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Activity inthe United Statesand the United Kingdom
seems headed for below-potential growth in the
early part of 2003 because of a slowdown in house-
hold consumption. The negative wealth effects on
consumption can no longer be expected to be offset
by the beneficial impact of economic policiesasin
2002. In particular, householdsarelikely gradually
to reduce their mortgage borrowing and their refi-
nancing of earlier mortgages, as the impact of past
cutsin money-mar ket rateswill gradually disappear.
Moreover, the expected slowdown in house pricesis
likely to have an unfavourable effect on recourseto
borrowing of thiskind. Consumption would also be
affected inthe early part of theyear by theriseinthe
oil priceand thewor sening of househol d confidence,
especially because of uncertainties surrounding the
Iraq crisis.

Investment, on the other hand, should continue to
strengthen, in view of the ongoing easing of borrow-
ing terms for firms in the United States and the
United Kingdom. Capital goodswould be more par-
ticularly targeted, with the aim of improving the pro-
ductivity of productive capacity already installed.

The final months of 2002 saw corporate demand
partly taking up the running from household
consumption in the United States

For the whole of the year 2002, American growth
amounted to 2.4%, slightly below potential (see ta-
ble). Whereas household consumption was brisk,
firms continued to keep atight rein on spending.
Meanwhile, the external environment provided little
support.

Household consumption was boosted in 2002 by
three factors: the tax cuts introduced in 2001 and
2002, the refinancing of mortgage loansthat became
particularly advantageous because of the steep de-
clineininterest ratesin 2001 and 2002 and the ex-
ceptional incentives offered by the carmakers.
These factors partly compensated households ® for
the negative wealth effects linked to the slump in
stock-market pricesin 2002.

GDP IN LEADING INDUSTRIALISED COUNTRIES OUTSIDE THE EURO ZONE

(share of countries in oecd total)

(Annual and half-yearly % change)

Half-yearly % change Annual average
2002 2003 2003
H1 H2 H3 H4 H1 H2 2001 | 2002 (c.0)
UNITED STATES (34.0%)

GDP 1.2 0.3 1.0 0.4 0.6 0.7 0.2 24 2.0
Imports 2.1 5.0 0.8 1.7 1.6 1.1 -3.0 35 5.4
Private consumption 0.8 0.4 1.0 0.4 0.4 0.6 25 3.1 1.8
Public expenditure @) 1.4 0.4 0.7 1.2 0.8 0.8 3.6 4.4 2.8
Total private GFCF @ -0.1 -0.2 -0.1 1.1 1.0 1.5 -3.9 -3.1 29
Exports 0.9 3.3 1.1 -11 1.2 1.2 -5.5 -1.7 2.7
Contributions :  Domestic demand excluding stocks 0.8 0.3 0.8 0.7 0.6 0.8 17 2.4 2.2
Stock change 0.8 0.4 0.1 0.1 0.1 0.0 -14 0.7 0.3
Foreign trade -0.2 -0.3 0.0 -0.4 -0.1 0.0 -0.2 -0.6 -0.5

UNITED KINGDOM (5.6%)
GDP 0.1 0.6 0.9 0.4 0.4 0.5 2.0 1.6 1.9
Imports 1.6 1.3 -0.3 -0.3 -0.3 0.5 2.8 1.2 0.3
Private consumption 0.6 11 0.8 1.0 0.3 0.5 4.1 3.9 2.3
Public consumption 1.1 -0.9 1.3 0.8 1.0 1.0 3.1 4.2 3.3
Total GFCF @) -2.7 14 -1.3 -0.6 0.0 0.5 0.3 -4.5 -0.2
Exports 0.4 3.8 -0.9 -3.4 -0.3 0.2 1.2 -14 -2.1
Contributions :  Domestic demand excluding stocks 0.1 0.8 0.6 0.7 0.4 0.6 3.3 2.7 2.7
Stock change 0.4 -0.9 0.4 0.7 0.0 0.0 0.0 -0.1 0.1
Foreign trade -0.5 0.8 -0.2 -1.0 0.0 -0.1 -0.7 -1.0 -0.8

Forecast
(1) Public consumption and investment
(2) Investments of firms and households
(3) Investments of firms and households and public investment
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In addition, households also took advantage of the 0

decline in mortgage rates to make very substantial

i i 1 i INVESTMENT IN EQUIPMENT AND SOFTWARE AND BUILDINGS
Investments in realo estate. Housi ng Invesiment rose AND PRODUCTIVE CAPACITY UTILISATION RATES

at arate close to 4% for the year asawhole. f % goqehanges

— productive capacity utilisation rates -->

For firms, on the other hand, 2002 was ayear of con- 6 —83
solidation: privateinvestment excluding housing fell . e
by almost 6% during the year. Asin 2001, compa
nies reabsorbed the excess accumulation of previous 2 —t
years and accordingly cleaned up their balance 0 _lso
shests.

2 —79
However, corporate behaviour became gradually 4 _l7g

lessrestrictivein the course of 2002, even though ex-

pectationsregarding demand and thedeteriorationin ni

== <-- investment in buildings

anatne((::; ?IIr?ggéﬁ?ggﬁgg}?;gignpgg{;?ﬁv%&? = < investment in equipment and softwar mik
Thefal ininvestment slowed down during 2002 and o 1998 1999 2000 2001 2002 2_007:;5

towards the end of the year the investment growth sources : BEA et FRB
rate even turned positive again. Thiswas due to the
recovery ininvestment in machinery and software as
of Q2 2002, with firms attempting to cut costs and
improve productivity. Ontheother hand, investment
in buildings continued to decline throughout the
year, reflecting business leaders’ policies of not in- 0

creasing their productive capacity (see graph 1). CHANGES IN IVENTORIES
Inventory behaviour also became more positive Mds of § 1996 ANDINVENTORVISALES RATIO
starting in 2002. After drawing down stocks 10— < changes in inventories
throughout 2001, firms began to rebuild them again
starting in Q1 2002. Thisreversal ininventory be-
haviour explains the substantial contribution of
inventory changesto growthin 2002 (+0.7 of apoint

of GDP).

