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Highlights

= The reopening of economies in Europe and the US is progressing in relatively rapid strides, cnd
high frequency indicators suggest that the recovery has started in many countries. The pace
and strength of that recovery, however, is yet unknown, and it remains likely that a full recovery
may take several quarters if not years. What's more, the possibility that countries see renewed
Covid-19 virus waves remains an important risk.

= Revisions to euro area Q1 GDP growth confirm that while countries suffered deep economic
contractions as lockdowns were imposed in March, the downturn was fractionally less severe
than the original figures suggested. Furthermore, southern Europecn countries and France
generdlly performed worse than northern counterparts. Belgium was in between. However, it
remains the case that the growth decline in Q2 will be unprecedented in its severity ond broadly
based. Because of the slightly less negative Q1 figures and the emerging easing of health-
related restrictions on economic activity, overdll, we revise up euro area 2020 GDP growth to
-9.6% and, mechanically, this less negative outturn for 2020 translates into a downward revision
to 2021 growth to 6.2%.

= The European recovery will likely be supported by significant policy efforts on both the fiscal
and monetary front. The ECB expanded and extended its Pandemic Emergency Purchase
Program (PEPP) in early June while the Europeon Commission announced its recovery and
resilience proposal (Next Generation EU). These policy developments have supported a decline
in intra-EMU spreads and euro strength versus the US dollar over the past month.

= The US economic outlook remcains especially clouded by uncertainty related to the trajectory of
the coronavirus pandemic. The faster-than-expected reopening of state economies will likely
boost growth in Q3 compared to the very weak outlook for Q2. At the same time, a substantial
rebound in confirmed Covid-19 cases in a number of large states highlight the risks posed by
such reopening. Given improving high frequency indicators ond ongoing fiscal and monetary
support, however, we have revised up our 2020 growth outlook for the US to -6.5% and slightly
revised down 2021 to 4.4%.

= Qil prices have rebounded significantly from the lows reached in April reflecting a faster-thon-
expected rebalancing of the oil market on both the supply and demand side. Higher demand
from Europe, the US and China as these economies have reopened, combined with some
production cuts from OPEC+ is driving the rebalancing. The higher oil prices also translate into
the prospect of higher inflation in the euro area (0.4%) and the US (0.5%).



Global economy

As countries around the world begin to emerge from lockdowns
imposed to keep Covid-19 at bay, questions regarding the
strength of the economic recovery and the future trajectory
of the pandemic abound. New data releases continue to
highlight the sheer magnitude of the contraction in economic
activity caused by the coronavirus crisis. At the same time, the
reopening of economies in Europe and the US is progressing in
relatively rapid strides, and high frequency indicators such as
mobility data suggest that the trough has been reached in many
countries and the recovery has started. The pace and strength
of that recovery, however, is yet unknown. Throughout April
and May, financial markets reacted to the lifting of lockdowns
and the abundant policy stimulus pumped into the global
economy with extraordinary optimism, leading to an upswing
in equity prices, but also to declining government bond rates
in vulnerable economies. And yet, it remains likely that a full
recovery (i.e. a return to GDP levels seen at end-2019) may take
several quarters if not years.

Indeed, despite some positive signals of late, there are still
plenty of reasons to remain cautious. The lifting of lockdowns
is only partial and social distancing policies will remain in place
for some time. What's more, the extent to which the crisis has
destroyed output potential remains unclear, but some labour
market data, for example in the US, suggest that not all job
losses are likely to prove temporary. On the virological front,
Covid-19 has not disappeared and presents an ongoing risk
to any recovery. In most European countries, new daily case
rates and deaths have been on a downward trajectory for
several weeks, but the possibility of second waves emerging as
people isolate less and move around more freely should not be
discounted. In the US as a whole, new cases have plateaued,
but certain states are still seeing a somewhat alarming increase
in confirmed cases. And in many emerging markets, such as
Brazil, India and South Africa, case rates have yet to decline or
even plateau. Even in China, an uptick of cases in Beijing has
led to some new restrictions on movement. Finally, a number
of other risks remain on the horizon, such as deadlines related
to Brexit negotiations and the re-emergence of US-China trade
tensions and geopolitical wrangling.

Given ongoing uncertainty about the trajectory of Covid-19,
we maintain three different scenarios to guide our economic
outlook. In our base case (45% probability), the spread of
the virus remains under control, and the lifting of lockdowns
continues as currently foreseen, with social distancing
measures remaining the norm. In the pessimistic scenario (40%
probability), new waves of the virus emerge resulting in future
lockdowns imposed either at the government level or societal
level (i.e. people self-isolate of their own accord). We also still
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maintain an optimistic scenario in which large scale testing or
breakthroughs in viral treatments significantly lower the risk
of the virus spreading, which would allow lockdowns to be
permanently and more completely lifted in the short term. To
this scenario, however, we assign only a 15% probability.

The multi-scenario approach that we introduced at the outbreak
of Covid-19 is currently being followed by international
institutions too. Organizations such as the OECD assign similarly
high probabilities to a second-wave scenario as well. Hence, the
potential economic damage caused by a new Covid-19 wave is
generally considered the main risk to the mainstream economic
outlook, which itself consists of a very strong recovery in the
following quarters.

