.
The economic situation In

the euro zone

The euro-zone economies have continued the slow-
down that began to take shape at the beginning of the
year. InH2 2001, growthisexpected to comeout vir-
tually flat, bringing the annual average for the year
to 1.5%, compared with 3.4% in 2000. After remain-
ing close to stagnation at the beginning of 2002, ac-
tivity is expected to recover somewhat in Q2.

The 2001 sl owdown wastriggered off by adeclinein
export flows, combined with much tighter investment
behaviour and substantial de-stocking on the part of
firms. In H1 2002, the international environment is
likely to continueto givelittle support. Domestic de-
mand isexpected to continueto suffer fromtheweak-
ness of investment, but the de-stocking that had
adversely affected growth in 2001 should cometo an
end.

Private consumption, meanwhile, islikely togrowin
the early part of 2002 at an annualised rate close to
1Y%, dightly down on 2001. Despitethedeteriora-

tion on the labour market, the tax cuts implemented
inseveral countriesinthe zonehaveinfact permitted
an appreciable increase in household purchasing
power in 2001. Admittedly, purchasing power
growth can be expected to slow downin H1 2002 be-
cause of the slowdown in the total wage bill, but this
movement would be cushioned by disinflation.

Steep and rapid adjustment of corporate
expectations from the beginning of 2001

European industry went into recession at the begin-
ning of 2001. Theindustrial output index fell in Q3
by 0.3%, making thethird consecutivequarterly fall.

Although the situation in industry seemed to be on
the road to stabilisation in Q3, it then deteriorated in
amuch more marked manner after September, extin-
guishing hopes of arapid stabilisation of the indus-
trial situation in the euro zone. INSEE’s composite

FORECASTS FOR THE EURO ZONE

(annual and quarterly % change)

Annual changes Quarterly changes
2000 2001 2002
1999 | 2000 | 2001 o Y 3 o4 o Y 3 o o 2
GDP
Growth rate 1.6 3.4 15 0.9 0.9 0.5 0.6 0.5 0.1 0.1 -0.1 0.1 0.3
year on year growth - - - 3.6 3.9 3.2 2.8 25 1.7 1.3 0.6 0.2 0.4
IMPORTS
Growth rate 4.2 10.7 15 2.1 3.2 2.8 2.1 -14 0.3 -1.9 -0.2 -0.2 0.4
year on year growth - - - 9.5 10.9 11.5 10.6 6.8 3.9 -0.9 -3.1 -2.0 -1.9
HOUSEHOLD
CONSUMPTION
Growth rate 15 2.6 1.9 0.8 0.8 0.2 0.2 0.8 0.5 0.2 0.4 0.4 0.3
Contribution 0.9 1.5 1.1 04 0.4 0.1 0.1 0.5 0.3 0.1 0.2 0.2 0.2
year on year growth - - - 2.6 3.3 25 1.9 2.0 1.7 1.8 2.0 1.6 14
GFCF
Growth rate 2.9 4.4 -0.6 15 0.7 1.0 -0.4 -0.3 -0.5 -0.3 -0.6 -0.5 -0.2
Contribution 0.6 0.9 -0.1 0.3 0.2 0.2 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1 0.0
year on year growth - - - 5.5 4.9 4.2 2.9 1.0 -0.2 -1.4 -1.7 -1.9 -1.6
EXPORTS
Growth rate 4.0 11.9 3.3 2.8 2.8 35 2.4 -0.2 -0.2 -0.6 -1.2 -0.3 0.3
year on year growth - - - 11.6 11.7 12.3 12.0 8.8 5.6 1.4 -2.1 -2.3 -1.8
DOMESTIC DEMAND EXCL.
STOCKS
Growth rate 18 2.8 1.3 0.9 0.7 0.3 0.2 0.5 0.3 0.1 0.2 0.2 0.2
Contribution 1.7 2.8 1.3 0.8 0.7 0.3 0.2 0.5 0.3 0.1 0.2 0.2 0.2
year on year growth - - - 3.1 3.5 2.7 2.1 1.8 1.3 1.1 1.1 0.8 0.8
FOREIGN TRADE
Contribution 0.0 0.6 0.7 0.3 -0.1 0.3 0.1 0.4 -0.2 0.5 -0.4 0.0 0.0
STOCKS
Contribution -0.2 0.1 -0.5 -0.2 0.2 -0.2 0.3 -0.4 0.0 -0.5 0.1 -0.1 0.1