== inventory/sales ratio -->

1,55

1,50

1,45

(1) These generally positive factors from the households 140

point of view are necessarily unfavourable from the point of
view of the lending agents: everything else remaining equal,

the gover nment’ sfinances deteriorate, whilethefinancial sit- 100~ —135
uation of the banks or other creditors supplying the 92 93 94 95 9 97 98 9 00 01 02 03
refinancing is adversely affected, asisthat of the carmakers sources : BEA et Census

adopting the exceptional incentives.

TOTAL EXPORTS, MERCHANDISE EXPORTS AND CONTRIBUTIONS OF
MERCHANDISE EXPORTS BY COUNTRY GROUP
growth rate, in % growth rate, in %
8 = total exports (in volume) --> e
— merchandise exports (in volume) -->

contributions of merchandise exports :

North America Asia == other countries
== Western Europe == South America

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
sources : BEA, Census
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Even so, therate of re-stocking hasremained moder-
ate, and this was particularly true of H2 2002. Fol-
lowing adistinctincreaseintheearly part of theyear,
stocks have since been maintained at alevel that re-
mains low in relation to sales (see graph 2). The
more cautious inventory behaviour of firmsin the
second half of the year probably reflectsthe tighten-
ing of financial conditions linked to the fall in
stock-market pricesand rising uncertainty regarding
the demand outlook.

Meanwhile, the external environment was of little
support in 2002, with exports down by 1.7% on
2001. Thisfall results mainly from the reductionin
exportsto the euro zone, where growth was particu-
larly weak in 2002 (see graph 3).

However, the rate of export decline slowed substan-
tially compared with 2001. After reaching alow in
Q4 2001, exports picked up again in 2002. Thisre-
covery was mainly theresult of therisein exportsto
Asiaand North America (see graph 4).

The liveliness of importsin 2002 is due to the firm
growth in consumption and to the reversal of inven-
tory behaviour. All inall, foreigntrade madeafairly
substantial negative contribution to growthin 2002.

The delayed impact of past stock-market declines
can be expected to hold back American growth in
2003

The American economy islikely to continueto grow
in2003 at arateslightly below itspotential inview of
the persistence of negative wesalth effects, the slow-
down in mortgage refinancing and the smaller fiscal
stimulus compared with 2002.

Following a marked slowdown towards the end of
|ast year, consumption growth seems set to continue
inQ12003 at arelatively low rate. Thisisthepicture
painted by retail salesfiguresfor January and Febru-
ary, which bring the statistical growth carry-over for
Q110 0.5% invalueterms. There would then be an
acceleration in Q2.

Inrelation to its potential, consumption growth is
likely to berelatively slow, averaging 0.5% aquarter.
Thenegativeweal th effects associated with past falls
in equity prices can be expected to hold back con-
sumption in 2003 (see graph 5). The further cutsin
taxes proposed by the government for 2003 are un-
likely to be brought in beforethe summer. Inthefirst
two quarters of 2003, therefore, they would not be
present to offset the negative wealth effects, as was
the casein 2002. Moreover, the conditionsfor mort-
gagerefinancing are probably about to stabilise. Af-
ter passing on the steep declinesin long ratesin 2001
and 2002, the rates for thistype of borrowing can be
expected to cease falling (see graph 6). The Fed no

o

MERCHANDISE EXPORTS BY COUNTRY GROUP
by month, 2002
~ y oy changes, in %
== merchandise exports

= exports to Asia
— exports to Western Europe
= exports to North America

january april july october
source : Census

L5

REAL-ESTATE-BACKED BORROWING
AND REAL-ESTATE PRICE INDEX
y oy changes, in %
= <-- real-estate-backed borrowing (stock)
= real-estate price index -->

s —s
1998 1999 2000 2001 2002 2003
sources : ONS et Nationwide Building Society

longer has much leeway for rate cuts, meaning that
long rates and mortgage rates can be expected to sta-
bilisein 2003. Thegrowthinresourcesderived from
mortgagerefinancing could therefore gradually slow
down and make a smaller contribution to consump-
tion growth in 2003 (see graph 7). Finaly, interna-
tional political tensions will probably affect con-
sumption growth viatheimpact on theoil price. The
riseintheoil pricethat beganin November 2002 has
added to inflation and is eating into household pur-
chasing power (seebox). Theinternational political
tensions are al so affecting consumption by impair-
ing consumer confidence (see box in the overview).

Total investment (firms and households) is also
likely to be affected by therisein the oil price, but
with alonger time lag than in the case of consump-
tion, meaning that the effects would not be felt be-
fore the end of 2003 (see box).
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IMPACT OF THE RISE IN THE OIL PRICE ON AMERICAN GROWTH

The rise in the oil price from November 2002 to the pres-
ent is the result of the build-up of international political
tensions between the international community and Iraq
and of the domestic crisis that halted oil production in
Venezuela for almost two months (December 2002 and
January 2003). With a conflictin Iraq in prospect, the mar-
kets anticipated a substantial negative shock to oil
supplies corresponding to a stoppage of production in
both Iraq and Venezuela. A shock of this kind can largely
explain the rise in the price of oil seen between November
2002 and the present (see box in the section dealing with
oil — available only in the French version).

Inthe past, sharp rises in the oil price have had a major re-
cessionary impact, with a time lag of roughly one year
(see graph). The aim of this box is to evaluate the impact
of the recent rise in the oil price on American economic
activity.

The rise in the oil price is liable to affect the behaviour of
all economic agents. It eats into household purchasing
power and as a result depresses consumption. It also re-
duces the demand for firms’ products and hence acts as a
curb on investment.

In order to measure the amplitude of this impact, an equa-
tion can be estimated linking the variable of interest (for
example, GDP) to variations in the oil price. A key prob-
lem in estimations of this kind stems from the possible
endogeneity of the oil price @) In order to deal with this,
the method worked out by Hamilton (What is an Oil
Shock? 2000, NBER WP N° 7755) was used (@). Simply
expressed, this method consists of taking only those rises
in the oil price that result from exogenous international
political tensions and to evaluate their impact on GDP (3.
The exogenous international political tensions examined
by Hamilton are the crises taking place in the Middle East
and which are recapitulated in the box in the section deal-
ing with oil — available only in the French version.