Europe still hurting, but policy picture
brightens

Despite marginal upward revisions to Q1 GDP figures, the
picture for the first quarter of the year in the euro area as a
whole remains mostly unchanged. Across the board, countries
suffered deep economic contractions as lockdowns were
imposed in March. However, the revisions do indicate that
the downturn was slightly less severe than the original figures
suggested. Furthermore, there was substantial variation across
the euro area. Countries like Spain, Italy and France saw
much steeper drops in GDP growth compared to the fourth
quarter of last year (approximately 5.3 ppts) than countries
like the Netherlands and Germany (between 1.7 and 2.2 ppts,
respectively).

Itis likely no coincidence that Spain, Italy and France all had fairly
severe experiences with Covid-19 as measured by confirmed
deaths per capita. However, another factor that might explain
such divergence is the greater share of GDP derived from
tourism in Spain (11.8%), Portugal (8%), France (7.3%) and
Italy (5.9%) compared to the Netherlands (4.4%) and Germany
(3.8%). Indeed, the tourism and hospitality sectors have been
hit particularly hard by the coronavirus crisis with the closure
of hotels, restaurants and international borders. Another factor
that may have driven the intensity of contractions in various
countries is the relative importance of SMEs versus large
companies (as smaller companies are likely more vulnerable to
exogenous shocks).

Looking forward, Q2 was likely markedly worse than Q1 in terms
of the magnitude of growth contractions seen across Europe.
Lockdown measures, such as work-from-home and stay-at-
home requirements were introduced only toward the middle of
March in most countries and remained in place for all of April.
Governments started to lift these measures in May, but only to
a limited extent. Some degree of work-from-home measures,
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for example, are still in place in a number of countries, and
where businesses have reopened, social distancing measures
are often enforced.

Both hard data and sentiment data also point to significant
weakness in Q2. Industrial production, for example, was much
weaker in month-over-month terms in April compared to March
in most countries (with the notable exception of Italy) (Figure
1). Meanwhile, business surveys on both the services and
manufacturing sides of the economy suggest that sentiment hit
a low in April but still hasn't recovered to expansionary territory
(a reading above 50) (Figure 2).

However, there are signs that the extent of the contraction in
2020 will be slightly less severe than previously anticipated.
First, Q1 appears to have been marginally less weak than first
estimates suggested. Second, the virus seems to have come
under control in most European countries — at least for the time
being — and the lifting of lockdowns, even if only partial, will
have a positive impact on economic growth. Third, sentiment
does appear to be bottoming out even if it remains weak. And
fourth, policy responses have led to better financial conditions
and a fiscal impulse that should support the economy this year
and beyond. Thus, in our base scenario, we have revised up
2020 growth in the euro area to -9.6% from -11.0% previously.
The carryover impact of this revision translates mechanically
into a marginal downward revision of our growth outlook for
2021 10 6.2% from 6.9%.

European risk on

Since mid-May, intra-EMU spreads have eased, likely reflecting
positive policy-related developments. On the fiscal policy side,
the European Commission announced its ‘Next Generation
EU’ recovery and resilience proposal on 28 May. While the
process may not be straight forward given differing views

Figure 1 - Industrial production
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across member states, the proposal is expected to be approved
given support from both Germany and France and could boost
Europe’s medium-term recovery after the coronavirus crisis (for
more details on the European recovery plan, see Box 1). Though
the proposal is mostly investment-focused, it may be considered
a step in the right direction for European fiscal solidarity. The
latter comes on top of various new fiscal stimulus initiatives by
the EU member states. In particular, Germany stands out with
a substantial fiscal stimulus programme, including a temporary
reduction of its VAT in the second half of 2020. Most countries
are implementing packages containing many different
measures. These still focus on financial support for households
and businesses to stabilize the economy, rather than boosting
the recovery. The degree of stimulus varies from country to
country raising concerns about distortions to the European
single market due differing amounts of state aid.

On the monetary policy side, the ECB further eased policy and to
a somewhat greater extent than envisaged at its latest meeting
with an expansion and extension of the Pandemic Emergency
Purchase Program (PEPP). In particular, the ECB increased the
size of the PEPP from EUR 750 billion to EUR 1,300 billion and
signalled that the purchase program will run until at least end-
June 2021 rather than December 2020. Furthermore, maturing
purchases will be reinvested until end-2022. These actions
together signal that very accommodative ECB policy will be
present for an extended period, which in turn has reassured
markets and contributed to intra-EMU spread compression.

These favourable developments, in terms of significant
additional policy support for the euro area economy, are also
likely the driving force behind recent euro strength vis-a-vis the
US dollar. Short-term, some of the euro-positive news might be
discounted. A flaring up of global risk aversion (driven e.g. by
coronavirus-related uncertainty) might slow the USD correction
in Q2 and Q3. Further out, we expect the USD decline to
resume and EUR/USD to gradually unwind its fundamental

Figure 2 - Euro Area Markit Business Surveys
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Box 1 — European Commission puts extra money in the bag

Under the buzzing title ‘Next Generation EU’, the European Commission (EC) proposed a new temporary EUR 750 billion recovery
plan for the EU economy at the end of May 2020. This new initiative comes on top of earlier stimulus initiatives. The EC will raise this
money from the capital market between 2020 and 2024 through loans that it will only repay between 2028 and 2058. EUR 500 billion
will be channelled to Member States in the form of grants, either directly (EUR 450 billion) or through guarantees from the European
Investment Bank or national investment banks. Member States will therefore not have to repay that money. In this way, the EC will
make an extra contribution to the economic recovery from the corona crisis. The EC will also lend EUR 250 billion to Member States,
which will have to be repaid. In this way, all Member States can benefit from the excellent creditworthiness of the EU.

