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. The crisis trap
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. Secular stagnation? Growth as key challenge

Real GDP in Europe Credit standards
(Index, Q1 2008 = 100) (Change compared to previous quarter)
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. “The Germany Illusion”

Level of real GDP
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. Most Europeans with little productivity growth
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Diverging productivity and investment

Equipment investment Total factor productivity
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. Dysfunctional credit channel

Interest rate on new bank loans to nonfinancial corporates

%, loans under €1 million and at variable rate
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Bank risks rising further

Impaired loans of euro area banks
percentages of gross loans
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Sources. SNL and ECB calculations.
Notes: Based on an unbalanced sample of 32 euro area banks for vulnerable countries and 25 euro area banks for less vulnerable countries. The charts
represents ratios of gross impaired customer and bank loans over gross loans. IN



Deflation risk rising too

Euro area inflation
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Note: Price of 0% floor and 4% cap options (year-on-year) on euro area HICP
inflation — 5Y maturity. Developments should be interpreted with caution due to
limited market liquidity. Latest observation: 2 September 2015.



Investment gaps are large in Europe

Average investment gap

% GDP
19099-2012 1999-2007 2010-2012
Germany 2,9 2,5 3,7
Netherlands 2,6 1,9 4,8
Finland 1,5 1,5 2,0
Belgium* -0,8 -0,5 -0,7
France 0,0 0,3 -0,3
Austria -0,5 -1,0 0,6
Italy -0,9 -1,4 0,5
Greece -1,5 -5,0 3,0
Portugal -0,8 -2,7 4,1
Spain -4,3 -6,2 1,1
Ireland -0,1 -3,6 9,4
USA** -1,2 -2,3 1,9
Japan 0,1 -0,6 2,4

Sources: DIW calculations based on OECD data
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Investment gap in most sectors
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. Expert committee on investment : 10-Point Plan

|. Rules
 Positive net investment rate
* (unexpected) surpluses to be used for public investment

* Creation of autonomous institutions with specific tasks (e.g.
Asfinag AUT)

2. Public investment - esp. municipalities
* financing: €15 bn. "Investment pact for municipalities”
* technical assistance: public infrastructure bodies

* risk sharing: "investment fund" and "citizens fund"
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. Expert committee on investment : 10-Point Plan

13

3.

Private Investment

Environment: skilled workers, immigration, regulation,
workforce participation, family policy, financing

research and development: 3.5% goal

startup companies: mentality, taxation on losses, biased taxation
of equity capital

energy

digital infrastructure

Europe
transform Juncker plan into a permanent mechanism

energy, digital infrastructure, transport, regulation
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. What can Germany do for Europe?

1. Stronger joint rules: fiscal policy, no bail-out

14

3.

4.

5.

* Move from inter-governmental to more federal structure of

decisions
EU insurance system (vs. transfer union):

* more self-reliance, ex ante fairness

More stability orientation

* E.g. on inflation, economic activity, sovereign debt

Louder voice

* E.g. ECB decision-making; is compromise possible?

Investment — productivity - growth

* Germany as big beneficiary; e.g. via trade
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Appendix
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1. Growth expectations decline further

5 years ahead growth expectations for the euro area Unemployment rate
% p.a. % of (extended) labor force
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Source: Consensus. Sources: Labour Force Survey and ECB staff calculation.

Note: Discouraged workers are inactive people who are available
but not searching a job. The extended labor force is the number of —
16 active persons extended with the number of discouraged workers. 3ERLIN




2. Huge decline in FDI in Europe

Direct Investment to Southern Europe
In billion euro

1999 2001 2003 2005 2007 2009 2011

Sources: OECD, calculations by DIW Berlin.
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3. Rising financial fragmentation

Staatsanleihen des Heimatlandes Staatsanleihen des Heimatlandes
(% der Bilanzsumme der Banken) (% des Eigenkapitals der Banken)
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Quelle: Europdische Zentralbank. Quelle: Europdéische Zentralbank
Letzte Beobachtung: Oktober 2013. Letzte Beobachtung: Oktober 2013.

NI BERLIN




. 4. Massive debt overhang

5. Illustrative Adjustment, 2013-20° 6. 2030 Debt'
(Percent of GDP) (Percent of GDP)
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Sources: European Commission (2013); IMF, Public Finances in Modern History database; and IMF staff estimates and projections.

Mote: For country-specific details, sea 'Data and Conventions® in the Methodological and Statistical Appendix.

" For European countries, deviations refer to the differences between the 2011 and 2013 Stability and Convergence Plans. For the United States, deviations refer to
differences in the 2011 and 2013 federal budgets. For Spain, the cyclically adjusted balance includes financial sector support.

? Cyclical adjustments to revenue and expenditure assume elasticities of 1 and 0, respactively.

3 Required adjustment of structural primary balance to achieve structural balance targets. Structural balance targets are country specific and based on
medium-term budgetary objectives.

! Gross general government debt, except in the cases of Australia, Canada, Japan, and New Zealand, for which net debt ratios are used. Shocks are based on the
distribution of revisions to the five-year-ahead potential GDP growth between the November 2010 World Economic Outfook and the April 2013 World Economic

Outiook " ——JIMIBERLIN



Debt overhang not adjusting (yet)

Euro area government debt and deficit Euro Area Banks and Sovereigns
% of GDP Credit Default Swaps (CDS)
basis points; Q1 2010 - Q3 2015
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5. Massive private investment gap

Abbildung 2: Bruttoanlageinvestitionen ohne Wohnungsbau, nominal in % des BIP
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. Deflation already reality

Weight of HICP basket in deflation
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Source: Eurostat and Jeffries intemational
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. Trade-off limited probability — high cost

(medium-term)
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n Trend decline in investment

Abbildung 1-2: Nominale Investitionsquote (Prozent BIP) im internationalen Vergleich
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*QECD-Durchschnitte chne die Lander Chile, Japan, Meusealand und die Tirkei.
Quelle: Europdische Kommission, Berechnungen des DIW Berlin.
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Investment gap, esp. for municipalities

Abbildung 1-4: Wahrgenommener Investitionsbedarf der Kommunen
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