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World
economy
with less
momentum
in early
2016

Stabiliza-
tion of
global
economic
growth to
be expected

2. Key Developments

At the beginning of 2016 it became clear that
the world economy had cooled down marked-
ly in the preceding months. In China, struc-
tural change continues at a rapid pace, leading
to declining demand for commodities. This, in
turn, led to a decrease of raw material prices
(Figure 1) and dampened growth in commodi-
ty-exporting countries such as Brazil and Rus-
sia. Furthermore, growth momentum in ad-
vanced economies declined noticeably. As a
consequence, the first months of the year 2016
were characterized by declined consumer and
producer confidence as well as heightened

asset market volatility.

In the meantime there are growing signs that
international economic activity will not weak-
en any further in the first half of 2016. In ad-
vanced economies in particular the dynamic
has already gained momentum slightly. Pro-
duction growth, by contrast, will remain mod-
erate on the whole. US monetary policy will
gradually become less expansionary, with the
strong US dollar curbing international de-
mand. In the euro area last year’s stimulus
provided by the strong depreciation of the
euro will disappear (Figure 2). The Chinese
economy will continue to struggle with struc-
tural change, as well as the high indebtedness
of several state-owned manufacturers. In Ja-
pan production will increase again, as the
drop seen at the end of last year was mainly
due to temporary factors. It has become clear,
however, that its economic policy (“Abenom-
ics”) implemented with high expectations has

failed to trigger any self-sustaining upturn.

Although the financial markets have calmed
down since mid-February, the risks underly-
ing their unrest have not dissipated. On the
one hand, it is still possible that structural
change in China will affect the whole coun-

try’s economy to a greater extent than previ-
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Figure 1: Raw oil prices
(USD/barrel)
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Figure 2: Euro exchange rate
(USD/EUR)
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ously. Inflation, on the other hand, could in- Figure 3: Growth in European economies
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Low energy
prices are
the primary
positive
influence
on growth

The weak
external
environ-
ment is the
most im-
portant
negative
factor

Growth in the euro area is primarily driven by
the low energy prices, with the weak euro
exchange rate and low interest rates ranked
fairly equal as positive factors of secondary
importance (Figure 6, Figure 8). Other posi-
tive influences named by some of the member
institutes further include an expansionary/less
restrictive fiscal policy (Austria, Belgium,
Germany, Italy, Netherlands), partly due to
higher public expenditures in the context of
the increased number of refugees, partly due
to lowered taxes and social security contribu-

tions.

On the other hand, growth in euro area coun-
tries is reduced by several influences (Figure 7,
Figure 9). Primarily, AIECE institutes mention
the weak external/global environment as a
dampening factor. For some euro area coun-
tries, the legacy of the crisis - including high
private and/or public debt, financial sector
weakness, low investment and high unem-
ployment - still poses problems. Low produc-
tivity growth is also considered for some
countries to be an important impediment to
growth. In addition, some AIECE institutes
mention high political uncertainty as a damp-

ening factor (Greece, Ireland).
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Figure 5: Annual euro area real GDP growth
(y-o-y percent growth)
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Figure 6: Positive factors for 2016 growth
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Figure 7: Negative factors for 2016 growth
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* Questions refer to the questionnaire filled out by the AIECE institutes; see the appendix in section 5 of this report.
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Unemploy-
ment is high
and de-
creases only
gradually

Figure 8: Most important positive factor for
2016 growth
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Source: AIECE Institutes, question A.1.1.

Despite three years of fairly solid growth in
the euro area, unemployment remains elevat-
ed (Figure 10). In 2015, euro area unemploy-
ment averaged 10.9%. Very high unemploy-
ment is a particular problem in Greece and
Spain, which both had an unemployment rate
of above 20% in 2015 (Figure u1). Unemploy-
ment is also high in Finland, France, Ireland,
Italy and Slovenia, with rates having been
close to or above 10% in those countries.
Looking forward, member institutes expect
unemployment to decrease slightly in the
euro area, with average unemployment being
projected to reach 10.3% in 2016 and 9.9% in

2
2017.
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Figure 9: Most important negative factor for
2016 growth
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Source: AIECE Institutes, question A.1.2.

Figure 10: Euro area unemployment rate
(in percent)
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> Legacy of the crisis includes high private and/or public debt, financial sector weakness, low investment, high unem-
ployment.
* An approximate euro area figure calculated on the basis of the AIECE institutes’ projections for the respective euro
area member countries signals a small upside risk to this projection, with the weighted average indicating unem-
ployment rates of 10.5% for 2016 and 10.2% for 2017.
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Govern-
ment
measures
against
unemploy-
ment are
widely
considered
insufficient

Private
investment
continues
to be weak

Figure 11: Unemployment rate in European
economies

(in percent)
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Source: Datastream, AIECE Institutes.

Accordingly, a large majority of the member
institutes considers their respective govern-
ment’s measures to bring down unemploy-
ment as insufficient (Figure 12). Some insti-
tutes highlight certain government “action
plans” - including training programs, subsi-
dized jobs or decreased incidental wage costs
- to potentially have a positive effect on em-
ployment (Belgium, France, Greece, Ireland,
Italy); other institutes stress that the current
employment situation benefits from reforms
in the past and that more recent measures
taken by the government could be a drag on

employment (Germany).