In order to repay its own loans from 2028 onwards, the EC wants to be able to collect additional ‘own resources'. It is thinking,
among other things, of the proceeds of levies on the trade in emission rights and of taxes on the European turnover of large digital
multinationals.

Approximately 80% of the recovery plan is intended to support investments. The new Recovery and Resilience Facility to be created
is the most important channel for this (EUR 560 billion, of which EUR 310 billion in grants and EUR 250 billion in loans). The Member
States will be able to call on this ‘helpline’ from the EU budget to finance investments and reforms to make their economies greener,
more digital and more competitive. To this end, they will have to draw up Recovery and Resilience plans within the framework of the
European Semester, the procedure set up during the euro crisis in order to make the macroeconomic policies of the member states
more focused and better coordinated. Budgets will only be available in the coming years when agreed milestones are reached.

Another new initiative will mobilise EUR 55 billion of additional resources for cohesion policy in the short term. This policy aims to
reduce disparities in economic development and income disparities between EU countries. The proposed adjustments can also take
into account the impact of the corona crisis. The guarantees will be used as a base for two new ‘levers’. Through the mobilisation
of private capital, the aim is to multiply the resources that can be used as capital support for (1) companies affected by the crisis
but fundamentally sound (solvency support instrument, EUR 31 billion) or (2) investments that enhance competitiveness (strategic
investment facility, EUR 15 billion). A new EU4Health programme will have a budget of more than EUR 9 billion.

Most of the remaining funds will go to strengthening existing EU programmes and funds. The budgetary orientations of these
programmes and funds will be laid down in a seven-year schedule in accordance with EU commitments. The current multi-annual
budget expires at the end of 2020. The new one has not yet been adopted, although the first proposals for it date back to the
previous EC, under Juncker’s presidency. Together with the ‘Next Generation EU’ proposal, the EC now proposes a modified and
extended multi-annual planning, so that EU leaders can make a decision on the package.

Rapid adoption of the package is unlikely. But an adoption later in 2020, probably after some amendments, can be expected. A
few days before the announcement of the EC proposal, France and Germany had already launched a similar proposal. Their political
agreement is likely to outweigh the opposition of four very reluctant countries. Moreover, the increase in funding for cohesion policy
is likely to reduce the initial resistance of central and eastern European countries to the original proposals for the multiannual plan.

‘Next Generation EU" would mean a significant strengthening of crisis management at the European level, in particular for the poorer
countries and regions. Although the overall sum of EUR 750 billion in relation to the EU’s GDP is limited, support for individual
countries can be very significant. It is positive that this aid is mainly focused on investment, as it helps to structurally strengthen the
economy. Because investment takes time, the plan will support economic recovery in the medium term rather than boost it in the
short term.

Still, ‘Next Generation EU’ does not bring about a real institutional strengthening of the EU. Admittedly, the concept of European
loans that will be repaid with European taxes is a step in the direction of a fiscal union. Such a step is essential for the stability of the
euro area. However, from this point of view, the limited size of the plan is a significant shortcoming. Moreover, the recovery plan is
limited in time (until 2024). The step back is therefore included in the plan from the outset.
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undervaluation.

No Brexit extension envisaged. Some
optimism on a deal emerging.

The UK has formally indicated that it will not be seeking any
extension to the withdrawal process and will exit the EU fully
on 31 December 2020. While reports from both sides of the
negotiations suggest very little progress has been made on
future relations so far, there have also been positive indications
from both sides that progress could be made in stepped-up
discussions through the Summer. One element in this regard is
the belief that Germany’s six-month presidency of the EU will
bring greater political focus and capacity to the negotiation
process. The British Prime Minister, Boris Johnson, has even
suggested it might be possible to have a deal agreed to by July.

A likely failure to make progress in a number of stipulated areas
such as fisheries in the next month or so will probably heighten
concerns about a ‘no deal’ Brexit. This may be amplified by the
belief on both sides that the other will be willing to make more
concessions as we get closer to end-year. While the risk that the
UK could ‘crash out’ of the EU without a deal has increased, it
remains a limited likelihood.

The lack of significant progress thus far in negotiations makes
it likely that any agreement between the UK and EU is ‘'narrow
and shallow’ rather than wide reaching. This implies a ‘bare-
bones’ deal on trade in goods with virtually nothing on services.
A limited trade agreement would result in a ‘managed but
messy’ exit of the UK from the EU at the end of the year. This
will likely entail some increase in trading frictions between the
UK and its key trading partners in the EU.

Figure 3 - United States ISM Business Surveys
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US jumps to reopen, despite risks

The US economic outlook remains especially clouded by
uncertainty related to the trajectory of the coronavirus
pandemic. State governments have started to lift lockdown
measures, but unlike in the euro area, the US as a whole hasn't
seen a sustained decline in the number of new confirmed
cases. Indeed, there appears to be significant divergence across
states, with some appearing to have brought the spread of the
virus at least partially under control and other states seeing a
rapid rise in cases as economies have reopened. While some of
this may be attributable to increased testing, it also highlights
the risk that a second wave in the US could derail the economic
recovery.

Despite these risks, in our base scenario, the quicker than
expected reopening of economies should have a positive impact
on Q3 growth relative to the very steep decline expected in Q2.
The New York Fed's weekly economic index points to a year-on-
year growth decline of about 10% in Q2, which also equates to
a roughly 10% decline relative to Q1. Sentiment data supports
this view, with the ISM manufacturing and non-manufacturing
indices remaining very weak in May, despite being somewhat
artificially boosted by supplier delivery delays (Figure 3). Hard
data also point to an especially weak Q2, with retail sales falling
17.8% yoy in April (but recovering to -1.4% yoy in May) and
industrial production falling 15% yoy in April (-15.3% yoy in
May).