Forecast
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The economic situation in the euro zone

indicator for the zone, which seemed to be on the
point of ceasing to deteriorate at the end of Q3, then
fell sharply following the eventsof 11 September. In
the space of three months, it fell back below thelevel
reached in the trough of 1996.

Thedeteriorationintheinternational environmentin
H1 2001 brought export growth to a sudden halt.
From a rapid annual rate of 12%, annualised,
throughout 2000, export growth dropped to below
zeroin H12001. InH2, theongoing recessioninthe
United States, Japan and several emerging countries
islikely to have accentuated still further the decline
in demand for euro-zone exports. In most EMU
countries, business leaders’ views recorded in Q4
2001 regarding foreign demand were at their lowest
since 1993.

Even before exports began their decline, corporate
investment had weakened substantially in H2 2000,
affected by the downward revision of the profits ex-
pected from the surge in new technologies and the
slowdown in household demand brought about by

COMPOSITE INDICATOR FOR MANUFACTURING
INDUSTRY IN THE EURO ZONE

standardized, in points of standard deviation
130 — — 130

70— —170
1993 1994 1995 1996 1997 1998 1999 2000 2001

source : European Commission, computation INSEE

INVESTMENT GROWTH AND CAPACITY UTILISATION
IN THE EURO ZONE

5 standardized, sa, in points of standard deviation yoyin% 8

05

05

—-4

= <--CU = investment -->

25— —-8
93 94 95 96 97 98 99 00 01
sources : IFO, INSEE, ISAE, European Commission (ECFIN)

the impact of the higher oil price. However, this
tendency was accentuated in H1 2001, just when
consumption was tending to pick up again.

In fact, European corporate investment reacted in
2001 in away that was both very rapid and strongly
influenced by the deterioration in the international
climate. Thedownturnintheworld economic situa-
tion had animpact on businessleaders’ expectations,
despite the consolidation recorded at the same time
in European consumption, as the impact of the
higher oil price began to fade.

In Germany, in particular, investment begantofall in
Q4 2000, at atime when exports were still lively.
Having risen by almost 10% on an annual average
basisin 2000, it then began to post a sharp fall, the
year-on-year figure for Q3 2001 being closeto -6%.
The recent evolution in domestic orders for capital
goods, with the statistical carry-over in October
2001 for Q4 coming out at -4.5%, is not pointing to
any upturn.

EVOLUTION OF INVESTMENT AND ORDERS
yoyin %_ 8
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The economic situation in the euro zone

In H2 2001, the decline in investment seemsto have
gathered pace, giving a negative annualised growth
rate of around 2%. It seemsto have been particularly
hard hit by the climate of uncertainty that followed
the events of 11 September.

The sudden deterioration in business sentiment was
also accompanied by a major de-stocking move-
ment, which began as early as Q1 but seemed to be
still strong in Q4. Taking the average for the whole
of 2001, it is estimated to have cut euro-zone GDP
growth by 0.5 of a point.

Reflecting this sharp decline in corporate demand,
import flows (including intra-zonetrade) fell sharply
from the beginning of 2001, with the year-on-year
change put at around -3% at the end of the year, as
against +10.6% ayear earlier.

First half of 2002: no recovery in investment, end
of de-stocking

At the present time, there is nothing to indicate any
real upturn in the economic situation before Q2
2002. Euro-zone business leaders expectations are
worsening rapidly, as regards both demand and pro-
duction. Exports seem to have fallen sharply again
in Q4. From now on, the tendency could be some-
what less unfavourable, inasmuch as world trade
seems likely to bottom out during the winter, al-
though without actually picking up again.