Private investment continues to be an imped-
iment to growth in many euro area countries.
Except for the institutes based in Austria,
Ireland, the Netherlands and Spain, all AIECE
institutes in euro area countries characterize
private investment dynamics in their home
country - judged by the respective cyclical
situation - as weak or very weak (Figure 13).
Reasons indicated by the institutes in many

member countries include faintness of and
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Figure 12: Government measures against
unemployment
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Figure 13: Private investment dynamics
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Price dy-
namics are
very low,
but infla-
tion ex-
pected to
increase
substantial-

ly

uncertainty about the external environment,
policy uncertainty, weakness of domestic de-
mand in several countries and a lack of credit

in some of the former crisis countries.

Due to the decline of raw material prices and
the continued underutilization of capacities -
Eurostat estimates the output gap for 2015 to
have been close to two percent in the euro
area - price dynamics continue to be very low.
HICP inflation in the monetary union was
0,0% in 2015 (Figure 14, Figure 15). Looking
forward, AIECE institutes expect price dynam-
ics to pick up, with the projected euro area
inflation rate for 2016 being 0.3% and 1.3% for
2017. The outlook appears to be fairly uncer-
tain, as indicated by the wide projection inter-
val of the member institutes’ projection,
which range from 0.1% to 0.7% for this year

and from 0.9% to 1.5% for the coming year.

Questions for Discussion

e Is the slowdown in emerging economies
expected to be temporary or persistent?

¢ Despite fairly high GDP growth rates pro-
jected for some of the euro area member
countries, why is the unemployment rate
only decreasing gradually?

¢ What policy measures could contribute to
an acceleration of investment dynamics in
the euro area? What’s the role of the
banking system in this context?

e What is the effect of low interest rates on
different parts of the economy?

e What are the perspectives for the output
gap in euro area countries and the euro
area as a whole?

e Are price dynamics expected to accelerate
beyond the fading influence of the decline
of commodity prices? How is core infla-

tion expected to develop?
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Figure 14: Euro area HICP inflation rate

(in percent)

Actual M Forecast

3 -
2.5

2 4
1.5 4

1 4
0.5 4

0 T T T T T

2011 2012 2013 2014 2015 2016 2017

Source: Eurostat, AIECE Institutes.

Figure 15: Inflation in European economies
(in percent)
m 2017

2016 2015

Austria
Belgium
Finland
France
Germany
Greece
Ireland
Italy
Netherlands
Slovenia
Spain
Denmark
Hungary
Poland
Sweden

UK

Norway
Switzerland

-1.0%

-2.0% 0.0% 1.0% 20%  3.0%

Source: Eurostat, AIECE Institutes.



AIECE General Report, Part 1

Although
the UK
cycle is
intact, the
referendum
is weighing
on the
economy

2.2. Non-Euro-Area Outlook

2.2.1. EU Country Developments
United Kingdom

Economic activity was strong in the UK in the
second half of 2015, growing on average by 0.5
percent on a quarter on quarter comparison.
The expansion was mainly driven by domestic
demand, supported by an increase in disposa-
ble income due to real wage increases and
employment growth. On the production side,
main drivers are the services and the con-
struction sector. The economy is facing tail-
winds originating from the referendum on EU
membership that takes place in June 2016,
which introduces considerable uncertainty for
investment plans. Preliminary GDP estimates
are pointing towards a weaker first quarter
with 0.4 percent with potential of downward
revisions. Leading indicators such as retail
sales and industrial production point toward a
slowdown of economic activity. Albeit the
hard-to-predict result of the referendum and
its consequences for growth, the AIECE insti-
tutes forecast a temporary slowdown of eco-
nomic growth in 2016 at 2.3 percent and a re-
acceleration in the course of 2017, when the
economy is expected to grow at 2.7 percent

(Figure 16).

The unemployment rate is stable at 5.1 percent
and marks slightly below the pre-crisis value
in 2008. There was zero price inflation in the
harmonized index of consumer prices (HICP)
over the year 2015. Going forward, it is pro-
jected by the AIECE institutes to mark persis-
tently below the inflation target of the Bank of

England of two percent.

Sweden

The Swedish economy was growing in the
fourth quarter of 2015 at 1.3 percent in com-

parison to the previous quarter, which was
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Figure 16: United Kingdom
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Figure 17: Sweden
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Migration is
increasing
Swedish
unemploy-
ment only
as of 2018

Growth
slowdown
in Denmark
is only
temporary

higher than expected. Expansionary monetary
policy to fight deflation and additional public
spending in response to the refugee inflow are
partly responsible for the dynamic economic
activity. Further, domestic demand is robust
and exports are picking up. The labour market
is improving in this environment and em-
ployment rises. The high number of migrants
is likely to increase the unemployment rate

only as of 2018.

Economic activity is projected to be more
moderate in the coming years. AIECE insti-
tutes’ forecasts see a decline to 2.5 percent in
2017 and a less rapid decline in the unem-
ployment rate (Figure 17). Domestic inflation
is picking up only slightly and remains sub-

dued for 2016 and 2017.

Denmark

As economic activity was losing momentum in
the second half of the year, the Danish econ-
omy was growing at a moderate 1.2 percent in
2015. Domestic demand was the main driver
for economic growth, while exports and im-
ports were both declining due to the weak
environment. moderate

external Despite

growth, the labour market improved gradual-

ly.

Gains in disposable income are likely to
stimulate private consumption in the next
years, which will increase private investment.
Further, private investment is going to benefit
from a likely recovery of world trade. The
AIECE institutes’ forecasts imply a pick-up of
economic activity in the next two years and
perpetual reductions in the unemployment

rate (Figure 18).