Higher frequency data, however, point to some improvement.
Mobility data as measured by the Dallas Fed, Apple and Google
all show that activity among Americans has picked up notably
since April, when lockdown measures were most strict (Figure
4). However, there are some caveats to this data. First, mobility
has not returned to pre-coronavirus levels. Second, Apple data
shows that while more Americans are driving or walking places,

Figure 4 - Dallas Fed Mobility & Engagement Index, By
State
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Box 2 — US labour market surprises with job gains

US labour market data surprised to the upside in May, with a net gain of 2.5 million payrolls. Consensus had expected several million
more job losses after a devastating March and April (Figure B2.1). The unexpected job figures do indicate an improvement in the
labour market, likely reflecting the fact that state economies across the US have started to reopen and, possibly, the impact of the
Paycheck Protection Program (PPP), a government program that provides loans to businesses with incentives to keep workers on their
payrolls. After all, labour force classification data shows that in May, employed workers fell by about 4.7 million while unemployed to
employed workers rose by 6.5 million, suggesting that the net job creation in May reflects job gains offsetting still sizable job losses.

A careful look at who received PPP loans, however, suggests that while the PPP might be driving job gains for some sectors (such as
construction), the opening of the economy was likely still an important factor for the gains in the leisure and hospitality sector. For
example, of the PPP loans approved though 12 June 2020, the largest percent went to the health care sector (12.94%), professional
services (12.75%), construction (12.42%), manufacturing (10.45%), and accommodation and food services (8.04%). In contrast, the
majority of job gains in May came from leisure and hospitality (39%), construction (14%), education and health services (13%), retail
trade (12%) and other services (9%).

The upside surprise, however, needs to be considered within the larger context of the labour market's current state, which is
exceptionally weak after being decimated in April and March. Over those two months, 22 million jobs were lost due to the fallout
from the coronavirus crisis, nearly a third of which came from the leisure and hospitality sector. The unemployment rate reached
14.7% in April, and the Bureau of Labor Statistics notes that this figure likely would have been higher had it not been for a large
number of workers classified as ‘employed but absent from work’ rather than unemployed in recent months. Thus, even though the
unemployment rate declined in May to 13.3%, this is still well above levels seen pre-crisis (3.5% in February), and likely does not fully
capture the true state of the labour market.

Going forward, it will be important to monitor developments related to permanent job losses in particular. For although temporary
job losses drove the sharp increase in unemployment since February, if a significant portion of these temporary job losses become
permanent job losses, the recovery in the US will likely be held back. In May, for example, those on temporary layoffs decreased to
15.3 million, but the number of permanent job losers increased to 2.3 million (figure B2.2). Related to this, watching the development
of initial and continuing unemployment claims will be important. Initial claims have been trending down for several weeks, but still
remain at high levels, while continuing claims have hovered just above 20 million for the past 4 weeks. At the same time, however,
though the flexibility in the US labour market (compared in particular to the EU labour market) was likely a contributing factor to the
massive spike in job losses seen in previous months, it could eventually contribute to a substantial rebound in hiring down the road.

Figure B2.1 - US Unemployment and Payrolls Figure B2.2 - US Unemployment by Reason
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the use of transit remains highly supressed. Third, while Google
mobility data shows that people are spending more time out of
their houses at places like parks, time spent at work or engaging
in retail and recreational activities is still very low.

Thus, while we can expect to see some relative recovery in
Q3, the size and extent of that recovery remains unclear. The
decimation of the US labour market in recent months remains
an important factor that could hinder the strength of the
recovery. And although the most recent jobs report in the US
surprised to the upside with 2 million net payroll gains, it is
too soon to say whether this will be a sustained pattern that
contributes to a swift, v-shaped recovery (for more details see
Box 2).

Similar to in Europe, however, a sizable policy response on
both the monetary and fiscal fronts will likely help ease the
magnitude of the contraction and help support the recovery.
On the fiscal side, the US has passed legislation amounting
to support worth roughly USD 3 trillion. This fiscal push came
relatively quickly and provided loans to small businesses, tax
rebates to individuals, increased spending for hospitals and an
extension of unemployment benefits among others. Though
some efforts to pass further stimulus bills have stalled (e.g. the
Heroes Act, which was passed by the House of Representatives
in May), there appear to be growing discussions among
lawmakers that further stimulus might be necessary.

On the monetary front, the Fed remains committed to keeping
interest rates low for long and reinforced this at their latest
meeting via the dot plot, which shows most committee
members expect to keep interest rates at current levels through
2022. Fed Chair Jerome Powell also noted that they are “not
even thinking about thinking about raising rates.”

Given the strong fiscal and monetary response, the faster
than expected opening of the economy, and some signals that
Americans are eager to forego lockdown measures despite
the ongoing prevalence of the virus, we revised up our 2020
outlook for US GDP growth to -6.5% vs -8.0% previously. In
turn, this less adverse outturn this year mechanically implies
a downward revision to our 2021 GDP outlook from 6.5% to
4.4%.