The pessimism expressed by business leadersin the
surveys suggests a persistent weakness of invest-
ment during H1, for an annualised decline of 1%%.
The interest-rate cuts consented by the ECB are not
likely to have had much impact on companies’ in-
vestment plans, but they could intensify the upturn
once expectations start to improve.

Conversely, the end of de-stocking could cushion to
some extent the weakness of corporate demand in
H1 2002, as inventory cycles are generally concen-
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trated on periods of just afew quarters. Itisalready
likely that the sharp de-stocking movement seenin
H1 2001 would have been followed by a slight im-
provement in H2, had the eventsof 11 September not
arrived to postpone it.

Private consumption holding up relatively well

Private consumption is likely to continue its annual
growth of 2% until the end of 2001, before falling
back to arate of around 1.5% during the time-hori-
zon of the forecast. In fact, conforming to the pro-
ductivity cycle, the labour market began to adjust to
theslowdownin activity during the past year and this
tendency islikely to continuein H1 2002. In addi-
tion, the tax cuts that underpinned the strength of
household income in 2001 will be less substantial in
2002 (0.2 of apoint for incomein Germany and 0.6
of apointinltaly in 2002, asagainst around 1 pointin
2001 in both countries). However, disinflation
should cushion theimpact of the slowdown in nomi-
nal incomes.

HOUSEHOLD CONSUMPTION AND CONFIDENCE INDEX
IN THE EURO ZONE

3 standardized yoygrowthin % 4

= <-- confidence index

= consumption -->

sources : national and Eurostat
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The economic situation in the euro zone

ARE ECONOMIC AGENTS’ EXPECTATIONS IN DIFFERENT EURO-ZONE COUNTRIES
DETERIORATING AT DIFFERENT RATES?

After more than a year during which the results of busi-
ness surveys in the euro-zone economies rose to levels
that were in many cases historic highs, they began to de-
teriorate in mid-2000, moderately for a period of slightly
more than six months and then more markedly since the
beginning of Q2 2001. Do these respective evolutions in-
dicate that certain country economic situations in the euro
zone have been more affected than others since the start
of the slowdown?

A further question is whether individual national eco-
nomic situations have reacted differently since the events
of 11 September.

As regards the situation in industry, surveys carried out in
the main economies of the euro zone have moved to large
extent in phase since the beginning of the slowdown.
There are nevertheless certain differences to be ob-
served. Surveys in France seem to have recorded a
relatively greater deterioration than those for the other
leading economies in the zone, especially for the balance
of opinion regarding «outlook for own-firm output». How-
ever, this difference stems mainly from the fact that the
balances of opinion in the French case started from a high
level. The relative dispersion of national surveys that had
prevailed between mid-1999 and early 2001 has tended
rather to diminish.

The only notable exception remains Spain, where the sur-
veys have stood up to the general slowdown somewhat
better than elsewhere. Since growth has been more dy-
namic there than in the whole of the euro zone since
mid-1994, notably through a structural «catch-up» effect,
the relatively good performance of the Spanish surveys
seems only natural.

Are the surveys pointing to different reactions in different
countries following the shock constituted by the events of
11 September?

The deteriorations recorded in the surveys since then turn
out to have been extremely similar. The only notable ex-
ception is the relative firmness of the French household

CHANGE IN VARIOUS BALANCES OF OPINION SINCE AUGUST 2001
in points of standart deviation
Composite indicator
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confidence indicator, which, despite declining since the
beginning of the year, has continued to stand out mark-
edly from household sentiment in the other euro-zone
countries. B
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WAGE BILL IN THE EURO ZONE
yoyin%

— real wage bill

= employment
wage
harmonized consumer price

1997 1998

The slowdown in GDP growth has started to erode
the strength of the labour market. Even so, employ-
ment was still growing at arate of 2% in mid-2001.
However, this overall situation masks wide differ-
ences between countries. In Germany, in particular,
the labour market is noticeably more depressed than
in the other economies in the zone. As a result,
growth in total employment turned down in Q3 2000
and hasdeclined slowly but steadily sincelast Febru-
ary (at an annualised rate of ¥46). Employment in
FranceandinItaly hasstood up better, slowing down
more moderately and only from Juneon. In Spain, it
isslowing down considerably, although still remain-
ing more dynamic, falling below a year-on-year
growth rate of 2.5% for the first time since 1996.

