide a gradually stronger impetuous to consumption and
investment, as reflected in our estimates.

We expect private consumption and investment to accelerate in 2015, to 1.0 percent, and 2.0
percent, respectively. Nevertheless, investment in the euro area has still a long way to recover,
having fallen from a level of around 23 percent of GDP prior to the crisis to 18 percent in 2013. Such
a huge gap makes the case for stronger efforts to boost private and public investment across the
euro area.

Turning to the main trends in the euro area’s banking sector, in the first part of 2014 we saw a
stabilisation in the sharp contraction of banks’ balance sheets, at levels that are around €3 trillion
below their levels at the start of 2012.

Euro area banks have continued to further strengthen their solvency positions. Stable funding
sources like deposits now account for around 54 percent of the total bank assets. Concerning
lending activities, the share of loans to the total assets has remained little changed over the last
two years (chart 1). This suggests that the contraction in the financing volumes observed in the last
two troubled years has been driven by the broader process of deleveraging in the euro area
economy.

Chart 1: Euro area banks’ balance sheets are stabilising
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" The issue of financial fragmentation is analysed in greater detail in the EBF report “Financial Integration:
Not a one way street” http://www.zyyne.com/zh5/140638#p=0
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3. GLOBAL ECONOMY

Outside the euro area, economic activity had weakened in the first part of this year. Amid increasing
geo-political tensions, chart 2, shows a temporary slowdown in world trade. However, this appears
to have bottomed out at the beginning of the summer, with a recovery evident since May.

Among the major advanced economies, the underlying dynamics of the US economy have remained
the most robust. In particular, industrial activity has continued to be strong, supporting significant
job creation. This trend is expected to continue, and has already seen the Federal Reserve taper off
its QE asset purchasing programme. In time, it will likely lead the Federal Reserve to startincreasing
its interest rate. However, the chief economists do not see this happening before the middle of 2015.

In the case of the euro area, the combination of subdued domestic demand together with the
significant exposure of some of its largest economies to Russia appears to have weighed on activity
in recent months.

The group of emerging market economies is likely to continue on a relatively robust growth path,
although slower than recent years. But differences across regions have recently increased, with a
robust economic expansion in a number of Asian countries, and more moderate growth in other
parts of the world - notably Latin America and Russia.

Overall, the IMF expects world GDP to grow by 3.3 percent in 2014. This rate is in line with, but not
above, those of the two previous years.

Chart 2: Global trade and industry activity growing much faster outside the euro area
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4.  PRICE DEVELOPMENTS AND MONETARY POLICY

As a result of a number of different forces, including declining commodity prices, the weaker than
expected economic environment and persistently high unemployment in a number of countries,
inflation in the euro area has remained below expectations.

Since early 2013, the inflation rate has been moving away from the ECB’s stability price target —
quantified in a rate close to, but below, 2 percent (chart 3). Our forecast sees inflation to average 0.6
percent in 2014, before a slight rise to 1.0 percent in 2015. We foresee the rate of core inflation
(which excludes volatile items like commodities) to be 0.8 percent in 2014 and 0.9 percent in 2015.

This suggests that, while deflation is not in the baseline CEG scenario, a protracted period of low
inflation is expected. This adds further risk that the long-term price expectations might also move
downwards. There has been recent signals going in this direction. For example, the euro five-year
inflation forward — a measure that president Mario Draghi specifically referenced as an indicator
that the ECB tracks — fell to 1.73 percent on October 15. This is well below the 2 percent threshold
around where the ECB seeks to pin inflation over the medium term.

Chart 3: Inflation faltering
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The growing risk of a protracted long period of low inflation has prompted the ECB to further cut its
main refinancing interest rate in June and again in September, down from 0.25 percent to 0.05
percent. The interest rate on the deposit facility has been decreased by 20 basis points, to -0.20
percent, moving into negative territory, the first time that a major central bank has experimented
with negative rates.

More importantly, in October, the ECB launched two quantitative easing programmes: the Asset-
Backed Securities Programme and the Covered Bond Purchase Programme. In combination with the
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targeted Longer-Term Refinancing Operation announced earlier, these policy initiatives are
designed to help push inflation back to its medium-term target, while at the same time trying to
improve the effectiveness of its interest rate decisions.

These decisions can certainly contribute to reduce financial fragmentation and counter the risk of
deflation.