Higher oil prices, higher inflation

The oil market has seen a sizable shift in the past month and
a half, with oil prices rebounding significantly from the lows
reached in April. This has reflected a faster-than-expected
rebalancing of the oil market on both the supply and demand
sides, with more of an emphasis on the demand side. In
particular, the relatively rapid reopening of economies in Europe
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and North America, as well as the ongoing recovery in China,
have contributed to expectations of a faster recovery in demand.
On the supply side, OPEC appears to have shifted its priority
away from gaining or maintaining market share, and towards
maintaining a more sustainable price range. Furthermore, the
OPEC+ production cut extension until the end of July, as well
as voluntary cut contributions by some members, also supports
the rebalancing in the market. Therefore, we now expect Brent
prices to reach USD 48 per barrel by the end of 2020.

Higher oil prices also translate into an expectation of higher
inflation in 2021 for both the euro area and the US. In the
euro area in recent months, inflation changes have been driven
mostly by food prices and energy prices (which have moved
in opposite directions), while core inflation has eased only
modestly. Given stickier core inflation and the revision to oil
prices, we now expect euro area inflation to ease to only 0.4%
on average in 2020 and to increase slightly less in 2021 to 1.5%.
The US has also seen energy prices decline and food prices rise,
but core inflation has also moved lower since the beginning of
the year. Given the rebalancing seen in the oil market, however,
we also revised up our outlook for US inflation for 2020 to
0.5% and revised down 2021 inflation marginally to 1.9%.

China and emerging markets send a
mixed message

One bright spot in the global economic outlook remains
the economic recovery in China, which one might even call
'V-shaped.” Industrial production grew a positive 3.9% yoy
and 4.4% yoy in April and May, respectively. Vehicle sales and
vehicle registrations have also returned to positive year-over-
year growth and sentiment data has recovered to expansionary
territory. However, data like retail sales and electricity
consumption suggest that the services sector might be lagging
in the recovery (Figure 5). What's more, the aforementioned

Figure 5 - China electricity consumption by sector
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uptick in Covid-19 cases in some regions highlights that the risk
presented by a second wave of the virus is applicable to China
as well. We therefore maintain our outlook of the Chinese
economy growing only 1.0% in 2020 before recovering to
8.8% growth in 2021.

Certain other emerging markets, however, provide less reason
for optimism, particularly in Latin America, which has become
the new epicentre of the virus. Business surveys suggest that
sentiment remains very low and industrial production data for
April shows year-over-year declines ranging from -25% in Brazil
to -55% in India. Thus, we continue to expect the coronavirus
crisis to hit emerging markets particularly hard, though
significant heterogeneity across these economies means some
countries will perform better than others. For example, the hits
to industrial production for Taiwan, South Korea and Vietnam
have been relatively less severe.
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Central and Eastern
European Economies

CEE growth under pressure, COVID
impact uneven so far...

Government lockdowns have started to weigh on the regional
economies in Central and Eastern Europe (CEE). In the first
quarter of 2020, real GDP growth turned negative in several
countries. The Slovakian and Czech economies were the most
severely hit (figure CEE1). Compared to the last quarter of 2019,
real GDP was 5.5% lower in the first quarter of 2020 in Slovakia
and 3.3% lower in the Czech Republic. This contrasts with the
relatively mild hit to the Hungarian and Polish economies (both
-0.4% qoq). But the contrast with Bulgaria and Romania was
even bigger, as in these countries the economy continued to
grow in the first quarter.

We believe that a large part of the difference was driven by
the timing of the more drastic lockdown measures, which in
particular in the Czech Republic came very early. The country
was fast in closing the borders, restaurants and shops and in
ultimately deciding on a universal quarantine. This resulted
in a more significant hit to business and consumer spending
in the first quarter. It was most visible in investments. Czech
investments “fell off the cliff” (by almost 10% qoq in the first
quarter of 2020), while Polish and Hungarian investments
declined only marginally (less than 1% qoq). Czech foreign
trade also suffered more due to the earlier border closures and
its more significant exposure to European markets (especially
compared to Poland). As a result, both the decline in real
imports and exports was faster relative to Poland and Hungary.

Figure CEE1 - Real GDP growth
percentage change over previous quarter
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Looking ahead, there are not many reasons why the Czech
economy should significantly underperform the region in the
second quarter. The earlier adoption of lockdown measures in
Czech Republic also led to an earlier relaxation. Besides that,
the usual argument that the most vulnerable economies are
the small and open economies (such as the Czech Republic),
does not seem so evident this time, at least not during the first
phase of the economic crisis driven by the lockdowns. As our
input-output simulations show, the Covid-19 lockdowns have
the most dramatic impact on several service sectors, such as
trade, accommodation, food services, real estate or transport.
The direct hit to industry or construction should be smaller, at
least in the first phase of the economic crisis. As a result of that
and of the earlier easing of the lockdown measures, we believe
the Czech economy could slightly outperform the region in
the second quarter of 2020. Nevertheless, this call must be
confirmed by the monthly data.

For now, the available industrial data for April point to misery
across the region, with industrial production in April down
from March between 13% (Bulgaria) to around 33% (Hungary,
Slovakia and Romania) (figure CEE2). Furthermore, we are afraid
that open industrial economies can face a more problematic
recovery than bigger economies, such as Poland. Indeed, after
the easing of the lockdown measures, second-round negative
shocks to demand may weigh on the European economy. Open
economies, such as the Czech Republic and Slovakia, might
be more vulnerable to this. Additionally, the negative outlook
for the car industry may be a more significant burden for both
economies. As a result, the ultimate GDP loss over the years
2020 and 2021 is expected to be higher in the Czech Republic
and Slovakia than in the rest of region.