Theunemployment ratefor the euro zone hascontin-
ued to decline at the slow rate seen since Q4 2000,
the figure for Q3 2001 being 8.3%. However, in
France and Germany this tendency was reversed in
July. In Spain, therate seemsto have continued to de-
clinein H2. The continuing slowdown in employ-
ment growth means that the euro-zone
unemployment rate could riseslightly inH1 2002, to
reach around 8.5% by June.

Growth in the total wage bill in real termswas close
t02%inH1 2001 andislikely toremain at thislevel,
with the disinflation practically making up for the
slowdown in employment.

1999 2000 2001

In addition, the tax cuts implemented in most of the
|eading economies of the zone in 2001 (Germany,
France, Italy) have boosted income and private con-
sumption. Thefirst wave of tax cutstook placein Q4
2000 in France, so that consumption re-bounded as
from the beginning of 2001. In Germany and Italy,
the cuts came into effect in Q1 and the effects were
probably felt rather in Q21%.

All inall, private consumption at the end of the year
seems to be maintaining ayear-on-year growth rate
closeto 2%. InH1 2002, against the background of
slower growth in nominal incomes, it should main-
tain acertain robustnessthanksto disinflation (1.6%
in June 2002 asagainst 2.0% in December 2001) and
would be on a growth path of 1%%. m

(1) Admittedly, the latest national accounts for the euro zone
show a marked upturn in household consumption right from
thestart of theyear (0.8%). However, 0.3 of a point of thisfig-
ure is the result of revisions made to the German national
accounts, with estimated German consumption growth in Q1
2001 raised from0.1%to 1.2%. Thisupward revisioninthe
growth ratefor Q1 stemsin large part froma downward revi-
sion in the level of consumption in 2000. It would seem that
the acceleration in German consumption therefore dates
rather from Q2 2001.
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Consumer prices in the euro zone

After peaking at 3.4% in May 2001, inflation in the
euro zone then fell back rapidly to 2.4% in October.
Meanwhile, underlying inflation, after standing at
1.7% at the beginning of 2001, continued to rise,
reaching 2.3% in October.

Wththeending of theaccelerationinfood prices, in-
flation fell back in H2 2001 thanks to the fall in the
year-on-year change in energy prices, a tendency
that can be expected to continue until next summer.
The downturn in growth in euro-zone wage costs
seeninthelatter part of thisyear and the weakening
of theindustrial situation should contribute to a sta-
bilisation of underlying inflation during the winter
and to an actual fall as of spring 2002.

Looking beyond certain irregular movementsin the
early part of the year- due to the exit from
year-on-year calculation of thefallsinenergy prices
in Q1 2001 -, inflation in the euro zone should con-
tinueto declinein H1 2002, especially astheimpact
of therise in food prices seen in spring 2001 will
gradually fade out of the picture. Ontheassumption
of a stabilisation of the oil price at around USD
20/barrel and an exchange rate of USD 0.90 to the
euro, inflation in the zonewould comeout at 1.6%in
June 2002.

Prices of foodstuffs and services still lively
in H2 2001

Under the impact of the strength of food prices and
further rises in the oil price, inflation rose in the
spring of thisyear, peaking at 3.4% in May before

slowly easing during the summer. The year-on-year
risein the price index was 2.4% in October 2001,
compared with 2.7% ayear earlier, giving adecline
of 0.3 of apointin 12 months.

The stabilisation of the oil price and the subsequent
decline in Q4 have produced a marked deceleration
inenergy prices. Theexit fromtheyear-on-year cal-
culation of the sharp rises recorded in Q3 2000 con-
tributed to areduction of 1.6 of a point in overall
inflation over a one-year period. This base effect
was particularly pronounced for fuel prices, for
which the year-on-year change dropped from
+20.3% in October 2000 to -10.1% ayear later.