The estimates (reproduced below) show that rises in the
oil price have a major effect on GDP, but with a time lag of
4 quarters (this result is very close to those obtained by

UNITED STATES GDP AND OIL PRICE
3 yoychanges, in % WTI, in $ per bar/el_ m

— oil price -->

—130

il Al |

70 75 80 85 90 95 00
sources : BEA et Global Insight

Hamilton). In the shorter term, they seem to have a
negative effect on consumption and imports, so that the
impact on GDP turns out to be non-significant. Four quar-
ters after the shock, investment and GDP are also
affected. The presentrise in the oil price can therefore be
expected to have a negative impact on consumption and
imports during H1 2003 but would not influence GDP and
investment before the end of 2003. m

1) The following example explains the notion of endogeneity and
shows why it should pose a problem for our estimate. Let us as-
sume the occurrence of a negative shock having a direct effect on
GDP (i.e., through a different channel from that of the oil price);
the reduction in activity depresses the demand for oil and, in so
doing, brings down the oil price; the relationship between GDP
and the oil price in this example can therefore be seen to intro-
duce a bias into the estimation of the impact of a variation in the oil
price on activity.

(2) The Hamilton method also makes it possible to take account
ofthe fact that rises and falls in the oil price do not have symmetri-
cal effects.

(3) Hamilton proposes to use the variable Q as an instrument for
the variations in the oil prices (defined more precisely in the box in
the section dealing with oil — available only in the French version).
This variable measures the ex ante variations in the supply of oil
resulting from exogenous international political tensions.

Equations:

TxPIB = 0.007 + 0.23 * TxPIB(-1) — 0.07 * TXPPET(-4)
(6.4) (2.8) (-3.2)

TXCONSO = 0.009 + 0.36 * TXCONSO(-2) — 0.29 * TXCONSO(-4) —0.04 * TXPPET(-1) - 0.04 * TXPPET(-4)

(8.0) 4.7) (-3.5)

(-2.4) (-2.1)

TXINVT = 0.02 - 0.28 * TXINVT(-4) - 0.30 * TXPPET(-4) —0.38 * TXPPET(-5)

(3.8 (-3.3) (-2.3)

Estimation period: 1949:Q2 2002 :Q4

where: TxPIB = GDP growth rate
TXCONSO = Consumption growth rate
TXINVT = Investment growth rate
TXPPET = Crude oil growth rate

(-3.0)

March 2003
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FED FUNDS, LONG TERM BORROWING
AND MORTAGE BORROWING RATES

in %

T - mortage borrowing rate
L = long term government borrowing rate |
— Fed funds rate

1999 2000 2001 2002
source : FRB, Department of Treasury, Moody’s investors

RESOURCES DERIVED FROM MORTAGE REFINANCING
AND REAL-ESTATE PRICES

= <-- resources derived from mortage refinancing

y oy changes, in % 10

1999 2000 2001

sources : FRB, NAR et BEA
“average selling prices of existing houses

2002
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STOCK-MARKET INDEX AND SPREAD BETWEEN
CORPORATE BONDS AND GOVERNMENT BONDS
in points
| |
— spread between corporate* and government bondsj-->_|
| == <-- Dow Jones industrial

october 2002-->
|

in %
—2,50

2,00
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source : WEFA, FRB
*for firms rated AAA

Since the end of 2002, companies’ financing condi-
tions have been gradually easing. Therisk premium
paid by firmsfor obtaining finance on the bond mar-
ket isin fact starting to decline from the high level
reached at the time of the 2002 stock-market shock
(see graph 8). In 2003, investment is nevertheless
likely to pick up only modestly (by 1.2% and 1.4%in
Q1 and Q2 2003, compared with 0.6% in Q4 2002)
and stocking behaviour is not likely to be more than
slightly positive, given that capacity utilisation rates
remain low (see graph 1). Firmsare likely to con-
tinue to invest in the new technologies in order to
raise productivity, but not to raise other than very
slowly their investment aimed at increasing produc-
tive capacity.

Turning to the household sector, housing investment
islikely to remain fairly brisk in 2003 (+0.7% and
+1.5%in Q1 and Q2 2003, compared with +2.2%in
Q4 2002). Thisgrowthisneverthelesslikely to slow
down, given that mortgage rates would no longer be
falling. Furthermore, the poor weather conditions
experienced in February will probably have affected
housing investment in Q1.

Following therisein the oil price, importsarelikely
toincrease lessrapidly. Thisrise has been having a
direct negative impact on imports of energy and an
indirect impact on other imports because of the de-
clinein consumption. The slower growth inimports
would in the short term compensate for the negative
impact on GDP of the slowdown in household de-
mand (see box). This means that the weakness of
GDP growth compared to its potential would resullt,
in thefirst place, from persistent negative wealth ef-
fectsand the smaller fiscal stimulusin the early part
of the year.

Theexternal environment can be expected gradually
to become morefavourable to growth. American ex-
ports, affected in Q1 2003 by the slackness of de-
mand in the euro zone and its slowdown in the
United Kingdom, should benefit from the revival in
trade with North Americaand Asiaand from the de-
preciation of the dollar.

Asfor public spending, this should continueto rise
fairly strongly because of themilitary spending com-
mitted for the war in Iraqg.

Private and public consumption the main growth
motors for the United Kingdom in 2002

The United Kingdom economy grew by 1.6% in
2002, the lowest annual figure since 1992. This
weaknessis due to an unsupportive international en-
vironment, especially in the case of the euro zone.
As a result, exports dropped by 1.4% in 2002
whereas imports rose by 1.2%, boosted mainly by
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the strength of private consumption. Allinal, exter- Po)
nal trade made a negative contribution of 1 point to

United Ki ngdom GDP gl’O\Nth. UNITED KINGDOM AND EURO ZONE GDP

. .. . . 15— q o g changes, in % s
Theweakness of economic activity isalso explained

by the drop in investment (down 4.5%). Corporate

investment fell by 10% asaresult of the weakness of

industrial activity, which was particularly depressed o -0
throughout the year, but it was also affected by the

deterioration in financing conditionsin the second

half of theyear. Meanwhile, public investment rose 05 05
by 18%.