Figure CEE2 - Industrial production
percentage change over previous month
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. i . . Figure CEE3 - Food & non-alcoholic beverages prices
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been relaxed in a correct way.

For future inflation developments in Central Europe, the
behaviour of food prices will be a key factor. In recent years
food prices have had a strong pro-inflationary influence (figure
CEE3). In the past, food price inflation has been supported by
several positive factors. These factors might start to fade away
now. One was clearly strong regional wage growth, which
will definitely be more muted in the future. Second, there has
been strong food-price pressures coming from a regional price-
setter, Germany. This trend will probably change in the second
half of the year, especially if we take into account Germany's
planned VAT rate cut. Last but not least, the whole CE region
had been experiencing a severe drought up to April. This has
also changed since May (there were even floods in the Czech
Republic), which might imply a better-than-expected crop
which will translate into lower prices for some food items.

Box CEE - Exposure to tourism in the CEE region

While the adverse impact of Covid-19 is felt in almost all sectors, international tourism is hit particularly hard as a result of lockdown
measures, widespread travel restrictions and shutdowns of airports and national borders. According to the United Nations World
Tourism Organisation (UNWTO), tourist arrivals in Europe collapsed by 60% yoy in March (latest available data). On top of that, the
scope for recovery remains relatively limited compared to other sectors. This is due to the ongoing social-distancing policies, lingering
Covid-19 fears and the drop in disposable income. Hence, even in the most optimistic scenario, the UNWTO assumes a decline of 58%
to 78% yoy in international tourist arrivals globally in 2020.

Exposure to tourism varies greatly across Central and Eastern Europe. The share of the tourism sector in GDP is the highest in
Bulgaria where it accounts for 12%, followed by Hungary with 7%. Other regional economies are significantly less dependent on
tourist arrivals; in the Czech Republic and Romania, tourism makes up 3% of GDP, while in Slovakia and Poland, the contribution
is only 2% and 1% of GDP, respectively. The share of tourism in total employment follows the same pattern. Moreover, the sector
is characterized by a relatively high prevalence of temporary contracts and small and medium-sized enterprises, both reinforcing
vulnerabilities to the coronavirus-shock. Overall, these factors risk undermining the economic recovery, which is the case particularly
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in Bulgaria and to a lesser extent also in Hungary.

Since tourism is highly seasonal, most Central and Eastern European economies are making a substantial effort to revive the sector
with the start of the summer season. Following the gradual easing of containment measures, governments are now focusing on
boosting domestic tourism. For instance, both the Czech Republic and Hungary are discussing government-subsidised vouchers to
encourage domestic travel. Still, such measures are unlikely to fully compensate for the loss of foreign visitors, which will leave some
regional economies, in particular Bulgaria, with considerable excess of capacity (Figure BCEE1).

Figure BCEE1 - Capacity of tourist accommodations
in millions of bedplaces in July and August
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Outlook main economies in the world __._

vee
Real GDP growth (period average, Inflation (period average, in %)
in %)
2019 2020 2021 2019 2020 2021
Euro area Euro area 1.2 -9.6 6.2 1.3 0.4 1.5
Germany 0.5 -7.1 5.8 1.4 0.7 2.0
France 1.2 -10.3 6.5 13 0.4 15
Italy 0.1 -1.7 6.1 0.6 -0.1 0.5
Spain 2.0 -12.8 7.7 0.8 0.3 1.6
Netherlands 1.7 -7.5 5.1 2.7 0.7 2.0
Belgium 14 -9.5 5.7 1.2 0.2 1.8
Ireland 5.5 -5.0 4.0 0.9 -1.0 2.0
Slovakia 2.4 -10.0 7.0 2.8 1.2 1.0
Central and Eastern Czech Republic 2.5 -10.0 6.0 2.6 2.5 1.2
Europe Hungary 49 -6.2 5.0 3.4 3.0 3.4
Bulgaria 3.4 -8.0 5.0 2.4 -0.5 2.5
Poland 4.2 -5.0 6.2 2.1 2.7 29
Romania 4.1 -7.0 6.0 39 2.7 3.3
Rest of Europe United Kingdom 1.4 -9.0 6.0 1.8 -0.5 2.5
Sweden 1.2 -5.8 4.1 1.8 0.3 13
Norway 1.2 -6.2 5.0 2.2 1.0 2.2
Switzerland 0.9 -6.0 4.7 0.4 -0.5 0.5
Emerging markets China 6.1 1.0 8.8 29 2.6 2.1
India* 4.7 -1.4 8.0 4.8 3.2 3.8
South Africa 0.2 -8.3 3.8 4.1 3.0 4.2
Russia 1.3 -5.5 2.9 4.2 3.1 3.5
Turkey 0.9 -6.5 4.7 13.9 10.5 10.0
Brazil 1.1 -8.4 5.0 3.7 2.3 34
Other advanced United States 2.3 -6.5 4.4 1.8 0.5 19
economies Japan 0.7 -5.2 3.0 0.5 -0.5 0.0
Australia 1.8 -5.0 4.5 1.6 0.5 15
New Zealand 2.2 -6.0 5.5 1.6 0.4 1.6
Canada 1.7 -6.6 5.1 1.9 0.7 1.7
* fiscal year from April-March 6/18/2020

Policy rates (end of period, in %)