Thelivelinessof food priceshas constituted the prin-
cipal obstacle to amore rapid easing of inflation in
H2 2001. The combined consequences of the BSE
crisis and the foot-and-mouth outbreak™ and poor
weather conditions in the spring pushed the
year-on-year rise in food prices to historic high lev-
els (5.4% in June 2001). Although therisein food
prices levelled off at the end of Q3, it has remained
high for H2 2001 as a whole (above 4.5% on a
year-on-year basis), so that the «food, alcohol and
tobacco» item contributed 0.7 of a point to the
change in year-on-year inflation between October
2000 and October 2001.

(1) Meat prices accelerated sharply following these two suc-
cessive crises, because of a switch to meat other than besf,
combined with higher production costs and the emergence of
a «quality» effect pushing beef prices up.
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The second obstacle to the slowdown in the overall
index wasunderlying inflati on® which rose steadi ly
since Q3 2000 to reach 2.3% in October 2001, as
against 1.5% ayear earlier. This mainly reflected a
deceleration in prices of services (2.8% in October
2001, asagainst 1.9% ayear earlier), fuelled by a
more rapid rise in wage costs since the beginning of
2000, but also by the recovery in the year-on-year
changein telecommunication prices (from - 5.5%in
October 2000t0 - 2.2% in October 2001 asaresult of
lessaggressive price-cutting). |nmanufacturing, the
year-on-year price change rose less substantially,
stabilising in Q4 under the impact of the slowdown
inindustrial producer prices that had begun at the
end of 2000. All inall, underlying inflation contrib-
uted 0.6 of a point to the evolution in the
year-on-year change in the overall index between
October 2000 and Octaober 2001.

Narrowing of the inflation differential between
France and the euro zone

Inflation fell back in all the euro-zone countriesin
Q32001 because of the universally negative contri-
bution from energy prices. In October 2001, the
maximum inflation spread was 3.3 points, as against
3.9 points ayear earlier. Year-on-year price rises
were 2.0% or less in four countries: Luxembourg
(1.7%), France (1.8%), Belgium (1.9%) and Ger-
many (2.0%).

The inflation differential between the euro zone and
France, which had widened in Q4 2000, has since
narrowed considerably, from 1.2 of apoint in Janu-

ary 2001 to 0.6 of apoint in October. Thistendency
isexplained by evolutionsintheenergy item. Onthe
onehand, the declinein Germaninflation was partic-
ularly rapid (to 2.0%in October from 3.6% in May),
being more sensitiveto the declinein pricesof petro-
leum products. On the other, the narrowing of the
differential was helped on in October 2001 by the
exit from the year-on-year calculation of the specific
indirect taxation measurestaken in France (theintro-
duction of the «fl oating» duty on petroleum products
on 1 October 2000).

Between October 2000 and October 2001, pricesac-
celeratedinthreecountries: Austria(by 0.3 of apoint
for the year-on-year change), Portugal (0.5 of a
point) and the Netherlands (1.8 of apoint). In fact,
underlying inflation in these countries rose more
sharply than in the rest of the euro zone. On top of
this phenomenon, in the case of the Netherlands
there was the additional inflation resulting from the
VAT riseon 1 January 2001, meaning that this coun-
try’ sinflation wasthe highest in the zone throughout
the year and will automatically fall back in January
2002. In Portugal, energy prices are till largely set
by the administration, so that the contribution from
the energy item is not negative to the same extent as
in the rest of the euro zone

(2) Measured as the year-on-year change in theindex ex en-
ergy, food, alcohol and tobacco.