Despite the global slowdown, economic activity in 00
the United Kingdom remained relatively firmin re-
|ation to that of the euro zonein 2001 and 2002 (see
graph 9). 05 —os

1995 1996 1997 1998 1999 2000 2001 2002
sources : ONS et Eurostat

= United Kingdom
== euro zone

United Kingdom growth wasto alarge extent stimu-
lated by household consumption, which remained
very brisk in 2002 (rising by 3.9%). For onething,
the steep risein house prices encouraged borrowing, (10}

sinceproperty isregularly used by UK householdsas
loan security (see graph 10). For another, the low
level of monetary interest rates — 4.0% throughout
2002, down from 6.0% at the beginning of 2001 —
consolidated UK households’ financial situations.
Householdsin fact carry avery high debt ratio and
most of thisis at variable rate. This meansthat any
lasting decline in interest rates reduces the debt bur-
den. Thelow level of interest rates and therisein
house prices enabled consumption to remain dy-
namic in H2 2002, despite the negative wealth ef-
fects linked to the slump on the stock market.

Public consumption was also a substantial support
factor for growth. Public spending rose by 4.2% in
2002, faster than at any time since 1975.

In 2003, the slowdown in private consumption
should be gradually offset by a slight upturn in
exports and investment

Household consumption can be expected to ease
back in H1 2003, mainly because of theslowdownin
household income. There hasalready been anotice-
ably steep reduction in the growth in real earnings
(see graph 11). Earnings havein fact been affected
by aslowdownin nominal wages. Thelabour market
underwent arestructuring in the last part of 2002,
with part-time working in the general government
sector tending to replace full-time jobs in industry
and finance. Asaresult, average earnings per head
have been declining because of thefall inthe number
of hoursworked but also because the jobs created in
the general government sector pay less well than
thosein the financial sector. Real earnings also suf-
fered from theriseininflation. Therisein energy
prices can be expected to have an adverse effect on
inflation in H1 2003, thus reducing household pur-

REAL-ESTATE-BACKED BORROWING
AND REAL-ESTATE PRICE INDEX
y oy changes, in %
= <-- real-estate-backed borrowing (stock)
—= real-estate price index -->
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INFLATION AND REAL WAGES
y oy changes, in %
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chasing power. This reduction would be all the
greater inthat healthcare contributionsareduetorise
in April.

In these circumstances, househol d consumption will
in al likelihood dow down. Retail salesin January
wereaready 1% down involumetermson the previ-
ousmonth. House purchases can be expected to fol-
low the same tendency, with the result that the
growth in house prices should ease back to 10% in
2003 from 26% in 2002, according to the forecasts
from the Nationwide Building Society. The growth
in the resources derived by households from mort-
gage financing would then al so be less dynamic and
this mechanism would accentuate the slowdown in
consumption.

Meanwhile, public consumption will probably
maintain adynamic growth rate, in line with the ob-
jectives announced by the government, notably con-
cerning therestructuring of thehealth serviceandthe
education system.

The slowdown in domestic demand would be partly
cushioned by the ending of the declineininvestment
asof Q22003. Withthedeteriorationinlending con-
ditions coming to a halt, investment growth would
turn positiveagain (+0.5%) asof Q2, markingthebe-
ginning of anew investment upswing. However, this
upturn would still be precarious: for one thing, the
capacity utilisation rate remainslow; for another, the
expected slowdown in domestic demand and the po-
litical uncertainties are having a negative impact on
firms' expectations and optimism, and thisis bound
to discourage massive investment.

Given the slackness of growth in the euro zone, ex-
port growth seems set to remain slightly negativein
Q1 2003. Thistendency seemsto find confirmation
in the business surveys, showing that export pros-
pects and overseas order books have deteriorated
dlightly (seegraph 12). Thereviva in American ac-
tivity in the early part of 2003 should, after acertain
time lag, have an impact on the foreign trade of
United Kingdom and the euro zone. Asaresult, ex-
port growth should turn positive again as of Q2, al-
though remaining at rel atively low levels because of
the moderate scale of the recovery in the European
economy.

®

FOREIGN ORDERS AND EXPORTS

0 q changes, in %
20— q0q chang g —6

-20 —-2

== <-- foreign orders

= exports -->

-30— —-4
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source : ONS
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EXPORTS AND IMPORTS OF GOODS AND SERVICES

q o g changes, in %

T - exports
= imports
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source : ONS

Growth inimports, largely dependent on the level of
total demand, and especially of exports (see
graph 13), islikely to be negativein Q1 2003 before
turning positive again in Q2.

All inall, the contribution from foreign trade, which
was strongly negative in 2002, should be less of a
millstone for growth in H1 2003. =
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The economic situation

In the euro zone

Euro-zone GDP rose at only a very moderate pacein
2002, i.e. by 0.8%. The main cause of this weak
growth lay in the slackness of domestic demand,
which contributed no more than 0.2%.

In Q1 2003, domestic demand in the euro zoneisex-
pectedtoremain lifelessand GDP to stagnate. Atthe
end of Q2, activity could pick up again dightly, this
upturn being perceptible in the main economies of
the zone.

An upturn in activity in the early part of 2002,
thanks to a more supportive external environment

In manufacturing industry, there was an appreciable
improvement in the business climate as of the end of
2001. The production outlook revived markedly in
the main economiesof theeuro zonein January 2002
(seegraph 1). Theimprovement inthe zone'sinter-
national environment, starting in Q1, probably in
part explainstherecovery in businessleaders’ expec-
tations. In Germany and Italy especially, export or-
ders received by manufacturing industry rose
sharply in H1 2002, the growth rates being 6.3% for
Germany and 6.5% for Italy.

Thisrenewal of confidence on the part of European
industrial leaders had positive repercussions on ac-
tivity. Theindustrial production index rosein H1
2002 at an annualised rate close to 2.5% (see
graph 2). Asof Q2, the improvement in the zone's
international environment boosted exports, so that
after being nil in Q1 export growth was at annualised
rates of close to 8% in Q2 and Q3 2002 (see table).

