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CEE: Testing times
Lower growth, lower rates,
narrower deficits

With much of the developed world in the midst of multi year adjustment process, we enter
2012 facing a lower growth environment, though downward pressure on economic activity
arising from bank deleveraging and fiscal tightening will be partially offset by easier monetary
policy. The Euro Area retains center stage but the US continues to stuggle with its own debt
issues. At the time of writing, the Euro Area was working towards a series of initiatives to
bolster fiscal integration and build firewalls. While we expect 2012 to prove a more constructive
year for EMU than 2011, market pressures are likely to abate only gradually.

Leaders and laggards on EMU growth next year… Borrowers must turn to savers and visa versa (EMU C/A deficits)
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2012: Another year of necessary
growth divergence within EMU to
address underlying imbalances

In more detail, we have lowered our forecast for EMU GDP growth in 2012 to 0.8%, a couple
of tenths below our September forecast. Within EMU we see Germany and Austria continuing
to post positive growth rates next year (1.2% and 1.1% respectively) but Italy will be firmly in
recession, as well many of the periphery economies. The US looks set to lead EMU, posting
growth of 1.6% next year.

Fiscal targets are less flexible
than growth projections,
introducing downside risks
to growth

The risks are weighted to the downside however. One of EMU’s greatest challenges next year
is balancing the need for fiscal consolidation and growth. The European Commission's latest
forecasts put this year's budget deficit within EMU at 4.1%, 2pp narrower than in 2010. 2012
looks set to see a further 0.8pp of tightening, keeping the EMU budget deficit on track to
reach 3.0% of GDP by 2013. Efforts taken by a number of countries on the fiscal front within
EMU are sizeable. For example Italy is now targetting a deficit of 1.6% of GDP next year,
down from 3.9% of GDP this year, despite a contraction in GDP. France has complemented
Italy's efforts, with more likely to follow post election. While these budgets are based on
relatively modest growth assumptions, fiscal targets in the current market environment are likely
to prove much less flexible than growth assumptions, should growth surprise on the downside.

Monetary policy to
help ease downturn

In this environment we expect monetary policy to turm more accommodative. The ECB has
already acted to temper this downward pressure, having reversed its 50bp in rate hikes while
also announcing the provision of 3 year liquidity and lowering collateral requirements. There is
potential for it to cut rates further. We expect the Fed will follow up on the BoE and announce
another round of QE.
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Central bank balance sheets are growing & will continue to do so Policy rates low and in EMU potentially heading even lower
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2012 for CEE: Most likely another year of two halves
Risk channels from EMU to CEE At least the start of 2012 will be a particularly testing period for the CEE region. The primary

uncertainty at this stage stems from EMU via a number of channels. Weaker growth in EMU
translates into weaker external demand for CEE exports. To the extent that EMU woes have
translated into a significant decline in global risk appetite and slowed inflows to emerging
markets as an asset class, CEE has also seen its primary source of capital inflows over
recent quarters slow significantly. Lastly the banking sector within EMU must undergo a
process of deleveraging which risks translating into an outflow of capital from CEE and a
renewed downturn in economic activity.

Economic activity has been
impressively resilient to date –
we retain our forecast of 4.4%
for CEE growth for 2011, with
upside risks

The good news is that to date economic activity in the region is holding up relatively well. We
have opted to leave our full year forecast of 4.4% for the CEE region unchanged, allowing for
a very sharp slowdown in the data over Nov-Dec. The vast majority of countries posted an
expansion in GDP in 3Q, albeit with the help of some one offs such as agriculture. For
example 3Q saw Hungary, Poland, Romania and Russia post qoq gains in GDP of 0.5%,
1.0%, 1.6% and 1.8% yoy respectively. Examining industrial production data in October, the
data points to a region which is a long way from free fall in terms of economic activity.
Relative to 1H the pace of gains in industrial production has weakened and in some econo-
mies in the region it has come to a halt but there is little to say that we are headed for a sharp
outright contraction at this stage. Averaging IP gains for October where available, IP is up
0.2% mom SA, following a gain of 1.1% mom in September. Examining country specifics,
Turkey (4.4%), Bulgaria (0.4%), Czech (0.1%), Kazakhstan (1.9%) and Russia (0.9%) all
showed gains (mom SA). In Hungary IP fell 0.9% mom but this follows a bumper gain of 3.8%
mom in September. In 3Q CEE industry fell 0.4% qoq, following gains of 0.9% qoq in 2Q.
Should IP flatline between October and year end, 4Q will see a gain of 1.3%. That leaves us
scope for downside surprises on the data in the next couple of months before industry shows
a qoq contraction in 4Q.