Poland

GDP growth accelerated throughout the year
2015 to 3.6 percent, up from 3.3 percent in the
previous year (Figure 19). While private con-

sumption and investment were growing at a
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Figure 18: Denmark
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Continued
growth
expected
for Poland

Temporary
effects in
2016
stemming
from lower
absorption
of EU funds
in Hungary

slower pace in the fourth quarter of 2015, gov-
ernment consumption went up by 2.5 percent.
Domestic demand is likely to continue grow-
ing, despite at a lower rate, given the buoyant
labour market and increases in real wages that
boost disposable income. Investment activity
is going to remain strong given the accommo-
dative financing conditions. However, uncer-
tainties surrounding the direction of the polit-
ical future due to the controversy surrounding
the independence of the Constitutional Tri-
bunal might dampen investment activity.
Overall, AIECE institutes forecast a continued
expansion of Polish economic activity, but a
reversal in the declining unemployment rate
in the course of 2017. Inflation is projected to
be positive over the next two years, however

picking up only gradually.

Hungary

GDP growth in Hungary dropped to 2.9 per-
cent in 2015, from 3.9 percent in the previous
year. Domestic demand was boosted by a low
inflation environment and a gradual im-
provement in employment numbers (Figure
20). Economic activity is projected by the
AIECE institutes to decelerate further in 2016
to 2.4 percent, before picking up again in the
course of 2017. The main reason for the tem-
porary slowdown of economic activity is a
lower absorption of EU funds in 2016, which
are accompanied by a drop in investment
spending. Given the robust improvement in
real disposable income and novel central bank
measures to improve lending to SMEs, eco-
nomic activity is likely to accelerate thereaf-
ter. Finally, inflation rates pick up only gradu-
ally and stay well below the central bank’s
inflation target of three percent throughout

the forecast period.

2.2.2. EU Outlook

In 2015, GDP in the EU as a whole expanded
by 1.8 percent. Going forward, the AIECE in-
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Figure 19: Poland
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Moderate
growth
expected
for the EU
as a whole

Only gradu-
al recovery
in Switzer-
land from
currency
revaluation

stitutes expect GDP growth in the EU to de-
celerate slightly and GDP to grow with a rate

of 1.7 percent in 2016 (Figure 21).

Improvements are likely to stem from increas-
es in investment activity due to less spare
capacity after continued improvements in
private consumption through disposable in-
come over the last years. The current drag on
exports is likely to fade out slowly with a
gradual recovery of global trade. In contrast, a
moderate pick-up in inflation is expected to
dampen private consumption spending slight-
ly, still off-set by continued gains in employ-
ment. Overall, economic activity is anticipat-
ed to accelerate moderately to a rate of 1.9

percent in 2017.

2.2.3. Other European Countries
Switzerland

The Swiss economy grew by a subdued o.9
percent in 2015 (Figure 22). The export sector
was challenged by a sudden currency appreci-
ation by around 20 percent at the beginning
of the year, when the Swiss National Bank
abandoned a currency peg to the Euro. The
reduction in profit margins reduced private
investment, while private and public con-
sumption contributed positively to economic
growth. Economic activity is expected to pick
up slightly over the forecast horizon, albeit
still dampened by the high value of the Swiss
Franc. The AIECE institutes expect a contin-
ued low growth period throughout this year,
were GDP is likely to increase by less than one
percent. Contributions to growth are originat-
ing in robust domestic demand and the con-
struction sector. Purchasing power is benefit-
ing from low inflation, which is projected to
remain in negative territory this year, moving
only slowly up to o.1 percent in 2017. Given a
slowly improving competitiveness position,
heavily affected export sectors recover only

gradually, benefiting subsequently from a
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Figure 21: EU GDP growth forecast
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Temporary
slowdown

in Norway

due to low
oil prices

pick-up in global trade. Therefore, Swiss GDP
is likely to grow more dynamically in 2017 by

approximately 2 percent.

Norway

The pronounced decline in oil prices in 2015
had an adverse impact on economic activity in
Norway. The GDP growth rate declined to 1.6
percent from 2.2 percent in the previous year.
Meanwhile, reduced investment in off-shore
petroleum and gas extraction spills over to
mainland activity and weighs on employment
and consumer confidence. AIECE institutes
expect a further deceleration of GDP growth
to 1.4 percent in 2016, before the economy
picks up again and grows at above two per-
cent in 2017 (Figure 23). Private consumption,
albeit at lower rates, and the construction
sector are likely to contribute to economic
growth over the forecast horizon. An increase
in the unemployment rate is projected to be
temporary. The comparatively high level of
inflation in Norway is mainly due to the de-
preciation of the krone. Inflation is expected
to increase slightly due to a gradual pass-
through and since the central bank has cut

the policy rate.

Questions for Discussion: Non-EA Outlook

¢ How do the ECB’s non-standard monetary
policy measures spill over to non-Euro ar-
ea economies? What are the main impli-
cations for financial stability and growth?

e How important is fiscal stimulus in your
country over the forecast horizon?

e Do you consider inequality and wealth
distribution to be a severe problem for
growth in your country? If so, what can

and what should be done about it?
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Figure 23: Norway
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China,
“Brexit”,
and defla-
tion biggest
risks to
home and
EA outlook
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2.3. Risks to the Outlook

AIECE institutes have been asked to evaluate
ten main downside risks to the projection for
the home economy as well as to the projection
for the Euro Area according to their im-
portance. A hard landing in China, an exit of
the UK from the EU, and deflation in the Euro
Area are regarded as the biggest risks, both for
the home countries and for the Euro Area
(Figure 24/25). Importance is also attributed
to a new escalation of the European sovereign
debt crisis and geopolitical developments. In
particular for the home country forecasts, the
former is perceived as similar risky as the risks

associated to a “Brexit” or deflation.