Theimproved business climate also prompted firms
to adopt alessrestrictive attitude to stocks. The con-
tribution of inventory changesto GDP growth was
therefore positive in H1 2002.

The upturn in expectations hel ped to reduce the de-
clinein investment in equipment in Q2 and to stabi-
liseitin Q3. Investment in Spain and Italy, in partic-
ular, recovered strongly in Q3 (up 2.6% and 3.9%,
respectively), preventing afall in total euro-zonein-
vestment. In Italy, the imminent expiry of incentive
tax measures may also explain thetendency toinvest
seen in H2 2002.

However, household demand remained slack
during 2002, restricting corporate demand

Private consumption rose by only 0.6% in 2002,
showing a marked slowdown compared with 2001.
The persistent deterioration of the labour markets
explains the weakness of household demand. Em-
ployment, after slowing down in the first two quar-
ters of 2002, actually contracted in Q3 and this had
an adverse effect on earned income. At the same
time, the gradual rise in the unemployment rate,
from 8.1% in December 2001 to 8.5% in December
2002 (see graph 3), continued to depress household

BUSINESS LEADERS’ EXPECTATIONS IN THE EURO ZONE
MANUFACTURING INDUSTRY
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GDP FOR THE EURO ZONE AND FOR THE MAIN MEMBER COUNTRIES

(annuals and quarterly % change)

Quarterly changes Annual changes
2001 2002 2003 2001 | 2002 2003
Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 (c-0)
GERMANY
GDP -0.2 -0.3 0.3 0.2 0.3 0.0 -0.1 0.1 0.7 0.2 0.1
Imports -2.2 -0.1 -3.6 17 2.1 1.9 0.1 0.1 1.3 -2.1 3.1
Household consumption -0.2 -0.5 -0.7 0.2 0.4 0.1 -0.1 0.0 1.6 -0.6 0.2
Public consumption -0.2 0.8 0.7 0.6 0.2 -0.5 0.1 0.1 0.8 15 0.1
Total GFCF -1.7 -1.3 -1.9 -3.5 -0.2 0.8 -0.7 0.1 -4.9 -6.5 -1.0
Exports 0.9 -1.0 0.6 1.2 2.9 0.3 0.3 0.5 5.4 2.7 2.6
Contributions:
Domestic demand ex. stocks -0.5 -0.4 -0.7 -0.5 0.2 0.1 -0.2 0.0 0.0 -1.4 -0.1
Inventory change -0.7 0.4 -04 0.7 -0.3 0.3 0.0 -0.1 -0.6 0.1 0.2
Foreign trade 1.0 -0.3 1.4 -0.1 0.4 -0.5 0.1 0.2 1.4 1.6 0.0
FRANCE
GDP 0.3 -0.3 0.7 0.4 0.3 0.2 0.3 0.3 1.8 1.2 0.9
Imports -0.7 -2.9 3.0 1.6 0.6 -0.4 0.9 1.0 0.9 1.2 2.1
Household consumption 0.9 0.2 0.3 0.4 0.6 0.4 0.7 0.3 2.7 18 17
Public consumption 12 0.4 1.2 1.0 0.5 11 0.7 0.7 25 3.6 2.6
Total GFCF 0.4 -0.5 0.3 -0.1 -0.7 -0.7 -0.4 -0.1 2.6 -0.6 -1.4
Exports -0.6 -1.8 19 1.8 1.6 -0.3 0.5 0.5 15 15 18
Contributions:
Domestic demand ex. stocks 0.8 0.1 0.5 0.5 0.3 0.3 0.5 0.3 2.6 1.7 1.2
Inventory change -0.5 -0.7 0.4 -0.1 -0.3 -0.1 0.0 0.1 -1.0 -0.6 -0.3
Foreign trade 0.0 0.3 -0.2 0.1 0.3 0.0 -0.1 -0.1 0.2 0.1 0.0
ITALY
GDP 0.1 -0.1 0.0 0.2 0.3 0.4 0.1 0.2 1.8 0.4 0.7
Imports -4.0 -0.4 -0.6 3.7 2.4 2.1 0.1 0.5 1.0 15 4.2
Household consumption -0.4 0.1 -0.3 0.2 0.8 1.0 0.2 0.2 1.0 0.4 14
Public consumption 0.6 0.8 0.6 0.2 0.1 -0.6 0.3 0.3 35 1.7 0.1
Total GFCF -0.2 -0.5 -15 0.5 2.8 2.1 -0.7 0.2 2.6 0.5 1.7
Exports -3.2 -0.2 -3.9 5.2 3.3 -0.1 0.3 0.5 1.1 -1.0 43
Contributions:
Domestic demand ex. stocks -0.1 0.1 -0.4 0.3 1.1 0.9 0.0 0.2 1.8 0.7 1.2
Inventory change 0.0 -0.3 1.3 -0.5 -1.0 0.1 0.0 -0.1 0.0 0.4 -0.6
Foreign trade 0.2 0.1 -1.0 04 0.3 -0.6 0.1 0.0 0.1 -0.7 0.1
SPAIN
GDP 1.0 0.1 0.5 0.5 0.8 0.3 0.2 0.4 2.7 2.0 1.3
Imports -1.7 0.9 -0.8 -0.1 4.2 4.0 0.2 0.5 35 2.2 5.6
Household consumption 0.4 0.7 0.3 0.3 0.2 1.0 0.1 0.3 25 1.9 1.2
Public consumption 0.9 0.9 11 0.8 0.8 1.2 0.8 0.8 3.1 3.8 2.9
Total GFCF 0.8 -15 0.8 1.0 1.4 -0.6 0.3 0.3 3.2 1.4 0.9
Exports 0.0 -0.6 -2.3 14 5.9 11 0.8 0.6 34 14 5.3
Contributions:
Domestic demand ex. stocks 0.6 0.2 0.6 0.6 0.6 0.6 0.2 04 2.8 2.1 14
Inventory change -0.2 0.3 0.4 -0.5 -0.2 0.7 -0.2 0.0 0.0 0.1 0.1
Foreign trade 0.6 -0.5 -0.4 04 04 -1.0 0.2 0.0 -0.1 -0.3 -0.2
ZONE EURO
GDP 0.1 -0.2 0.4 0.3 0.4 0.2 0.0 0.2 1.4 0.8 0.6
Imports -1.2 -0.8 -1.0 15 1.8 0.6 0.3 0.5 1.5 -0.3 2.4
Household consumption 0.2 0.0 -0.2 0.4 0.4 0.4 0.2 0.1 1.8 0.6 0.7
Public consumption 0.2 0.6 0.7 0.9 0.3 0.5 0.4 0.4 21 25 15
Total GFCF -0.7 -0.9 -0.2 -1.3 -0.2 -0.1 -0.5 0.2 -0.6 -2.5 -0.8
Exports -0.1 -1.2 0.2 17 2.1 0.0 0.2 0.6 2.8 1.2 2.1
Contributions:
Domestic demand ex. stocks 0.0 -0.1 0.0 0.1 0.3 0.3 0.0 0.2 1.3 0.3 0.6
Inventory change -0.3 0.0 0.0 0.1 0.0 0.1 0.0 0.0 -0.4 -0.1 0.0
Foreign trade 0.4 -0.2 0.4 0.1 02 -0.2 0.0 0.1 0.5 0.6 0.0

