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The outlook for international economic activity has worsened considerably since the 
release of December 2011 projections derived from the Indiana Econometric Model.  
The European economy has slipped into recession, with 1st Quarter 2012 estimates of 
GDP growth of -0.3%.  Projections by the European Commission estimate 2012 growth 
at 1% in the Euro Area (Monetary Union).  However, these estimates are somewhat dated 
and new data releases from several EU nations over the past week point towards a deeper 
recession.  The most optimistic forecasts call for a slow recovery through 2013 for the 
Euro Monetary Area.   
 
The effect of an Euro Area recession on the United States economy can be informed by 
an empirical examination of growth dynamics.  These dynamics suggest strong 
synchronization between major EU nations and the United States.  High levels of 
financial integration and the fact that U.S. exports to the EU region account for roughly 
2.3% of GDP on an annual basis clearly integrate connectedness between the economies.  
Figure 1 illustrates annual growth rates of GDP between the largest EU nations (UK, 
France, Germany, Italy and Spain) and the USA from 1960 through 2010.   
 
As is apparent from this graphic, only two periods of notable divergence have occurred 
over the past half century.  In the period following the recovery of 1983-84 the European 
economy adjusted more slowly than did the U.S.  This is likely attributable to less 
flexible labor markets throughout the region.  In the period 1990-91 the U.S. entered a 
recession precipitated by high gasoline prices coincident with the Invasion of Kuwait and 
subsequent Gulf War.  During this same period, the European economy grew robustly, in 
part due to easing trade and labor market restrictions following the easing of tensions at 
the end of the Cold War.  Europe is also much less sensitive to energy prices than the 
United States, and so the 1990-91 U.S. recession did not affect Europe until the following 
year.  
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Figure 1, EU/USA, Real GDP Growth 1960-2010 

 
 
 
Further analysis of the link between the U.S. and EU(-) nations indicates a persistent link, 
with the two regions exhibiting a highly cointegrated relationship.  This suggests that a 
decline in European economic activity of the magnitude currently observed will 
significantly slow the U.S. economy.   Indeed, our estimates of the response of a -0.3% 
EU growth rate suggests the U.S. economy would see a similar drop in GDP to -0.2%.   
 
This strongly suggests that the United States will see inflation adjusted GDP growth drop 
beneath zero for at least one quarter in either 2012 or 2013.   
 
Domestic data bear out this projection.  U.S. job creation numbers, which depicted a 
hopeful environment in January, have experienced three months of decline.  Weekly 
claims of unemployment insurance have risen in an obvious trend and labor force growth 
nationally is negative.  While not all U.S. indicators point to a looming recession, the 
most critical evidence of a slowing economy is taking shape.   
 
Indiana continues to qualitatively outperform the national economy.  Though the Indiana 
unemployment rate remains near the national average, and only modestly below the 
Midwestern average, this is due primarily to a growing, not shrinking labor force.  While 
it is likely the state will continue to see job growth exceed the national average, slower 
growth in Indiana will occur if the United States slips into a recession.  