However, these measures alone cannot be sufficient to address the main problems. In some
countries the main issue continues to lie in the insufficient focus on structural reforms. Key areas
include taxation, business regulation and government spending. The chief economists emphasise
that action on a broad front is necessary.

The European Commission has elaborated an indicator measuring the EU rate of implementation of
structural reforms?. This shows a score of just over 40 percent, meaning that most of the structural
reforms that Member States commit to implement are not followed by sufficient action. Stronger
reform efforts would enable ECB’s accommodative monetary policy stance to deliver stronger
results.

European banks play a leading role in financing the economy, by providing three quarters of the
financing to euro area businesses. But in the five years between 2008 and 2013, the severe
economic downturn that Europe experienced led to a contraction in the volumes of bank loans.

This fall comes entirely from the countries that have been most severely affected by the sovereign
bond crisis. Not surprisingly, in these Member States, weak credit demand has maintained credit
activity at a low level. At present, the vicious circle of mute growth, investment and credit is still
hampering the recovery. Conversely, in the core euro area, bank lending has continued to increase,
or remained barely changed.

The predominant role of the weak economic environment as the main driver of this trend is
confirmed by a number of factors.

Assessing the ECB’s lending survey responses, chart 4 aggregates the factors that have been
leading to a tightening (or an easing) of credit standards to SMEs. The period covered runs from the
second quarter of 2008 to the second quarter of 2014. The chart shows that the adverse economic
situation is, by far, the main factor driving the tightening in countries including Spain, Italy and
France.

As the survey illustrates, the position is very different in Germany, a core euro area member state.
Less affected by the economic crisis, the answers concerning this country are much more balanced.
Overall, the only factor positively contributing to an easing of credit standards to SMEs has been the
increased bank, and non- bank, competition.

2http://ec.europa.eu/economy._finance/publications/economic_briefs/2014/pdf/eb37_en.pdf
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Chart 4: Divergent trends in loans volumes to SMEs driven by different growth outlooks
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The increasing differences in credit risks are also visible in the growing divergence in the share of
non-performing loans in total lending. For example, in Spain and Italy this figure has moved from a
range of 2.6 percent to 5.0 percent in 2008 to between 7.9 percent and 12.9 percent in 2013. This
development has been leading to an increase in losses on loans by the banks operating in the
countries concerned.

For the entire euro area, the introduction of a huge number of regulatory measures since the onset
of the crisis, has led banks to strengthen their equity capital, and to move to more deposit-base
funding strategies. The euro area’s median tier-one capital ratio, rose from 9.2 percent in 2008 to
13.2 percentin 2013, while the euro area’s deposits to total assets’ ratio has moved from 50 percent
to 54 percent.

In addition, the comprehensive assessment of bank balance sheets will contribute to further
strengthen confidence in banks, improving their potential capacity to increase lending.

Looking ahead, the ECB has recently introduced significant incentives to encourage loans to firms.
Of particular note are the targeted long-term refinancing operations, alongside the programmes to
purchase Asset-Backed Securities and covered bonds, as well as the comprehensive assessment.
Together, these measures could help the better capitalised banks to increase their lending activities
in the euro area periphery. Nevertheless, the main structural issues behind weak credit demand
have not been entirely addressed. In particular, banks’ customers, namely non-financial
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corporations, households and governments, are still experiencing level of indebtedness that are
close to the historic-high. For example, chart 5 shows the evolution of debt in the euro area
corporate sector, showing how this is still considerable above the pre-crisis period. As a result, euro
area companies may not be able to pursue new investment opportunities, even when they are
offered lending at low interest rates.

Chart 5: Euro area corporate sector’s balance sheet repair proceeding slowly
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In such a situation, if policy-makers were to see a pick-up in investment, they should address the
issue of credit demand more decisively. The measures recently adopted by the ECB should be
complemented by measures to repair private sector balance sheets. These need to be
complemented with longer term actions towards structural reforms to increase productivity
through a more competitive business environment.

Further, there is an urgent need for new instruments in addition to traditional bank finance (equity
capital, credit guarantee schemes, etc.) that are in sync with the current and specific financing
needs of many SMEs.

The existing European Investment Bank and European Investment Fund support programs tend to
focus on medium/larger enterprises, leaving aside the 90 percent of SMEs, considered micro-
enterprises in most Member States.