EURO ZONE INFLATION EURO ZONE INFLATION BY COUNTRIES
(vear on year % growth of HCPI) (vear on year % growth of HCPI*)
Sectors (weigh in the index) Q| 9o T Ogtaber Ogtaber

Total (100.0%) 2.7 24 2.0 1.6 France 21 18
Food (16.4%) 2.1 5.8 4.7 2.6 Germany 2.4 20
Beverage and Tobacco (4.0%) 1.6 3.1 3.9 5.1 Italy 27 25
Clothing and footwear (7.8%) 1.1 1.9 2.6 14 Spain 4.0 32
Housing. water. electricity and gas (15.6%) 5.7 17 11 0.7 Netherlands 3.2 5.0
f;‘lrg%}os)h'”gs and household equipment 12 | 21 | 22 | 18 Belgium 3.7 19
Health (3.9%) 20 | 13 1.2 1.2 Austria 22 25
Transports (15.6%) 49 | 03 | 13 | 15 Finland 34 24
Communications (2.3%) 48 | 18 | 16 | -04 Portugal 37 4.2
Leisure and culture (9.4%) 0.8 2.1 1.7 1.9 Ireland 6.0 3.8
Education (0.9%) 4.0 37 38 4.4 Luxembaurg 4.3 17
Hotels-cafés-restaurants (8.8%) 2.9 35 3.6 3.6 Greece 38 3.2
Miscellaneous goods and services (7.4%) 2.2 3.3 35 2.8 Euro Zone 27 24
Food (Beverage and Tobacco) (20.4%) 2.0 5.2 4.6 3.2 United Kingdom 1.0 1.2
Energy (9.5%) 14.6 -2.7 -4.8 -5.2 Sweden 1.3 29
Core inflation (70.1%) 15 2.3 2.3 2.0 Denmark 2.8 2.0

of which  manufactured products(32.1%) 1.0 1.6 1.3 11 E.U. 24 22

services (38.0%) 1.9 2.8 3.2 2.9
Forecast
* Harmonized Consumer Price Index * Harmonized Consumer Price Index.
Source: Eurostat Source: Eurostat
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Easing of underlying inflation between now and
next spring

Prices of services are likely to continue to rise
briskly this winter, fuelled by the past growth in
wage costs, which peaked in Q4 2000 (3.7%). Since
the beginning of 2001, however, the rate of increase
hasweakened (only 3.3% in Q2 2001) and thiscould
lead to a stabilisation in the year-on-year rise in the
prices of services as of Q2 2002.

Under the impact of the decline in the oil price and
the slowdown in activity, industrial producer prices
havefallen substantially sincethe end of 2000, aten-
dency highlighted by the deterioration in firms’ ex-
pectations regarding selling prices. Consumer
prices of manufactures, for which the year-on-year
change has stabilised this autumn, should therefore
beginto sow down and continueto do so throughout
H1 2002.

Allinall, underlyinginflationislikely tolevel off in
Q12002 at 2.3%, before gradually easing back. The
year-on-year price change ex energy and foodstuffs
would then be 2.0% next June.

Inflation below 2.0% next spring

On the assumption of a Brent price of around USD
20/barrel and an exchange rate of USD 0.90 to the
euro next spring, inflation in the euro zone should
continue to decline in H1 2002. Admittedly, it is
likely to rise by afew tenths of a point in the early
part of next year but this temporary phenomenon is
due simply to the exit from year-on-year calculation
of the fallsin energy pricesin Q1 2001. Inflation
should reach 1.6% in June, compared with 2.0% in
December 2001.

The haf-point decline in inflation between Decem-
ber 2001 and June 2002 would be mainly attributable
to the slowdown in food prices. The exit from the
year-on-year calculation of the food price rises re-
corded in H1 2001 would in fact lead to a negative
contribution amounting to 0.3 of a point from the
«food, alcohol and tobacco» item to the evolution in
inflation. The declineintheyear-on-year riseinthe
overall index would also be helped on by underlying
inflation (areduction of 0.2 of apoint).

These forecasts take into account the indirect tax
measures” (increases in taxes on tobacco amount-
ing to 30.0% in Germany and 9.0% in France) that
comeinto effect on 1 January 2002. Theinflationary
potential of these measures will nevertheless be off-
set by theending of theinclusioninthecal cul ation of
inflation in the euro zone of the sharprisein VAT in-
troduced in the Netherlands in January 2001. m
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(3) On the other hand, the forecast makes no assumption re-
garding the specific impact on inflation of the changeover to
the euro.
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