

















of households, and a marked upswing in exports triggered
the recovery process. Signs of a modest upswing, gradually
gaining momentum, have been confirmed in the first
months of 1994. Residential construction is recovering
under the combined impact of a continued easing of monet-
ary conditions and specific government incentives adopted
in the middle of last year. Investment in equipment, which
posted acumulative decline of more than 15 per cent during
the last three years, is expected to respond moderately to
improved demand and profitability prospects. Next year,
when economic activity will be more vigorous and the mar-
gin of slack is reduced rapidly, investinent in equipment is
likely to accelerate sharply (projected growth of 5% per
cent), thereby rivaling exports as the most dynamic de-
mand component. As imports are projected to pick up in
line with total final uses, the net foreign contribution will
become virtually zero. Private consumption, which held up
in 1993 despite the recession, is unlikely to gain significant
strength this year as real disposable income is constrained
by low real wage growth and tax increases. Next year, re-
newed employment growth and a further fall in the house-
hold savings ratio, reflecting improved consumer confi-
dence, should lead to a pick-up in consumer spending to 2
per cent. Finally, following a marked depletion of stocks
last year, inventory re-building should contribute substan-
tially to GDP growth this year and next.

The Italian economy continues to be subject to powerful
opposing forces. In 1993, marked declines in fixed invest-
ment and private consumption — for the first time in the
post-war era and reflecting the coincidence of high interest
rates, sizeable fiscal consolidation efforts and arduous
structural reforms — led to an unprecedented slump in do-
mestic demand (down by 5 per cent on the previous year).
Meanwhile, the export sector boomed as a result of im-
proved Italian competitiveness following the sharp lira de-
preciations in 1992-93. Total exports of goods and services
rose by 10 per cent in 1993, and continued strong growth,
albeit diminishing, is forecast for 1994-95 as further,
though smaller, gains in market shares come on top of im-
proved growth prospects for Italy’s export markets. Con-
tinued export buoyancy is expected to gradually spill over
to the domestic sector of the economy, giving rise to accel-
erating growth in domestic demand from mid-1994 on-
wards. Investment, in particular in equipment, is expected
to rebound vigorously fueled by strong export demand, fal-
ling interest rates and rising profitability. Private consump-
tion is likely to turn mildly positive this year and to revive
more strongly next year as the constraints impinging on
real disposable income are gradually lifted and confidence
picks up. Consequently, output growth is projected to ac-
celerate to 2% per cent in 1995. However, improved private
sector confidence hinges on a continuation of the economic
reform process. Insufficient progress in this process would
risk undermining credibility and could lead to a substan-
tially bleaker outlook than presented here. On the other
hand, the present forecasts were finalised before the estab-

lishment of the new government in Italy and do not include,
therefore, any of its pledged economic policy measures.
Their bold implementation could reinforce the otherwise
sluggish recovery in domestic demand this year.

In the UK, growth has been running at an annualized rate
of 2% per cent in the latter half of 1993 and the outlook for
1994 is better than in most other Member States. The re-
covery has been initiated by an expansionary stance of
monetary and fiscal policies in 1992-93 and supported by
better-than-average export performance, following the de-
preciation of Sterling. Private consumption has been the
main driving force in the recovery. It has been boosted by
lower mortgage rates and a marked reduction in the house-
hold savings ratio, reflecting both brighter labour market
conditions and reduced household debt-service payments.
However, household debt-income ratios remain high,
moderating falls in the savings ratio over the course of the
forecasting period. Against this background, the envisaged
fiscal consolidation efforts, implying a discretionary
tightening of some 2Y2 per cent of GDP over 1995/6, will
entail a sharp deceleration in private consumption, and
more generally a subdued growth outlook. The smaller
growth impact from private consumption in the second part
of 1994 and in 1995 is expected to be largely offset by in-
creased exports on the one hand, as import demand picks
up in the UK’s continental partners, and increased invest-
ment demand on the other.

In Spain and Portugal, exports are expected to grow
strongly over the forecasting period, reflecting improved
competitiveness in the wake of devaluations and stronger
export market growth. However, like in Italy, a sluggish ex-
pansion of domestic demand dampens output growth in
1994, before picking up considerably in 1995. In Belgium
and the Netherlands, recovery is expected to take place
broadly along the lines of Germany and France; spurred by
exports and aided by more relaxed monetary conditions.
Denmark and Ireland should be the Community’s
strongest performers in terms of growth rates over the fore-
casting period, to a large extent benefiting from the previ-
ous years of sound macroeconomic stabilisation policy,
and in Denmark’s case aided by an expansionary fiscal
policy in 1994. A disappointing growth outlook in Greece
reflects its continuing large macroeconomic imbalances.

3. Risks and uncertainties

In contrast to the situation in the autumn, the uncertainties at-
tached to the short-term outlook have diminished. At that
time there was major uncertainty whether and when the re-
covery process in the Community would start off. With the
upswing now under way, the major uncertainty relates to its
future strength. The Commission services’ new forecasts
imply a moderately-paced recovery over the next two years.
There are both negative and positive risks to the projection,
though on balance and for the first time in several years, risks
appear rather on the upside than on the downside.
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1994-95. In the United States, monetary conditions will
gradually be tightened, resulting in a rise in short—term
rates to 5.20 at the end of 1995. This will help to keep long—
term rates relatively stable. In Japan, given weak growth
prospects and virtual price stability, the monetary stance
will remain roughly unchanged.

Exchange rates— The standard technical assumption applies
of constant real exchange rates over the forecasting period be-
tween the ERM currencies, the US dollar, the yen, the pound
sterling and the Italian lira. Taking the first two months as the
starting point, this implies an average USD/DM rate of

around 1.74 for 1994-95. This assumption implies an addi-
tional nominal effective depreciation for the Community as
a whole of about 4%2% in 1994. Between ERM currencies,
stability in nominal terms is assumed as usual.

Economic policy — With respect to economic policy, the
assumption made is the traditional 'no policy’ change. As
regards budgetary policy, this means that only well-defined
policy actions as well as known practices in respect of their
implementation are embodied.
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