But the use of rating services, legal certification of accounts, support services on market access and
investment in the recapitalisation of companies would substantially mitigate SMEs' funding
difficulties. In order to support progress in these areas, measures aimed at harmonising/increasing
the comparability of SME data across the EU, as well as increasing the scope of credit scoring input
to information provided by suppliers of SMEs, are particularly needed.

E " 2014 Year-End Economic Outlook: Recovery Needs a Boost 10



5.  FISCAL POLICY AND PUBLIC DEBT

Since the peak of the crisis, euro area member states have achieved significant progress in reducing
public deficits. These necessary efforts to consolidate external indebtedness have inevitably
weighed on growth performance in the last few years.

The process of fiscal consolidation is now expected to continue, but at a slower pace and through a
stronger focus on expenditure reduction, rather than on tax rises.

The EBF chief economists expect the euro area headline fiscal deficit to fall from 3.0 percent in 2013
to 2.6 percent in 2014, and 2.3 percent in 2015. This development, in combination with the nascent
recovery, will pave the way to a stabilisation in the share of debt to GDP. We foresee this rate to
reach 95.4 percentin 2014, and 95.3 percent in 2015.

Chart 6: Progress in fiscal consolidation continuing
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Nevertheless, debt remains at historically high. This remains a strong risk factor for the euro area
economy, especially in case any external shock should materialise in the future. Further, the ageing
population is expected to add to the burden on the public finances, while the increasingly likely
period of low inflation does not help to achieve a reduction in the real stock of debt. All these
elements require long term plans to gradually reduce public indebtedness towards more
sustainable levels.
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6. LABOUR MARKET

Labour market conditions are forecast to improve only marginally. This is because the GDP recovery
remains modest, with capacity utilization still at very low levels after a protracted recession.

After stabilizing at around 12 percent in 2013, our forecast for the eurozone sees a moderate fall in
the unemployment rate. This is projected to reach 11.6 percent in 2014, and 11.3 percent, in 2015
but these figures mask extremely uneven rates across the eurozone. According to the CEG
projections, the number of jobless individuals in the eurozone in 2015 will be more than 6 million
bigger than pre-crisis levels.

The impact of high unemployment is expected to maintain pressure on wages. Our consensus
expects wages to grow by 1.2 percent in 2014, and 1.3 percent in 2015.
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7.

RISKS TO THE SCENARIO

The CEG consensus remains surrounded by a number of downside risks, which appear to be
outweighing the upside risks. These risks stem from both the Eurozone economy, and from the
global economic environment.

A)

UPSIDE RISKS

The solid growth perspective in the United States can benefit the Eurozone’s growth.
Should the trend of the recent depreciation of the euro versus the dollar continue further,
this could bring benefits to euro area exports.

The ECB recent monetary policy decisions could gradually reduce the risk of deflation, while
boosting growth.

The success of reforms in countries including Spain, Ireland and Portugal is becoming more
visible. This might encourage other Eurozone member states to press ahead with structural
reforms.

DOWNSIDE RISKS

In some of the largest euro area economies, including Germany, growth momentum is
faltering.

Further escalation in geopolitical risks (in countries including the Ukraine and the Middle
East) may further reduce euro area exports.

The downward spiral of competitive currency devaluation may eventually harm the
Eurozone’s economy.

Lower inflation rates would make relative price adjustment more difficult, complicate debt
deleveraging and put debt sustainability at risk.
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ANNEX 1:

END-YEAR POLL ON THE EURO AREA ECONOMIC OUTLOOK FOR 2014

TABLE 1

1. Output and aggregate demand:
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3. Public finances:

4. External sector:
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ANNEX 2:

END-YEAR POLL ON THE EURO AREA ECONOMIC OUTLOOK FOR 2015

TABLE 2

1. Output and aggregate demand:
(Ann.% change)

Gross domestic product (GDP)

Private consumption

Public consumption

Gross investment (GFCF)

Exports

Imports
2. Labour market and prices:

(Ann.% change)
Unemployment rate (%)
Wages (Unit Labour Cost)

Prices (HCPI)

Core HCPI
3. Public finances: (% GDP)
Government Balance
Government Debt

4. External sector: (% GDP)
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Current Account Balance

(p.m.) US growth (Ann.% change)
(p.m.) Oil price (Brent) (USS/bl)
5. Monetary and financial indicators:
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