However, there are pronounced differences
between how individual institutes evaluate
these growth risks. While a large majority of
the institutes perceive the risk for their Euro
area forecast coming from a hard landing in
China or a “Brexit” as important (75 % give it a
rating of at least 6), there is less consensus on
the risk associated with price deflation. Here,
the middle 50 % quantile spans from “not so
important” to “very important”. A similar pic-
ture emerges for the home country forecasts,
albeit the risks stemming from China and the
UK are evaluated as slightly less important
compared to the euro area as a whole by some

institutes.

Risks associated to a re-introduction of border
controls in the Schengen area, to low oil pric-
es, rapidly increasing oil prices, a stronger
tightening of US monetary policy, or the out-
come of the US presidential elections are seen
as less serious threats. Regarding a re-
introduction of border controls, however,
there is considerable heterogeneity in the risk
assessment. More than 25 % of the institutes
perceive this as an important risk (7 or higher)
for both their home country as well as their
euro area forecasts. On the other hand, a large

majority of institutes agrees to only associate
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Figure 24: Main downside risks to the
projection for the home economy
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Note: The figure shows how AIECE institutes evaluate
10 main downside risks to the projection according to
their importance (from 1: not important at all, to 10:
very important). For each risk, the figure shows a box
plot with the minimum, the 25 %-quantile, the median,
the 75 %-quantile, and the maximum of the member
institutes” answers.

Source: AIECE Institutes, question A.5.1

Figure 25: Main downside risks to the
projection for the Euro area
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Source: AIECE Institutes, question B.5.1.
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Regarding their euro area forecasts, several
institutes see risks associated with a further
inflow of refugees into the EU. In particular,
institutes worry about a further resurgence of
xenophobic tendencies and a pick-up of ex-
treme right wing and anti EU political parties
in some member states. Lastly, the threats of a
banking crisis in a euro area country and of a
collapse in equity prices are mentioned. Se-
lected institutes have also stated additional
downside risks to their home country fore-
casts. In Poland, the volatile policy of the rul-
ing party may exert negative effects while in
Norway financial imbalances and high house
prices due to low interest rates constitute
additional risks. For Slovenia, risks of devia-
tions from the required fiscal path and of the
government not being able to implement

structural reforms are mentioned.
3. Policy Environment

3.1. Fiscal Policy

In the euro area as a whole, the situation of
public finances has eased in 2015, primarily
due to the gradual recovery of the economic
situation and the continuously low interest
rates. In some economies, decreased expendi-
tures for financial market stabilization con-
tributed to the decline of fiscal deficits (e.g.
Austria and Slovenia). On the other hand,
governments in some countries were faced
with substantial expenditures related to the
refugee migration (e.g. Austria, Germany,
Greece, Italy, and the Netherlands). On aver-
age, the general government deficit in the
euro area was 2.0% in 2015, after 3% in 2013
and 2.6% in 2014. Among euro area member
countries, France, Spain, Portugal and Greece
failed to abide to the three-percent-rule of the
Stability and Growth Pact in 2015 (Figure 26).
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Figure 26: Public sector fiscal balance in

European economies
(in percent of GDP)
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AIECE institutes expect the state of public
finances to further improve in 2016 and 2017.
For most member countries of the euro area,
deficits are expected to shrink only gradually,
however. For the euro area as a whole, the
institutes’ country projections indicate a fur-
ther decline of the fiscal balance to 1.9% in

2016 and 1.6% in 2017.%

Despite the increase of the fiscal balance une-
quivocally expected by AIECE members for
their respective euro area country, the insti-
tutes’ assessment of the fiscal policy situation
in the EMU countries is heterogeneous (Fig-
ure 27). In the former crisis countries - with
the notable exception of Italy - fiscal policy is
judged to be restrictive, while the fiscal stance
in those countries that were not directly af-
fected by the crisis in the euro area - Austria,
Germany and the Netherlands - is assessed to
be expansionary. A majority of the institutes
considers the fiscal policy of their respective
government appropriate, independent of the
actual fiscal stance. Only fiscal policy in Ger-
many, Slovenia and Belgium is judged “too
expansionary” by the respective domestic
institutes on average. France is the only euro-
area country, whose government’s fiscal policy
is considered slightly “too restrictive” by the
local institutes on average. The governments’
efforts to bring down public debt are widely

considered insufficient, however (Figure 28).

Questions for Discussion: Fiscal Policy

e When are member countries expected to
meet the deficit rule of the SGP?

e  Why should governments engage in fur-
ther bringing down public debt levels?

e What are the risks for the projection of
public finances?

e Is fiscal policy focusing on the short or

long-term- and what should it do?
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Figure 27: Fiscal policy stance in European
economies
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Source: AIECE Institutes, questions A.3.3 and A.3.4.