18/6/2020 Q2 2020 Q3 2020 Q4 2020 Ql 2021

Euro area Euro area (refi rate) 0.00 0.00 0.00 0.00 0.00

Euro area (depo rate) -0.50 -0.50 -0.50 -0.50 -0.50

Central and Eastern Czech Republic 0.25 0.25 0.25 0.25 0.25

Europe Hungary 0.90 0.90 0.70 0.50 0.50
Bulgaria - - - - -

Poland 0.10 0.10 0.10 0.10 0.10

Romania 1.75 1.75 1.75 1.75 2.00

Rest of Europe United Kingdom 0.10 0.10 0.10 0.10 0.10

Sweden 0.00 0.00 0.00 0.00 0.00

Norway 0.00 0.00 0.00 0.00 0.00

Switzerland -0.75 -0.75 -0.75 -0.75 -0.75

Emerging markets China 2.95 2.85 2.75 2.65 2.65

India 4.00 4.00 3.75 3.75 3.75

South Africa 3.75 3.50 3.50 3.50 3.50

Russia 5.50 4.50 4.00 4.00 4.00

Turkey 8.25 8.00 7.50 7.50 7.50

Brazil 2.25 2.25 2.00 2.00 2.00

Other advanced United States (upper limit) 0.25 0.25 0.25 0.25 0.25

economies Japan -0.10 -0.10 -0.10 -0.10 -0.10

Australia 0.25 0.25 0.25 0.25 0.25

New Zealand 0.25 0.25 0.25 0.25 0.25

Canada 0.25 0.25 0.25 0.25 0.25
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10 year government bond yields (end of period, in %)

18/6/2020 Q.2 2020 Q3 2020 Q4 2020 Ql 2021
Euro area Germany -0.45 -0.40 -0.40 -0.30 -0.30
France -0.08 0.15 0.15 0.25 0.20
Italy 1.35 2.00 1.85 1.60 1.60
Spain 0.51 0.90 0.80 0.70 0.55
Netherlands -0.26 0.10 0.10 0.20 0.15
Belgium -0.08 0.20 0.20 0.30 0.25
Ireland -0.05 0.10 0.15 0.20 0.25
Slovakia 0.05 0.30 0.30 0.40 0.35
Central and Czech Republic 0.93 0.95 0.90 0.90 0.98
Eastern Europe Hungary 2.39 2.20 2.10 2.00 2.00
Bulgaria 1.00 1.10 0.95 0.70 0.65
Poland 1.43 1.50 1.60 1.70 1.80
Romania 4.05 4.06 4.08 4.10 5.10
Rest of Europe United Kingdom 0.22 0.30 0.40 0.40 0.40
Sweden 0.01 0.05 0.05 0.15 0.15
Norway 0.66 0.60 0.60 0.70 0.70
Switzerland -0.43 -0.40 -0.40 -0.30 -0.30
Emerging markets China 2.90 2.80 2.75 2.65 2.60
India 5.82 6.10 6.10 6.00 5.90
South Africa 9.36 9.20 9.20 9.10 9.00
Russia 5.58 5.60 5.40 5.30 5.30
Turkey 11.75 11.70 11.50 11.50 11.00
Brazil 6.66 6.90 6.80 6.80 6.60
Other advanced United States 0.70 0.70 0.80 0.80 0.80
economies Japan 0.02 0.00 0.00 0.00 0.00
Australia 0.87 0.95 1.05 1.05 1.05
New Zealand 0.89 0.90 1.00 1.00 1.00
Canada 0.53 0.55 0.65 0.65 0.65

Exchange rates (end of period)

18/6/2020 Q2 2020 Q3 2020 Q4 2020 Ql 2021
USD per EUR 1.12 m 1.1 1.14 1.14
CZK per EUR 26.67 26.50 26.20 26.20 26.20
HUF per EUR 345.83 345.00 343.00 345.00 345.00
PLN per EUR 4.46 4.50 4.47 4.42 4.32
BGN per EUR 1.96 1.96 1.96 1.96 1.96
RON per EUR 4.84 4.84 4.84 4.84 4.85
GBP per EUR 0.90 0.90 0.92 0.91 0.90
SEK per EUR 10.56 10.45 10.45 10.40 10.40
NOK per EUR 10.72 10.85 10.80 10.60 10.40
CHF per EUR 1.07 1.06 1.07 1.07 1.08
BRL per USD 5.36 5.00 5.00 5.00 5.00
INR per USD 76.31 75.50 75.00 75.00 74.00
ZAR per USD 17.38 17.50 17.00 17.00 17.00
RUB per USD 69.70 70.00 69.00 68.00 68.00
TRY per USD 6.86 6.90 7.0 7.20 7.30
RMB per USD 7.09 7.05 7.05 7.00 7.00
JPY per USD 106.75 106.00 106.00 106.00 106.00
USD per AUD 0.69 0.67 0.67 0.68 0.70
USD per NZD 0.64 0.64 0.65 0.66 0.67
CAD per USD 1.36 1.37 1.36 1.34 1.32
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Outlook KBC home markets

Real GDP (average yearly change, in %)

Inflation (average yearly change, harmonised CPI, in
%)

Unemployment rate (Eurostat definition) (in % of the
labour force, end of year)

Government budget balance (in % of GDP)

Gross public debt (in % of GDP)

Current account balance (in % of GDP)

House prices (Eurostat definition) (average yearly
change in %, existing and new dwellings)

Belgium

2019

1.2

5.2

-1.9

98.7

-9.5

0.2

7.2

-10.1

118.8

5.7

1.8

7.6

Ireland

2019
55

0.9

4.8

0.7

58.0

-9.5

2.3

Slovakia

2019

2020

69.0

-5.0

-12.0

2020

Part of KBC Group

2021
4.0

2.0
7.0
-5.0
77.0
0.0

8.0

Real GDP (average yearly change, in %)