Forecast
Last update : March 10th 2003
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confidence, which showed adistinct decline starting
inJune. All the countriesin the zone have been con-
fronted with the same situation, apart from Italy.

However, Germany seems to have suffered more
thantherest, with employment falling by 0.9%inthe
course of theyear. The deterioration on the German
labour market has had repercussions for household
consumption expenditure, which made a negative
contributionto GDP growthin2002 (0.4 of apoint).

Thelacklustregrowthin private consumption for the
year as awhole neverthel ess tends to mask a pattern
of recovery as the year went on. Private consump-
tion picked up appreciably asof Q2, whenit posted a
growth rateof 0.4%. Inthis, it washel ped by, among
other things, theslowdownininflation, from2.7%in
January to 1.8% in June.

In Q3, exceptional measures aimed at boosting
household income added to this phenomenon: cuts
inincometax in France, substantial payment of fam-
ily benefitsin Germany.

In Q4 2002, private consumption in the euro zone
was maintained at the rates already recorded in Q2
and Q3 (+0.4%). However, had it not been for the
one-off support for household consumer spendingin
Italy there would probably have been a dlight slow-
down. Thewage restraint seenin Q4 and the weak-
ening of household confidence linked to the persis-
tent risein unemployment in all the countrieshad in
fact heralded a slowdown in household spending in
the euro zone. In Italy, the acceleration in private
consumption can beexplained by thevery brisk sales
of carsin Q4 (up 11.2%), following the introduction
of measures to help the car sector that were intro-
duced by the government in July: tax exemptions,
abolition of annual licences for three years for the
purchase of small carsbeforetheend of 2002. Antic-
ipation of the expiry of these aids prompted Italians
to make very substantial purchases of cars.

The economic situation deteriorated in Q3 2002,
with the emergence of uncertainties regarding the
external environment and financial conditions

Starting in the summer, the euro zone's external en-
vironment deteriorated, as shown by the marked
slowdown in imports to the United States. Within
the zone, the opinions regarding export orders re-
corded in the business surveys weakened. In Ger-
many and ltaly, export orders received by manufac-
turing industry fell in Q3.

At the sametime, financial conditions hardened fol-
lowing the accounting scandalsin the United States.
Stock markets posted sharp falls in Q3, with the
Eurostoxx 50 index falling by 20%.

The emergence of these uncertainties led in most
countriesinthezoneto adistinct deterioration in the
production outlook for manufacturing industry start-
inginJune. Whileindustrial production stabilisedin
Q3 2002, the deterioration in the economic climate
affected GDP growth mainly in Q4 (arise of just
0.2%). During this quarter, European export stag-
nated after rising sharply in Q2 and Q3. Investment
again fell back slightly, still handicapped by the
weakness of household demand.

Thedowdown in growthin Q4 wasto be seeninthe
|eading economiesof theeuro zone. In Germany, ac-
tivity showed noincreaseat all. Inltaly, however, the
imminent expiry at the end of the year of exceptional
measures in favour of productive investment (the
“Tremonti-bis’ law) and the strong car sales had the
effect of once more boosting domestic demand and
hence sustaining GDP growth in Q4 (+0.4%).

GDP likely to stagnate in Q1 2003 because of
weak domestic demand and the rise in the euro

In Q1 2003, consumption is likely to remain handi-
capped by the low growth in disposable income
against a background of a depressed labour market,
with total employment growth fading to nothing.
Moreover, household purchasing power islikely to
be eroded by the acceleration in inflation linked to
the sharp rise in oil prices seen since November. In
Spain and Italy, thisphenomenon would comeon top
of the very sharp price rises already seen since the
beginning of 2002 (year-on-year rates of 3.7% and
2.9%, respectively, in January 2003). Taken onits
own, however, therisein the oil price should have
only asmall effect on GDP growth in the euro zone
intheshortterm. Thisisbecausethe negativeimpact
on private consumption would be offset by a nega-
tiveeffect onimportsof much the samesize (see spe-
cial article “The contribution of a macroeconomic
model to short-term analysis of the economic situa-
tion in the euro zone”).
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Consumptionislikely alsoto beaffected by thedete-
rioration in household confidence in Q1 2003 (see
graph 4). Rising unemployment and uncertainties
connected with war in Irag have had adamaging im-
pact on household morale in recent months.

All inall, private consumption can be expected to
slow down in Q1 2003, rising by 0.2%, compared
with 0.4%in Q4 2002. In Germany, increased social
insurance contributions, higher taxes on energy and
the job losses seen at the end of 2002 will probably
depress private consumer spending more than in the
other euro-zone countries, with private consumption
likely tofall by 0.1%in Q1. Inltaly, therapidinfla-
tion and thetax hikes expected following thegovern-
ment’s announcement of a reduction in the budget
deficit would outweigh the positiveimpact of thetax
cuts planned for 2003.