Figure 28: Government measures against
public debt

v
©
> £5 «
> © c L = -
St vt §ESeToygT s S3
ws S OcTEEEGCoce N E 3
CO >0 >5 00 R 2 < gk c C
S 9P 800202003 Elc0IXoO
IS E2anuvoinaol0O<ct e O0OZ2nDOD0Z2
very
inSUf-— -
ficient
insuf-
. 0000000 -------oooooo-
ficient
L ‘ ,,,,,,,,,,,,,,,,,,,,,,,,,,
[ J
appro- - eeeeeee
priate
exces-|
sivce
very
EXCES= === == === === e e o
sive

Source: AIECE Institutes, question A.3.5.

3 Estimates for the euro area aggregate are based on a linear regression on the country-specific projections.
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3.2. Monetary Policy

3.2.1. Monetary Policy Environment

Given the low-inflation environment, it seems
consistent that central banks with the objec-
tive of price stability defined as an annual
inflation rate of close to 2 percent have be-
come more expansionary over the last year. In
particular, the European Central Bank (ECB)
was lowering the deposit facility - already in
negative territory - in December 2015 by an-
other 0.1 percentage points (Figure 29). In
March 2016, the ECB made another move to
lower the main refinancing rate to zero per-
cent, along a further reduction of the interest
rate on central bank deposits which is now at

-0.4 percent.

Given that the ECB’s interest rate for the main
refinancing operations is now at the zero low-
er bound, further non-standard measures are
used in order to push interest rates down-
ward. In particular, asset purchases programs
and targeted lending operations have been
extended, which both lead to a further accu-
mulation of excess liquidity by the financial
system on the central bank’s balance sheet
(see items ‘net recourse to deposit facility’ and
‘current account’ in Figure 31). Excess liquidity
is exercising pressure on the interest rate in
the interbank market. As a result, the EONIA
market rate was declining further over the last
months, getting close to the rate of the depos-

it facility (Figure 29).

The majority of the AIECE institutes judge the
monetary policy environment to be either
expansionary or very expansionary (Figure
30). There are only two exceptions, namely
Greece and Poland. As Poland is not part of
the European Monetary Union (EMU) and can
pursue an independent monetary policy, the
policy rate marks currently at 1.5 percent,
down from 2 percent a year before. In con-

trast, the judgment that monetary policy is
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Figure 29: Policy rates of the ECB

e EONIA
e Main refinancing operations

== Deposit facility
Marginal Lending Facility

0.4

0.3 -

0.2

0.1

-0.4

-0.5

Source: Datastream.

Figure 30: Monetary policy environment
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very restrictive needs to be interpreted within
the light of significant heterogeneity within

EMU despite a common monetary policy.

The AIECE institutes consider the exchange
rate channel as most important for monetary
policy being transmitted to the member coun-
tries. Over the year 2015, the Euro devalued
vis-a-vis the US dollar by 17 percent and is
expected to continue to depreciate over the
forecast horizon (Figure 2). This may have
contributed to the external competitiveness of
exporting firms in the EMU. However, given
the weak external environment, this channel

could not take its full effect yet.

Likewise, the interest rate channel and the
easing of credit standards are reported to be
close to equally important channels to trans-

mit the current monetary policy stance. In

B Cine tuning absorbing operations
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fact, the ECB’s measures to expand its balance
sheet are to some extend effective in pushing
the short-term interbank rate downward (Fig-

ure 29).

Regarding the effect on lending standards, the
recent bank lending survey of the ECB (April
2016) documents a comparatively strong effect
of recent monetary policy measures on credit
standards, which have eased on average in the
first quarter of 2016 and are expected by re-
porting banks to decline further in the second
quarter of 2016. However, there is some de-
gree of heterogeneity across different lending
segments. While credit standards for house-
holds and enterprises are reported to loosen,
the standards for housing loans begin to

tighten slightly.

3.2.2. Further ECB Measures

Given the low inflation environment in most
European economies, the natural question
arising is if the non-standard measures of
central banks are normatively perceived as
appropriate or not. The majority of the AIECE
institutes have the opinion that this is indeed
the case (Figure 33). However, a sub-group is
concerned about a too expansionary course of
monetary policy. Only in Poland is monetary

policy perceived as being ‘too restrictive’.

The AIECE institutes are split on the question
whether the ECB should take additional
measures in order to raise inflation and ac-
commodate economic growth (Figure 34).
While in six countries the tendency is to say
that the ECB should engage in further expan-
sionary monetary policy, eight countries do

not await further action.

On top of the split opinion regarding future
action of the ECB, it is also controversial
whether the toolkit of the ECB might be de-
pleted or not. Specifically, limitations to mon-

etary policy are likely to arise from side-
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Figure 33: Monetary policy stance
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Figure 34: Further action of the ECB

Q: Should the ECB do more to raise inflation / boost growth?
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tracking behaviour. For example, banks,
households and firms can start to accumulate
and store larger sums of cash in order to avoid
the negative interest rate on the ECB’s deposit
facility. Further, restrictions on further ex-
tending asset purchase programs arise from
limitations on the size of the bond and securi-

ties markets.

Nevertheless, the majority of AIECE institutes
is of the opinion that the ECB still has remain-
ing leeway to act (Figure 35).

Regarding the concrete measures that are
available to the ECB, the majority of AIECE
institutes is sceptical about a further reduc-
tion of the interest rate on the deposit facility
(Figure 36). Further, the institutes are very
critical towards so-called ‘helicopter money’,
which implies a transfer of newly printed
money to the general public. Also direct lend-
ing to firms in the euro area is seen skeptical
by the majority of AIECE institutes, possibly
also due to legal limitations and the require-
ment to change European law to engage in
either helicopter money or direct lending to

firms.