Inflation (average yearly change, harmonised CPI, in
%)

Unemployment rate (Eurostat definition) (in % of the
labour force, end of year)

Government budget balance (in % of GDP)

Gross public debt (in % of GDP)

Current account balance (in % of GDP)

House prices (Eurostat definition) (average yearly
change in %, existing and new dwellings)

Czech Republic

2019 2020
2.5 -10.0
2.6 2.5
2.0 5.2
0.3 -8.6
30.8 41.8
3.1 -1.4
9.2 -2.0

Hungary

2019

2020

6.0

1.2

5.7

431

-1

2.4
2.8

5.6

48.0
-1.0

9.1

Bulgaria

2019

9.0

-8.0

58.0

-5.0

-5.0

2020

10.5

-6.0

60.0

-4.5

Real GDP (average yearly change, in %)

Inflation (average yearly change, harmonised CPI, in
%)

Unemployment rate (Eurostat definition) (in % of the
labour force, end of year)

Government budget balance (in % of GDP)

Gross public debt (in % of GDP)

Current account balance (in % of GDP)

House prices (Eurostat definition) (average yearly
change in %, existing and new dwellings)

KBC Economic Perspectives

4.9

3.4

3.4

66.3

0.0

14.8

-6.2

3.0

6.4

-5.5

73.5

-5.0

5.0

3.4

5.6

34

2.4

4.2

2.1

20.4

6.0

-8.0

-0.5

8.0

-4.0

24.0

5.0

2.5

10.0

26.0

3.0

June 2020 | 16



Contacts

KBC Group Economics and Markets (GEM)

Economic Research (KBC)
Jan Van Hove
Group Chief Economist

chiefeconomist@kbc.be

Dieter Guffens
Senior Economist

dieter.guffens@kbc.be

Johan Van Gompel
Senior Economist

johan.vangompel@kbc.be

Lieven Noppe
Senior Economist

lieven.noppe@kbc.be

Cora Vandamme
Economist

cora.vandamme@kbc.be

Allison Mandra
Economist

allison.mandra@kbc.be

Market Research (KBC)
Mathias Van der Jeugt
Head of Market Research

mathias.vanderjeugt@kbc.be

Peter Wuyts
FX Analyst

peterwuyts@kbc.be

Mathias Janssens
Analyst

mathias.janssens@kbc.be

Stock Research (KBC)
Tom Simonts
Senior Financial Economist

tom.simonts@kbc.be

Steven Vandenbroeke
Senior Financial Writer

steven.vandenbroeke@kbc.be

Jan Goethals
Financial Content Officer

jan.goethals@kbc.be

CSOB - GEM Prague CSOB Slovakia

Martin Kupka Marek Gabris
Chief Economist Analyst
mkupka@csob.cz mgabris@csob.sk
Petr Dufek
Senior Analyst
pdufek@csob.cz

K&H Bank Hungary
Jan Cermék Dévid Németh
Senior Analyst Chief Economist
jcermak@csob.cz david2.nemeth@kh.hu
Jan Bures
Senior Analyst
jabures@csob.cz

KBC Bank Ireland
Petr Baca Austin Hughes
Analyst Chief Economist
pbaca@csob.cz austin.hughes@kbc.ie
Irena Prochazkova Shawn Britton
Analyst Economist
iprochazkova@csob.cz shawn.britton@kbc.ie
Dominik Rusinko
Analyst

drusinko@csob.cz

Wouter Beeckman
Analyst

wbeeckman@csob.cz

For general information:

Part of KBC Group

UBB Bulgaria
Petya Tsekova
Chief Economist

cekova_p@ubb.bg

Petar Ignatiev
Chief Analyst

Petar.Ignatiev@ubb.bg

CBC Banque
Bernard Keppenne

Chief Economist CBC

bernard.keppenne@cbc.be

KBC.Economic.Research@kbc.be

Visit our website www.kbceconomics.com to
find more analyses and projections of the KBC
economists.

[=] i =]
[=]%2

KBC Economic Perspectives

Contact: Jan Van Hove, Chief Economist KBC Group NV, Havenlaan 2, B-1080 Brussels, Belgium

Responsible editor: KBC Groep NV, Havenlaan 2 — 1080 Brussel — Belgié — BTW BE 0403.227.515 — RPR Brussel

E-mail: economic.research@kbc.be

This publication has been realized by the economists from the KBC-group. Neither the degree to which the hypotheses, risks
and forecasts contained in this report reflect market expectations, nor their effective chances of realisation can be guaranteed
The forecasts are indicative. The information contained in this publication is general in nature and for information purposes
only. It may not be considered as investment advice. Sustainability is part of the overall business strategy of KBC Group NV
(see https://www.kbc.com/en/corporate-sustainability.html). We take this strategy into account when choosing topics for our
publications, but a thorough analysis of economic and financial developments requires discussing a wider variety of topics
This publication cannot be considered as ‘investment research’ as described in the law and regulations concerning the markets
for financial instruments. Any transfer, distribution or reproduction in any form or means of information is prohibited without
the express prior written consent of KBC Group NV. KBC cannot be held responsible for the accuracy or completeness of this
information. All historical rates/prices, statistics and graphs are up to date, up to and including 15 June 2020, unless otherwise
stated. The views and forecasts provided are those prevailing on 15 June 2020

June 20201 17


http://www.kbceconomics.be

