EUROPEAN UNION

CURRENT SITUATION - Recovery,
but at different speed

The euro area’s recovery is progressing at a good pace. After
the double dip recession that had affected the euro area since
2008, the signs of recovery seem long-lasting: gaining in
strength and being distributed among the region’s countries.
GDP growth figures for Q1 point to an incipient but varied
economic recovery with substantial differences between the
different economies. Looking at the breakdown for this
growth, the foreign sector has been joined by an increasingly
stronger domestic demand with notable improvements both
in private consumption and investment, which will provide
the region with more sustained and balanced growth. The
weak link in Europe’s macroeconomic situation is still inflation.
That is why all eyes are on the European Central Bank (ECB)
and especially on how it will handle the growing expectations
of the last few months.

Gaps widen between the euro area’s main economies.
GDP for the euro area grew in 2014 Q1 by 0.2% quarter-on-
quarter although there are notable differences between
countries. Germany’s surprising GDP growth particularly
stood out, 0.8% up on the previous quarter, as well as Spain,
which grew by 0.4%, showing certain solidity in its economic
recovery. At the other end of the scale are France and Italy,
which once again posted worse figures than expected, with
zero growth for the French and continued contraction for
the Italians (-0.1% quarter-on-quarter). These results fuel
doubts as to the growth capacity of these two countries

in the medium term and scepticism regarding the structural
reforms implemented and those still pending in order

to revive growth in their respective economies. This trend
has also been noted by the European Commission (EC)

in its spring report and clearly different growth rates
between the countries of the euro area can be detected

in its forecasts for 2014 and 2015. With a view to 2014,
Spain will grow at a similar rate to France but ahead of Italy,
while Spain is already expected to grow more than these
two economies in 2015, at a level close to that of Germany.

Business and confidence indicators for Q2 also point to a
recovery with significant differences between countries.
The composite PMI remained above 50 points both in
Germany and Spain, around 56 points, specifically. Italy

is lagging behind somewhat with 52.6 points. In France,
however, the PMI was once again below the threshold of

50 points, the figure as from which negative growth is usually
recorded. The economic sentiment index produced by the

EC provides a very similar scenario with notable advances for
the euro area as a whole and Spain and Germany in particular,
while in France this index falls for the fourth consecutive
month. If these differences between the two main economies
of the region continue or even widen, it could lead to tensions
in the coming quarters for key aspects of EU economic policy.
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Investment is a key factor in the recovery. In the euro area as
a whole, investment has spent the last three quarters posting
positive quarter-on-quarter growth figures although it
actually started to pick up in 2013 Q4 with a rise of 1.0%.
Several leading indicators such as the industrial production

of investment goods and new orders for these goods suggest
that this upward trend held steady in 2014 Q1 and will
continue to gain ground in the short and medium term.

The EC expects notable improvement for the whole year

and for 2015, of 2.3% and 4.2% year-on-year, respectively.

The improved confidence of different agents, less uncertainty
regarding the sovereign debt crisis and gradual normalisation
of credit conditions are the main factors supporting the EC’s
predictions, although it also acknowledges that numerous risk
factors still remain.

The improvement in household consumption is
increasingly convincing. Like investment, household
consumption started to record positive growth in 2013 Q2.
However, unlike investment, this recovery in consumption
was very modest until 2013 Q4 (latest figure available), with
its growth rate barely reaching 0.1% quarter-on-quarter on
average. Nevertheless, the latest leading indicators point to
a possible acceleration in this rate. One clear example are
retail sales which posted 1.3% growth year-on-year in March,
thereby consolidating a clearly upward trend. On the whole,
domestic demand therefore seems to be building up steam
and the euro area’s sources of growth are rebalancing

after a recovery that had been overly dependent on the
foreign sector.

The German economy continues to lead Europe’s
economic recovery. The aforementioned situation for

the euro area as a whole, namely growth in domestic
demand in general and investment in particular, are
particularly notable in the German economy, which has
provided its detailed GDP figures for 2014 Q1. The rate of
growth in GDP reached 2.3% year-on-year and investment
and household consumption grew by 6.6% and 1.4%,
respectively. More dynamic domestic demand led to an
upswing in imports, to the extent that the foreign sector’s
contribution to growth was zero. This is particularly relevant
in the case of the German economy as, to date, the foreign
sector had been the driving force behind its GDP growth.
The latest high frequency indicators, which have been very
positive in general, together with the good growth figures
for 2014 Q1, are likely to result in the growth forecast for the
German economy being revised upwards in 2014, which
the consensus of analysts has currently placed at 1.9%.

The euro area still needs to reactivate credit. The state

of sovereign and corporate debt has notably improved over
the last few months but bank credit has hardly progressed
and there is still a great deal of fragmentation between the
core and periphery countries. To a greater or lesser degree
depending on the country, both supply and demand factors
can be seen to be hindering the flow of credit. In spite of the
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incipient economic recovery, demand’s credit capacity

is still affected by the delicate situation many firms and
households find themselves in. Although the outlook has
improved considerably, the deleveraging that many of these
must carry out means that the recovery in demand’s credit
capacity is particularly slow. The conditions for credit supply
are hardly optimal either. The uncertainty surrounding the
launch of the Single Supervisory Mechanism and especially
details regarding the stress tests and AQR that European
banks must pass mean that they are still extremely cautious
in granting loans.

Low inflation continues to pressurise the ECB. Far from
embarking on an upward trend, the risk that inflation will
remain at its current level or fall even further has increased.

In April the year-on-year rate of change for the harmonised
CPI'stood at 0.7%, 0.2 percentage points above March’s figure.
However, this is likely to fall again in May as the figures for
Spain and Italy, which have already been announced, have
unexpectedly fallen. These low inflation rates have been
occurring since the end of 2013 and are due both to domestic
factors such as a large amount of surplus production capacity
and wage adjustments in many periphery countries, as well
as external factors such as relatively stable oil prices and the
appreciation of the euro which is also pushing down inflation
(see the Focus «The effects of the euro’s appreciation» in this
Monthly Report). Consequently, for months now all eyes have
been on the ECB.

The ECB, moving towards another round of monetary
stimuli. The euro area’s leading monetary institution is

still concerned about inflation remaining abnormally

low and points to the slowness in the recovery of credit

as one of the main reasons for this situation. That is why, for
the last few months, Mario Draghi has been modifying the
tone of his statements in his public appearances, increasingly
stressing the different tools available to the ECB and,
especially, his willingness to deploy them. Having reached
this point, the great challenge now facing the ECB is to
carefully handle the expectations, created by itself, that are
keeping yields on public and corporate debt at extremely
low levels. As the ECB noted in its last Financial Stability
Review, these levels are extremely fragile and could suddenly
rise if there are any changes in the global risk appetite or if
the expectations created are disappointed. A delicate
balance that the ECB must pay a lot of attention to over

the coming months.
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40

20

) /.f \
0 . . , L W e N N e

F T o QZ -

-20
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

e Germany Spain France Italy

Source: "la Caixa” Research, based on data from the European Central Bank.

Euro area: harmonised index of consumer prices
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