The persistent weakness of domestic demand, inten-
sified by the slowdown in private consumption, is
likely to continue to curb corporate demand and in-
vestment in Q1 2003. Business surveysin manufac-
turing for February have reported afurther deteriora-
tion in the outlook for activity, with a growing
proportion of business |eaders regarding their pro-
ductive capacity as adequate in relation to demand.
Moreover, despitethe low level of real interest rates,
investment is likely to continue to suffer from the
past tightening of financial conditions following the
sharp fallsin stock-market pricesin 2002. Asare-
sult, total investment is expected to fall by 0.5% in
Q1, after falling by 0.1%in Q4. InItaly, investment
would in addition feel the backlash of the ending of
the beneficial effects of the “ Tremonti-bis’ law.

Finally, exports seem set to remain depressed. The
euro zone's external environment hasin fact been
less supportive since Q3 2002, with imports slowing
downinboththe United Statesand United Kingdom.
Moreover, the steady appreciation in the euro’s ex-
change rate since Q2 2002 can be expected to have a
negative impact on the price-competitiveness of Eu-
ropean exports. Asaresult, exports are expected to
riseby only 0.2%in Q1, after showingnoriseatalin
Q4 2002.

The second quarter is likely to see a recovery,
thanks to a more supportive external environment
and an easing of borrowing conditions

GDPis expected to rise by 0.2% in the euro zone in
Q2 2003. After being dluggish in Q1, the zone'sin-
ternational environment is likely gradually to be-
come more supportive, starting in Q2 (see graph 5).
Even so, the appreciation in the euro can be expected
to have an adverse effect on European exports, which
are not likely to pick up more than dlightly.

The gradual easing of borrowing conditions should
help to bring about a moderate recovery in produc-
tiveinvestment. However, investment will probably
remain handicapped by the slackness of household
demand and the past weakness of export demand. In

EURO ZONE : HOUSEHOLD CONFIDENCE
AND PRIVATE CONSUMPTION EXPENDITURE
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Italy, investment would in addition be hel ped by tax
measures, notably atwo-point cut in corporation tax
starting on 1 January 2003. In addition, publicin-
vestment woul d be boosted by theimplementation of
electoral promises concerning the modernisation of
state infrastructure.

Finally, private consumption is likely to remain
handicapped by the persistent slackness of employ-
ment and by the negative impact on household pur-
chasing power of therisein the oil price. Private
consumer spending is expected to rise in Q2 at the
same slower rate posted in Q1 (0.1%).

The upturn in activity in Q2 2003 is likely to differ
from one euro-zone country to another. In Germany,
activity will probably remain depressed during the
period, with GDP stagnating after falling by 0.1%in
QL. Inltaly, activity should pick up again slowly in
Q2 because of a gradual improvement in domestic
demand. In Spain, the improvement in European
growth and the easing of financial constraintsshould
enable GDP growth to pick up more appreciably, by
0.4% in Q2 2003. =
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Therisein oil prices during the winter hasled to a
continuation of the upturn in inflation in the euro
Zone, amounting to +2.4% in February 2003, up
from a low of +1.8% in June 2002.

However, these figures mask an ebbing of coreinfla-
tion, which during the same period fell from2.4% to
1.9%. Given the acceleration in prices of manufac-
ture products, core inflation is expected to level out
in H1 2003 (standing at 1.9% in June).

Assuming a Brent price of closeto USD 30/barrel
and a stable exchangerate for the euro of 1.08 USD,
inflation inthe euro zoneislikely to continueto rise
slowly because of the strength of energy prices and
the slight acceleration in food prices. The
year-on-year figure for June 2003 is expected to be
2.5%.

In the last part of 2002, the fall in core inflation
was masked by the rise in energy prices

Inflation in the euro zone has risen by 0.6 of apoint
since mid-2002, rising from a year-on-year growth
rate of 1.8% in Juneto 2.4% in February 2003. This
upturnwaslargely brought about by theriseintheoil
price from 24 to 32 USD per barrel during this pe-

riod. This meant a further increase in the
year-on-year risein energy prices during the winter,
making alarger-than-expected contribution ) to the
risein the overall inflation (adding 0.9 of point be-
tween June 2002 and February 2003).

This Phenomenon masked the decline in coreinfla-
tion ®, which fell from 2.4%in June 2002 t0 1.9%in
February 2003. Thiswasbecausethe past slowdown
inindustrial producer prices continued to generate a
slowdown in consumer prices of manufactured
products during the winter. Prices for this product
grouping account for the bulk of the declinein core
inflation over this period, contributing -0.25 of a
point to the variation in overall inflation. Prices of
servicesmade only amarginal contribution (-0.1 of a
point), because of the continuing impact of the past
strong rise in wages in the euro zone.

Food prices again slowed down dlightly this winter,
thanks to afavourable base effect. The bad weather
conditionsat the end of 2001 had led to sharprisesin

(1) The forecasting exercise carried out in December 2002
assumed that the Brent price would remain stable at USD
25/barrel, while it exceeded 30 USD from the beginning of
2003 onwards.

(2) Measured asthe year-on-year changeinthe HI CP exclud-
ing energy, food, alcohol and tobacco.

EURO ZONE INFLATION

(vear on year % growth of HICP*)

Sectors (weight in the index) February 2002 June 2002 February 2003 June 2003
Food (15.5%) 5.1 1.9 1.3 1.9
Beverage and Tobacco (3.8%) 3.7 4.1 5.6 6.3
Clothing and footwear (7.6%) 2.7 2.3 0.5 0.1
Housing. water. electricity and gas (14.9%) 1.3 0.7 2.8 3.3
Furnishings and household equipment (7.9%) 19 17 1.3 11
Health (3.9%) 2.1 2.3 2.6 2.3
Transports (15.3%) 0.5 0.5 4.4 3.8
Communications (2.9%) -0.6 0.0 -11 -1.7
Leisure and culture (9.7%) 1.6 15 0.5 0.9
Education (0.9%) 3.7 3.8 3.7 3.8
Hotels-cafés-restaurants (9.5%) 4.4 4.7 35 3.6
Miscellaneous goods and services (8.1%) 3.0 2.9 3.0 2.9
Total (100.0%) 25 1.8 2.4 25
Food (Beverage and Tobacco) (19.3%) 4.8 23 21 2.9
Energy (8.2%) -2.9 -3.5 7.6 7.0
Core inflation (72.5%) 25 2.4 1.9 1.9
of which:  Manufactured products(31.6%) 1.8 1.4 0.7 1.6
Services (40.9%) 3.1 3.2 2.7 2.0

Forecast
* Harmonized Index of Consumer Prices
Source: Eurostat
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BREAKDOWN OF INFLATION IN THE EURO ZONE
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BOX : PRICE TENDENCIES IN THE EURO ZONE BECOMING MORE HETEROGENEOUS

Over the past year, core inflation in the euro zone has
been declining, standing at 1.9% in February 2003 com-
pared with 2.5% in February 2002. However, this decline
was not universally recorded in all the euro-zone coun-
tries. In Portugal, for example, there was no decline in
core inflation over this period (). The maximum inflation
differential widened from 3.2 to 3.8 points.