On the other side, most institutes are open to
extensions and enlargements of existing asset
purchasing programs and funding for lending-
type programs which will be discussed in

more detail below.

What are the most important side-effects of
the expansionary monetary policy in the euro
area? According to the respondents from the
AIECE institutes, the most detrimental effect
of an accommodative stance of monetary poli-
cy is the reduced incentive to engage in struc-
tural reforms on the national level (Figure 37).
Second, it is considered to be an important
side-effect that there is more risk-taking,
eventually fuelling new fragilities in the finan-
cial system that might have disruptive conse-

quences in the future. Thirdly, the possibility
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Figure 35: Is the ECB’s toolbox empty?
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Figure 36: Remaining measures available to
the ECB
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of a major competition between the euro area
on one side and other monetary blocks like
China, Japan and the US on the other side in a
‘Currency War’ is not regarded as a major

threat of the current monetary policy stance.

Targeted longer-term refinancing opera-

tions

The first wave of target longer-term refinanc-
ing operations (TLTRO) was launched in au-
tumn 2014. They were designed, among other
purposes, to replace a share of the LTROs
with a maturity of 3 years that have been is-
sued at the end of 2011 and beginning of 2012.
Under the first TLTRO program, banks could
bid for central bank financing up to a fixed
fraction of their total outstanding loan portfo-
lio to households and non-financial corpora-
tions, excluding mortgage loans. This created

a direct link to the real economy.

The second wave of TLTRO, called the
TLTRO2 program, will feature a bigger total
lending volume since the percentage share of
eligible loans was increased from 7 to 30 per-
cent. Further, there is a modified incentive
structure. Most importantly, the new funding
for lending scheme allows for a negative effec-
tive interest rate over the lending period if
banks fulfil two requirements. First, the bor-
rowing financial institution needs to exceed a
participation threshold, and second, it has to
keep its volume until 2018 by not making use

of the early payment option.

However, there is a less strong conditionality
clause with respect to lending to the real
economy. In particular, there is no require-
ment on banks to repay the loans obtained
under the TLTRO2 program if the lending

volume could not be reached.

The new TLTROz2 program is expected to
stimulate lending to the private sector only
marginally. Countries with a likely positive

impact, according to the survey responses, are
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Figure 37: Risks from asset purchasing
programs

Exchange rate Reduced

competition incentives for
among major  Increased risk- structural
economies taking reforms
very |
important
important - { J ®
(]
not
important
all

Source: AIECE Institutes, question B.4.5.

Figure 38: Effects of TLTRO2 in home country

Q: Do you think that the TLTRO2 programme will boost lending in
your home country?
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France, Germany, Finland, Italy, Netherlands
and Spain (Figure 38). The program might
even have a significantly positive effect in
Greece. Notwithstanding some positive ef-
fects, there is a majority of institutes which
expect no significant boost on lending from
the TLTRO2 program. In contrast, there is a
general perception that aggregate lending in
the euro area is positively affected by the

TLTRO2 program (Figure 39).

As discussed above, the TLTROz2 program
contains the possibility of central bank lend-
ing at a negative interest rate to financial in-
stitutions. This could provide a stronger stim-
ulus to bank lending in the euro area com-
pared to the previous funding for lending
program. On the other side might the weaker
conditionality in terms of a missing repay-
ment clause given that the lending volumes
are not reached weaken the link to the real
economy. Therefore, it is a priori not clear
what the overall effect of the changed rules for
the TLTRO2 will be. The majority of AIECE
institutes is of the opinion that the change in
the incentive structure will lead to a net in-
crease in lending to the real economy (Figure
40). Only institutes in Belgium, Denmark,
Poland, Spain - and to some extent France -

remain mostly skeptical.

Questions for Discussion: Monetary Policy

¢ Noting that the inflation rate in the US is
higher compared to the euro area, what
are the main reasons for the inflation dif-
ferential?

e There are recent proposals to abolish the
zero lower bound on interest rates. This
could be done, for example, through abol-
ishing currency such that negative inter-
est rates could be implemented from a
technical point of view. Do you think that
this could prevent Europe from entering a

liquidity trap?
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Figure 39: Effects of TLTRO in the EA

Q: Do you think that the TLTRO2 programme will boost lending in
the euro area as a whole?

«
he} kel
cx S s I &
j- - > — c T
25ECS8E8g2 BERG5 28
Gl cES />S5S 28 >g 08
S99 EC ISV LVO0OO0a =3 3IX
IO QOTLLIVOIE=ELEZZaBndd D
no
®
yes,slightly - @ @@ © 0 © 00000000
[
yes, signi-
ficantly

Source: AIECE Institutes, question B.4.7.

Figure 40: Modalities of the TLTRO2 program

Q: Do you think that the modalities of the TLTRO2-programme raise
the banks’ incentives of banks to provide funding to the real
economy compared to the previous TLTRO-programme?
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4. Challenges for Europe

4.1. BREXIT

On 23 June, the population in the United Figure 41: Likelihood of a Brexit
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4.2. Refugee Inflow

The strong increase of refugee migration in
previous years is presenting major challenges
to the absorptive capacity of European labour
markets. For the short run, AIECE institutes
in some euro area countries expect noticeable
positive (demand-side) effects of the refugee
inflow on GDP growth (Figure 45). Quantita-
tively, AIECE institutes in Germany expect the
strongest effect (0.33 percentage points on
average) on GDP growth; institutes in other
euro area countries expect effects of below 0.1

percentage points.

