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Against a backdrop of intense pressure on energy prices, the sharp rise in inflation is having a negative impact on economic
activity. In Luxembourg, activity is expected to grow only moderately in 2022 and 2023, with the measures agreed at the
end of the tripartite negotiations diminishing the risks of a recession next year.

This year, the international economic climate has been
characterised by historically high inflation. The latter
continues to rise across Europe, mainly driven by the
impact of the war in Ukraine on energy costs.

This energy crisis follows in the wake of the pandemic and
poses many challenges. In Europe, measures have been
taken to limit the increase in household energy bills and gas
supply disruptions. Monetary policies in most developed
economies have been tightened in order to reduce inflation,
which will restrict financing for economic actors and
increase the risks related to high levels of debt.

Activity in the euro area remained solid in the first half of
2022, however the third quarter was marked by a clear
slowdown. Business and household confidence continues
to deteriorate as winter approaches, thus pointing towards
an even more challenging end of year and start of 2023. In
the euro area, GDP is expected to stagnate in 2023, after
growing by 3% this year.

Nevertheless, there are many uncertainties surrounding
this scenario: the evolution of the conflict in Ukraine, the
impact of energy prices on the markets, future monetary
policy decisions as well as the temperatures during the
upcoming winter.

Activity in Luxembourg fell in the second quarter of 2022,
affected in particular by the negative performance of
manufacturing and construction. These two branches
experienced supply-chain issues in 2021 and witness a
dropindemand this year. The financial sector held up better
in the second quarter, butits value added in the first half of

the year was lower than in the first half of 2021, with the
results of financial auxiliaries affected by the deteriorating
stockmarketenvironment. While the currentriseininterest
rates may represent an opportunity for banks to increase
earnings, it has been accompanied by a fall in demand for
loans, combined with stricter lending conditions.

The outlook for the second half of the year is bleak, with
surveys pointing towards a further deterioration in the
business climate coupled with highly negative signals
for household consumption, in particular concerns about
high inflation. The measures to counter the effects of
rising energy prices, negotiated under the tripartite
agreements, will be a major support for the purchasing
power of households and the businesses affected by the
energy crisis. Economic activity should therefore continue
to rise, but on a very modest growth trajectory, with real
GDP growth expected at 1.7% this year, then 1.5% in 2023.

2022 has been marked by historically high levels of
inflation, although it is less pronounced in Luxembourg
thanelsewherein the EU. This surge in inflationis the result
of a combination of factors ranging from global supply
bottlenecks, increased demand resulting from a «return to
normal» after two years of health restrictions, tensions on
the energy market amplified by the war in Ukraine and the
appreciation of the dollar, which automatically raises the
price of several imported goods.

The delayed impact of soaring energy prices on all other
prices, especially food prices, is putting strong upward
pressure on inflation in Luxembourg. This effect is
reinforced by the depreciation of the euro, which looks
set to last longer than previously anticipated. These
developments have led STATEC to revise its inflation
forecasts upwards.



In line with high inflation, the compensation per employee
showed strong growth in Q2 2022 in the euro area and
Luxembourg. Over the year as a whole, the compensation
per employee is expected to increase by 6.3% in
Luxembourg, and by 5.6% in 2023, under the major effect
of successive index brackets. Real household disposable
income per capita - i.e. purchasing power - is expected to
stagnate in 2022 and to increase by about 2% in 2023, with
the purchasing power of low-income households being
significantly supported by the measures agreed in the
tripartite negotiations.

While job creations remain relatively high in the euro area
and in Luxembourg in autumn 2022, they have clearly
entered aperiod of slowdown. The unemploymentrate, even
if it remains low, has recently resumed an upward trend in
Luxembourg [as well as in several countries of the euro
area). Business employment prospects, as well as other
leading indicators of employment, have worsened during
2022, leaving little doubt that unemployment will continue
torise. However, thisincrease should be moderate, with the
proportion of vacancies still at a historically high level.

During 2022, the labour market was still buoyed by the
post-pandemic recovery, however the outlook for 2023
is gloomier. The near-stagnation in activity forecast
for the euro area will also be accompanied by a sluggish
employment market. In Luxembourg, the slowdown in
activity would be less marked but would still lead to a
slowdown in employment (from +3.4% to +2.3% in 2022] as
well as a slight rise in unemployment (to 5.1% of the labour
force, compared to 4.8% in 2022].

In 2022, tax revenues in Luxembourg were boosted hy
the effects of high inflation on VAT revenues, household
taxes and social contributions. However, there has been
a slowdown in revenue growth since the second quarter,
due to weaker fuel sales and the stock market pullback. The
slowdown should accentuate in 2023 with the reduction in
VAT rates, a less buoyant property market and, in general, a
more subdued economic climate.

Government spending has increased strongly in 2022,
driven by growth in employment, wages, pensions and
operating costs. Spending growth is expected to be even
stronger in 2023, partly as aresult of measures introduced
tocurb highinflationandto help households and businesses
particularly affected by rising energy prices.

The nominal balance will then deteriorate from -0.4% of
GDP in 2022 to -2.8% in 2023. This is a sharp downward
revision from previous forecasts, however it reflects the
weaker economic climate and the measures taken as a
result of this situation.

Energy markets are in turmoil, generating high price
volatility. Largely due to the war in Ukraine, gas and
electricity prices reached historically high levels this
summer, while oil prices returned to levels not seen since
2014.These developments have threatened the purchasing
power of households and raised costs for companies. On
the other hand, this fossil fuel crisis could accelerate the
energy transition.

Two tripartite negotiations were held in Luxembourg within
six months to implement measures to mitigate rising
energy bills and inflation in general. Anticipating a potential
shortage of gas, and even electricity, the EU has issued
recommendations to member states to guarantee supply,
with targets for storage and consumption reductions.
A mild winter start has also helped to lessen the risk of
shortages. Luxembourg consumed much less gas over the
first 9 months compared to the average of the previous five
years (-19%, against -7% in the EU]. The surge in energy
prices in 2022 has therefore had a resounding impact on
consumption. On the other hand, the aid measures taken
in neighbouring countries have temporarily removed the
competitive advantage of Luxembourg’s petral prices,
leading to a fall in fuel sales. Greenhouse gas (GHG]
emissions have thus decreased by 10% in 2022, to below
the level witnessed in the crisis year 2020.

e Economic impact of a halt in Russian natural gas
deliveries for Luxembourg

e Impact of the rise in interest rates on banks in
Luxembourg

e Gains and losses in household purchasing power in the
context of the energy crisis
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Gas rationing

Baseline scenario scenario!
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Slower policy
tightening scenario?
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Growth rate in % unless otherwise specified
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1 The negative scenario with gas rationing is based on assumptions made by Oxford Economics in August. It mainly consists of a complete halt of Russian gas
deliveries in Q4 2022 and a 10% rationing in European industry until spring 2023. Inflationary pressures would intensify, which would trigger a tighter monetary

policy than in the central scenario.

2 In the high scenario, production prices would ease in a climate of more fluid supply chains. Inflationary pressures should therefore fade more quickly than expected,

prompting an easing of monetary policy. On financial markets, equity prices would rise sharply and government bond yields would fall, while most currencies

including the EUR would appreciate against the USD.

3 Evolution 2005-2021.
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