This wider dispersion is to be seen in the light of the evolu-
tion in core inflation and in its two principal components:
services and manufactured products. Prices of services
have been accelerating in the past year in the «Latin»
countries (ltaly, Portugal, Greece and France — see
graph), offsetting disinflation in the manufacturing sector.
This dynamism in prices of services has fuelled the con-

INFLATION IN THE EURO-ZONE COUNTRIES
Variation between February 2002 and February 2003

20

B
g . Portugal
y ‘

g +Greece
>
: "ely France ¢
£ 00
g Luxembour
g Euro zong ST 9
g Germany » O
& Ireland Austria o
5 0
i Netherlands + Finiand
g
g 2
E Belgium
5 .

-30

20 -10
Manufactured products (p. p. difference iny o y changes)

-30

source : Eurostat

tinuing firmness of core inflation. In contrast, Germany,
Austria, Finland and Belgium saw the slowdown in the
price of services amplify the decline in core inflation,
which now stands below 1.5% in these four countries.

The case of the «small dynamic economies» (Ireland and
the Netherlands) has to be looked at separately: for these
two countries, the year 2002 was essentially a period of
absorption of the impact on inflation of the oil-price shock
in 2000. =

(1) This is also true of France, but the situation here is excep-
tional, with the effects disappearing in March. The price index
posted a larger rise than usual in February, because this year the
sales were concentrated on January and had no downward im-
pact on the index in February.

Euro zone inflation by countries
(year on year % growth of HICP*)

Inflation Core inflation
Feb. 2002 | Feb. 2003 | Feb. 2002 | Feb. 2003
France 2.3 25 1.9 2.0
Germany 1.7 1.3 1.6 0.6
Italy 2.7 2.6 3.0 2.4
Spain 3.2 3.8 35 3.2
Netherlands 45 3.2 4.5 2.9
Belgium 2.5 1.6 3.0 11
Austria 1.7 1.8 2.1 15
Finland 2.5 2.1 2.8 15
Portugal 3.3 4.1 4.2 4.2
Ireland 4.9 51 55 4.7
Luxembourg 2.2 3.2 24 2.1
Greece 3.9 4.2 35 3.3
Euro Zone 25 24 25 1.9
United Kingdom 15 n.d. 1.6 n.d.
Sweden 2.7 3.3 2.3 1.7
Denmark 24 2.9 2.7 2.8
E.U. 2.3 2.3 2.3 18

* Harmonized Index of Consumer Prices.

source: Eurostat
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prices of seasonal food in the early part of 2002 and
these have now dropped out of the year-on-year
growth rate calculation. Thistendency has been off-
set by the acceleration in prices of tobacco (higher
taxesin Franceand Germany). All inal, food prices
including a cohol and tobacco made aneutral contri-
bution to the acceleration in the overall index be-
tween June 2002 and February 2003.

The acceleration in prices of manufactured
products means that core inflation can no longer
be expected to decline

Consumer pricesof manufactured products® canbe
expected, following theusual timelags, to reflect the
upward tendency in producer prices seen since No-
vember 2002. Thismeansthat they would start to ac-
celerate slowly in Q2 2003. In the case of prices of
services, wage movements constitute aleading indi-
cator for consumer prices, with an advance of around
of 4 to 5 quarters. Since wage growth in the euro
zone eased back dlightly in Q2 and Q3 2002, prices
of servicescanbeexpectedtofollow suitin H1 2003.
This decline would then be amplified by the exit
from the year-on-year growth rate calculation of the
unaccustomed rises recorded in Q1 2002, notably at
the time of the euro changeover.

The fact that prices of manufactured products will
again be rising more rapidly in Q2 isliable to be
compensated by the slowdown in prices of services.
The overall result would bethat coreinflation would
remain stable at around its February 2003 level,
standing at 1.9% in June 2003.

Inflation set to remain above 2.0% in H1 2003

Assuming a Brent price of closeto USD 30/barrel
and a stable exchangerrate for the euro of 1.08 USD,
inflation inthe euro zoneislikely to continueto rise
slowly in Q2 because of the strength of energy prices
and the slight acceleration in food prices. The
year-on-year figurefor Juneisexpected to be 2.5%.

HARMONIZED INDEX OF CONSUMER PRICES
France and the Euro zone
yoygrowthin %
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Taking individual sectors, thisincreasein inflation
of 0.1 of a point between February and June 2003
would be dueto aslight acceleration in food prices.
The second quarter of 2002 was characterised by
moderationinfood prices, but thelatter shouldin Q2
2003 resumetheir usua seasonal tendencies, assum-
ing normal weather conditions. A base effect of the
sametype but acting in the other direction would op-
erate in the case of energy prices, which in Q2 2002
posted sharp riseslinked to the isolated upturnin oil
pricesin May 2002. The assumption of stability for
the ail price at its present level until June 2003 im-
pliesin terms of the forecast that these riseswill not
be repeated at the end of the half-year, the result be-
ing aslight downturn in the year-on-year pricerise
for energy and aneutral contribution to inflation be-
tween now and June 2003. =

(3) Theerratic movementsrecordedin January and February
2003 for this grouping are due to the statistical impact of the
change in the timing of the salesin France, which were con-
centrated onthemonth of January, unlikethepreviousyear.
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