Despite the strong migration, which results in
a corresponding increase of the labour force,
short-run effects of the refugee inflow on the
unemployment rate are expected to be limited
(Figure 46). Institutes in Belgium, Finland and
Germany expect an increase of the unem-
ployment rate between 0.14 and 0.33 percent-
age points. For other euro area countries, no
effects on the unemployment rate are antici-

pated.

Expected effects of the current migration on
public finances are mixed (Figure 47). Insti-

tutes in Austria, Greece and Italy anticipate an
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Figure 44: Effect of Brexit on political
integration
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Figure 45: Short-run effect of refugee inflow
on GDP growth

2 T

z (1] > @ o <

ScETSYg5RFess ©we & 8

525 eggPzowe cCocCcN €

wﬁgﬂga$gsg:22£é-aﬁ:¥c

S o £ — S5 U © he j

SIZEEES2E2LEL3 8358
strong |
increase
1@

increase @ 0 0 ® 0 @

neutral 00000000
decrease|
strong
decrease

Source: AIECE Institutes, question A.2.1.



AIECE General Report, Part 1

Heteroge-
neous
effects on
public
finances

Potential
GDP growth
expected to
be in-
creased by
refugee
inflow

increase of the fiscal balance related to the
refugee inflow. Institutes in Belgium, Germa-
ny, Finland, the Netherlands and Slovenia
expect a worsening of the fiscal balance of up

to 0.5 percentage points relative to GDP.

For the medium-run, AIECE institutes in most
euro area countries expect an increase of po-
tential GDP related to the refugee inflow (Fig-
ure 48). Among euro area countries, only in-
stitutes in France, Italy and Spain expect no
effect on potential GDP; institutes in all other
EMU countries expect an increase of potential
GDP growth of up to 0.2 percentage points in

the medium run.

Figure 47: Short-run effect of refugee inflow
on the fiscal balance
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Page 26/31

Figure 46: Short-run effect of refugee inflow
on the unemployment rate
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Figure 48: Medium-run effect of refugee
inflow on potential GDP
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4.3. Sovereign Debt Crisis

In May 2016, creditor countries to Greece Figure 49: Likelihood of a haircut on Greek

together with the International Monetary debtinthe course of 2016/2017
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In response to the European sovereign debt
crisis, a broad range of measures to achieve

long-term financial stability and fiscal sus-
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tainability have been implemented among
euro area member countries and EU Member
States on a voluntary basis. How do the AIECE

institutes assess these advancements?

Regarding the degree of fiscal coordination,
there is a narrow majority among the insti-
tutes which is of the opinion that these re-
forms are not sufficient to maintain fiscal

sustainability (Figure 51).

Consequently, fiscal coordination ranks sec-
ond in terms of relative importance among a
set of 10 different areas for economic reform
on the European level (Figure 52). Other high-
ly important projects are - according to the
institutes - the banking union, a debt restruc-
turing mechanism and the capital markets
union to foster financial stability. The insti-
tutes assess a European approach to social
protection and unemployment insurance the

lowest.

Questions for Discussion: Challenges

e Do you think that EU Refugee bonds are
the right answer to the present influx of
migrants?

e If a fiscal union within the euro area is
unlikely in the near future, what is the
most important step to reach adequate

fiscal coordination?
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Figure 51: Fiscal coordination in the euro
area sufficient for fiscal sustainability?
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Source: AIECE Institutes, question B.1.3.

Figure 52: Institutional architecture of the
euro area
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Note: The figure shows how AIECE institutes evaluate
elements of a future European architecture according
to their importance (from 1: not important at all, to 10:
very important; with 0: undesirable). For each element,
the figure shows a box plot with the minimum, the 25
%-quantile, the median, the 75 %-quantile, and the
maximum of the member institutes” answers.

Source: AIECE Institutes, question B.2.1.
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5. Appendix: Questionnaire

Country Questions

A1 Please rank the following positive factors according to their effect on 2016 growth in your country (1:

most important ... 3: least important): Low energy prices /| Weak euro exchange rate / Low interest rates

A.1.2. Please rank the following negative factors according to their effect on 2016 growth in your country
(1: most important ... 3: least important): Low productivity growth / Legacy of the crisis (high private and/or
public debt, financial sector weakness, low investment, high unemployment) / Weak external/global envi-

ronment

A.a.3. Which other factors will have a significant effect on 2016 growth in your country (please indicate if

positive or negative)?

A.2.1. What will be the short-run effect of the refugee inflow on GDP growth in your country? strong in-

crease/ increase / neutral / decrease / strong decrease
A.2.2. Please estimate the effect of the refugee inflow on 2016 GDP growth in your country (in % points)

A.2.3. What will be the short-run effect of the refugee inflow on the unemployment rate in your country?

strong increase/ increase / neutral / decrease / strong decrease

A.2.4. Please estimate the effect of the refugee inflow on the 2016 unemployment rate in your country (in

% points)

A.2.5. What will be the short-run effect of the refugee inflow on the fiscal balance in your country? strong

increase/ increase / neutral / decrease / strong decrease

A.2.6. Please estimate the effect of the refugee inflow on the 2016 fiscal balance in your country (in %

points)

A.2.7. What will be the medium-run effect of the refugee inflow on potential GDP growth in your country?

strong increase/ increase / neutral / decrease / strong decrease

A.2.8. Please estimate the effect of the refugee inflow on potential GDP growth in your country (in %

points)

A3.1. From your country’s perspective, the monetary policy environment is ... very expansionary / expan-

sionary / neutral / restrictive / very restrictive

A3.2. Normatively, the monetary policy stance is ... far too expansionary / too expansionary / appropriate /

too restrictive / far too restrictive

A.3.3. The fiscal policy stance in your country in the recent past and in the near future (2015-2017) is ... very

expansionary / expansionary / neutral / restrictive / very restrictive

A 3.4. Normatively, the fiscal policy stance is ... far too expansionary / too expansionary / appropriate / too

restrictive / far too restrictive
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A.3.5. The currently implemented measures to bring down public debt are ... very insufficient / insufficient

/ appropriate / excessive / very excessive

A3.6. Please note any significant fiscal measures recently implemented, or with a high likelihood of being

implemented

A.4.1. Your government’s measures to bring down unemployment are... very insufficient / insufficient /

appropriate / excessive / very excessive
A.4.2. Please indicate the nature of your government’s measures to bring down unemployment, if any

A.4.3. Judged by your country’s cyclical position, private investment is... very weak / weak / normal /

strong / very strong
A.4.4. What is the most important drag on investment in your country, if any?

A.5.1. What are the main downside risks to the projection for your home country? Please evaluate accord-
ing to their importance from 1: not important at all to 10: very important: Deflation in the Euro area / Hard
landing in China / Risks associated with low oil price / Rapidly increasing oil price / Faster or stronger tight-
ening of US monetary policy / BREXIT (UK announcing exit from EU) / Re-introduction of border controls in
Schengen area / New escalation of European Sovereign Debt Crisis / Outcome of US presidential elections /

Geopolitical risks

A.5.2. Other very important downside risks:

EA & EMU Questions

B.1.1. How likely do you judge the possibility that the institutions and the euro area governments agree on

a haircut on outstanding Greek debt held by public creditors in the course of 2016/2017 (in % probability)?

B.1.2. What is the likelihood of a further escalation of the European Sovereign Debt crisis in 2016 /2017 (in
% probability)?

B.1.3. Do you think that the degree of fiscal coordination in the euro area is sufficient to maintain fiscal

sustainability? Yes / No / Do not know
B.1.4. If no, what other measures should be implemented to increase fiscal sustainability in the Euro area?

B.2.1. Regarding the future institutional architecture of the euro area, evaluate the following reform pro-
jects according to their importance (from 1 = not important at all to 10 = very important; please use o to
indicate undesirable policy areas): Banking union / Capital markets union / Fiscal coordination / Euro
bonds / Debt restructuring mechanism / EA competitiveness authority / EA unemployment scheme / Focus
on social needs (’social protection floor’) / Improved democratic accountability / euro area “finance minis-

»

ter

B.3.1. In your opinion, how likely is the scenario of the United Kingdom leaving the EU (“Brexit”) following

the referendum in June 2016 (in % probability)?

B.3.2. In the scenario where the United Kingdom leaves the EU after the referendum:
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B.3.2.1. What will be the overall economic effect for the United Kingdom over the next decade, i.e. until

20267 very negative / negative / neutral / positive / very positive

B.3.2.2. What will be the overall economic effect for the remaining EU member countries over the next

decade, i.e. until 2026? very negative / negative / neutral / positive / very positive

B.3.2.3. What will be the overall effect for further political integration between EU member countries over

the next decade, i.e. until 20267 very negative / negative / neutral / positive / very positive
B.4.1. Should the ECB do more to raise inflation / boost growth? Yes / No
B.4.2. Can the ECB do more to raise inflation / boost growth? Yes / No

B.4.3. If yes to previous question: What further measures can the ECB undertake (yes/no)? Lower deposit
rate further / Extend monthly volume of asset purchases / Extend duration of asset purchases / Enlarge uni-
verse of assets that can be purchased under EAPP | Further TLTRO programmes / funding for lending pro-

grammes / Engage in "helicopter money" / Provide credit directly to firms and companies in need of funding

B.4.4. Given the current economic environment, how important do you consider the following transmis-
sion channels of the ECB’s extended asset purchases, with respect to their effect on inflation and growth
in the euro area (very important, important, not important at all)? Exchange rates / Interest rates / Easing

of credit standards / Asset prices / Others important channels

B.4.5. What are the risks associated with large-scale asset purchases under the EAPP? Please evaluate ac-
cording to their importance: very important, important, not important at all: Exchange rate competition
among major economies / Increased risk-taking / Reduced incentives for structural reforms / Asset price

bubbles / Misallocation of resources and capital / Other important risks

B.4.6. Do you think that the TLTRO2 programme will boost lending in your home country? Yes, signifi-
cantly / Yes, slightly / No

B.4.7. Do you think that the TLTRO2 programme will boost lending in the euro area as a whole? Yes,
significantly / Yes, slightly / No

B.4.8. Do you think that the modalities of the TLTRO2-programme raise the banks’ incentives of banks to

provide funding to the real economy compared to the previous TLTRO-programme? Yes / No

B.5.1. What are the main downside risks to the projection for the euro area? Please evaluate according to
their importance from 1: not important at all to 10: very important: Deflation in the euro area / Hard land-
ing in China / Risks associated with low oil price / Rapidly increasing oil price / Faster or stronger tightening
of US monetary policy / BREXIT (UK announcing exit from EU) / Re-introduction of border controls in
Schengen area / New escalation of European Sovereign Debt Crisis / Outcome of US presidential elections /

Geopolitical risks

B.5.2. Other very important downside risks:



