The euro zone’s

International environment

World economic activity turned down in the early
part of the year under the combined impact of the
American slowdown and the weakening in world de-
mand for new-technology products. These two fac-
torscan be expected to continueto operatein coming
quarters, meaning that any recovery in world activ-
ity is unlikely to manifest itself before next year.

World demand for euro-zone goods can be expected
to remain weak.

However, certain countries are holding up better
than others. Thisdiversity reflects differencesin ex-
posure to the two factors underlying the present
downturn. The Asian economies, with their eyes
turned mainly towards the United States and their
large production of electronic equipment, are being
particularly hit by this downswing, especially as
their domestic demand remainsfragile. Latin Amer-
ica apart from Mexico constitutes a more closed
grouping but it is more heavily indebted to the out-
side world and would therefore suffer more fromthe
effects of an increase in financial pressure.

In Europe, the United Kingdom is suffering fromits
exposure to the American economy, aswell as from
the consequences of the foot-and-mouth disease and
itsspecialisationinfinancial services. However, the
strength of domestic demand should enable it to
cushion part of these negative factors. The Central
and Eastern European countries seemto be less di-
rectly exposed to the world economic situation in
general, but are liable to suffer from the distinct
slowdown in activity in the euro zone.

United States: no upturn to be expected before
the end of the year

Q1 2001 saw the American economy continuing to
grow at anannual rateof dightly morethan 1%. This
slowdown, which began in H2 2000, stemsfrom the
sudden downturnin US corporateinvestment in cap-
ital goods and a major de-stocking movement. In
Q1, household consumption, although slowing
down, has maintained a brisk annual growth rate of
3%. Thelevelling off in disposable income, as well
asthevery low level of household savings, indicates
amore marked slowdown in consumptionin coming
quarters. Neither the major monetary easing
launched by the Fed since last January nor the tax
cuts expected in H2 are likely to have any influence
before the very end of theyear. Inany event, theUS
economy cannot be expected to recover before next
year.

The Americanindustria sector hasbeeninrecession
since Q4 2000. US corporate investment in capital
goods has slowed down considerably, from an an-
nual growth rate of more than 15% until H1 2000 to
an actual fall of 2.6% in Q1 2001 (graph 2).

Investment in capital goodsis unlikely to pick up
withinthetime-horizon of thisforecast. Theoutlook
for final demand remains sombre (there has been no
recovery in the NAPM index) and corporate profits
areindecline(by 4.6%in Q1), limiting the possibili-
tiesfor firms to finance investment out of their own
resources. The slowdown in the price falls seenin
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The euro zone's international environment

the I T sector that beganin 1999 (graph 3), has proba-
bly influenced the current downturn in demand for
thistype of equipment. At the sametime, thegloom
on the stock market and the sudden wave of investor
mistrust towards the new technologies have ad-
versely affected the supply of lending. With the
bond market in the doldrums, firms needing finance
have been obliged to turn to credit lines made avail-
able by their banks. In fact, since the end of 2000,
lending to firms has been accel erating again, without
this reflecting any desire on the part of the banks to
act asasubstitute for the market for the financing of
long-term projects. The bursting of the speculative
bubblehas put theminadifficult situation and forced
themto give priority to the consolidation of the asset
side of their balance sheets by provisioning dubious
loans. All in all, the current investment crisis stems
from a combination of weak overall supply
(disintermediated or otherwise) and of weak demand
for lending.
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The Federal Reservewill probably not be ableonits
own to kick-start investment in capital goods. For
one thing, the normal credit channels arein a poor
state, as more than half corporate borrowing is
through thebond market. Thishighlevel of disinter-
mediation makesthe supply of lending more pro-cy-
clical by raising the risk premium more sharply in
times of recession (graph 4). The increased uncer-
tainty isreflected in thefact that the gap between the
bond yields for firms graded BAA and AAA by
Moody’ s is now around 90 basis points.

In theory, monetary policy can operate by a second
transmission channel. By inducing interest rates to
vary, the Fed can influencethe price of assetsand af -
fect the value of economic agents' wealth, and this
valuetheninturn hasasignificant effect ontheir bor-
rowing capacity. This phenomenon is particularly
important inthe United States (and the United King-
dom), where households can provide security for
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their personal borrowing using financial or real-es-
tate assets. Thefive50-bp cutsinthe Fed Fundsrate
since the beginning of 2001 are probably in part the
result of a desire to prop up stock-market prices.
However, the use of thissecond lending channel car-
ries greater risk, sinceit could possibly generate a
speculative bubble. In addition, it would seem to be
less efficient. In reality, the reactions of the
NASDAQ to interest-rate cuts, although generally
positive, have been small in relation to the weekly
movementsin theindex (graph 5). Theinfluence of
changesin short rates on the Dow Jonesis even less
marked.

The capacity of the Fed to achieve any real easing of
the conditions on which firms finance their invest-
ment is therefore still limited. Thereislikely to be
bad news coming out of the housing investment sec-
tor, which posted a sudden upturn in Q1 2001, but
this was explained by the delayed impact of the de-
clinesin long rates seen throughout 2000. The ten-
sions on the bond market can be expected to put an
end to thistendency. Moreover, the declinein em-
ployment and the slackness of the stock market are

likely to hold back housing construction. After flirt-
ing with historic peaks, sal es of new houses declined
in April and starts have been weakening since Febru-
ary.

Household consumption is also liable to hold back
activity. There were declines in non-farm private
employment in both March and April, for the first
timesince early 1991. Itsgrowth hasfallen back to
0.6%, year on year, and it isno longer acting as a

GDP IN OTHER REGIONS OF THE WORLD

(Annual % changes)

Annual averages
1999 2000 2001
Countries in transition 3.3 6.4 3.2
Russia 35 7.7 34
Central Europe 3.0 4.1 2.6
Emerging Asia® 5.3 6.5 3.2
Latin America® 0.4 4.4 3.8

Forecast
(1) Korea. Hong Kong. Indonesia. Malaya. Philippines. Singapore. Taiwan. Thai-
land.
(2) Argentina. Brazil. Chile. Mexico. Venezuela.
Source: Direction de la Prévision

GDP IN LEADING INDUSTRIALISED COUNTRIES OUTSIDE THE EURO ZONE (SHARE OF COUNTRIES IN

OECD TOTAL)

(Annual and half-yearly % change)

Annual average Half-yearly % change
2000 2001
1999 2000 2001 o 2 o B
UNITED STATES (34.0%)
4.2 5.0 1.6 GDP 2.6 0.8 0.6 0.7
10.7 13.5 2.3 | Imports (16%) 7.2 3.7 11 2.8
5.3 5.3 25 Private consumption (68%) 2.6 1.8 1.0 0.6
3.3 2.8 2.7 Public consumption (17%) 0.9 0.4 1.7 13
9.2 9.3 16 Total private GFCF (17%) 6.6 0.5 0.8 0.3
2.9 9.0 2.3 | Exports (13%) 4.9 1.7 0.1 3.2
57 57 2.4 Contributions®: Domestic demand excluding stocks 3.1 1.4 1.1 0.7
-0.4 0.2 -0.7 Stock change 0.0 -0.2 -0.7 0.1
-1.2 -1.0 -0.1 Foreign trade -0.6 -04 0.2 -0.1
JAPAN (17.2%)
0.8 15 0.0 GDP 25 0.0 -0.4 0.4
2.9 9.9 25 Imports (11%) 4.3 6.4 82 0.7
1.2 0.5 0.3 Private consumption (59%) 2.1 -0.6 0.0 0.5
4.0 3.6 17 Public consumption (9%) 2.2 14 0.3 0.7
-0.8 0.6 0.4 Total private GFCF (29%) 1.0 1.9 -0.3 -0.8
1.3 121 -0.4 Exports (14%) 8.4 11 -2.7 2.3
1.1 1.0 0.2 Contributions®: Domestic demand excluding stocks 1.8 0.4 -0.3 0.2
-0.2 0.1 0.0 Stock change 0.2 0.0 0.0 0.0
-0.1 0.4 -0.3 Foreign trade 0.5 -04 0.0 0.2
UNITED KINGDOM (5.6%)
2.3 3.0 2.1 PIB 1.3 1.3 0.9 1.1
8.1 9.6 7.1 Importations (34%) 5.4 3.2 3.3 25
45 3.7 3.0 Private consumption (63%) 15 1.8 13 15
4.0 2.7 3.0 Public consumption (19%) 1.2 1.7 11 2.0
54 2.6 4.7 Total private GFCF (18%) -0.5 3.8 1.6 13
4.0 8.4 5.0 | Exports (31%) 5.2 3.3 1.5 1.6
4.6 3.5 3.4 Contributions®: Domestic demand excluding stocks 1.2 2.2 1.3 1.6
-0.7 0.4 -0.2 Stock change 0.5 -0.8 0.3 0.0
-1.5 -0.8 -1.1 Foreign trade -0.3 -0.1 -0.8 -0.5

Forecast

(1) Variation between the last quarter of the current half-year and the last quarter of the previous half-year.
(2) It might happen. for statical reasons. that the sum of the contributions does not exactly match the GDP variation at a given date.

Source: Direction de la prévision
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driving force for income growth. At the sametime,
the high level of inflation (3.3% in April), although
falling slightly, is continuing to eat into real earn-
ings. Total real earningshave beenrising at arate of
no morethan 1% in the early part of 2001 (graph 6).
This means that private consumption can no longer
sustain its present growth rate (roughly 3% in Q1
2001) without further weakening the saving ratio.
And the upturn in unemployment, combined with a
negative wealth effect, is now operating in favour of
adlight rebuilding of household savings. InitsMay
survey of managers of lending agencies, the Fed has
in fact noted the tightening of consumer credit.

However, disposableincome should benefit fromthe
substantial income tax cuts adopted by the Bush ad-
ministration and voted on 26 May by the Senate and
the House of Representatives. The cut in the lowest
tax band will be retroactiveto 2001. Starting in Q3,
the tax authorities will be sending out checksto tax-
payers for atotal sum equivalent to 0.4 of a point of
GDP. However, inthe present climate, thesetax cuts
are likely to be used not only for consumption but
also to add to household savings, which would then
become a substitute for public savings. The impact
of these tax cuts on consumption in H2 2001 would
therefore be slightly positive, but would be more
than offset by the slowdown in employment.

All things considered, American economic growth
should remain at around 1.5% until the end of the
year. The de-stocking movement will be followed,
as of Q2, by alevelling off in household consump-
tion. Investment in capital goodsis not likely to re-
cover and housing investment will become less
lively. Foreign trade cannot be expected to underpin
activity, sincedomestic demandinthe principal trad-
ing partners of United Statesis at least as depressed
asitsown.
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Asia badly hit by the downturn in world trade

Asiaisbeing particularly badly hit by the slowdown
in demand for new-technology products at world
level and by the American slowdown. Meanwhile,
domestic demand remains rudderless, handicapped
by the poor state of the banking sector. Thisdiagno-
sis holds for most of the Asian economies. Japan
represents an extreme case, with the economic slow-
down set to persist and no recovery before 2002.

April saw the year-on-year growth rate for exports
from most of the Asian countries closeto 0% (graph
7). The slowdown is particularly marked for Korea
and Singapore. Theexport growthratefor both these
countries has fallen from 40% in Q3 2000 to around
0%inQ22001. Thetendency isdlightly lessmarked
for Hong Kong and Thailand, where the new tech-
nologies are less important.

In Asia, manufacturing production had started to
slow down as far back as the beginning of 2000, es-
pecially in Hong Kong and, to a smaller extent, in

EXPORTS IN THREE ASIAN COUNTRIES
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Singapore. In Q4 2000, world demand turned down
more sharply, intensifying the levelling off of activ-
ity in the manufacturing sector. In Malaysia, Singa-
pore and Taiwan, the year-on-year growth in
manufacturing production fell from 20% in Q3 2000
to 0% around the turn of the year (graph 8).

These three | ast-mentioned countries are, with Ko-
rea, the largest exporters of electronic components
and new-technology products in Asia ex Japan.
Generally speaking, emerging Asia and Japan spe-
cialiseinthe production of electronic equipment. In
Malaysia and Singapore, added value in the elec-
tronic sector exceeds 10% of GDP. Theimportance
of the technological factor in the final stages of the
current cycle therefore has a particularly severeim-
pact on activity in Asia. For example, theproduction
of electronic equipment, which had been rising by
almost 50% in Q2 2000 in Taiwan and Singapore,
has stagnated in the early part of 2001 (graph 9).

MANUFACTURING IN THREE ASIAN COUNTRIES
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The downturn in demand for Asian exports stemsin
large part from the slowdown in the American econ-
omy. Thecountriesof emerging Asiaareinfact par-
ticularly exposed to the American market, which
takes almost 40% of their exports. Given the high
degree of openness of these economies, this means
that exports to the United States account for almost
10% of their GDP(1). Japanisinadlightly different
case: while exportsto United States account for 30%
of thetotal, the low degree of openness reduces the
share of the American market in the outletsfor Japa-
nesefirmsto only 3%. However, giventheweakness
of domestic demand in Japan, exports are now play-
ing amoreimportant rolethan thisfigurewould indi-
cate, especially as the other large element in
Japanese exportsconsistsof salesto Southeast Asia.

(2) InSingapore, the Philippinesand Malaysia, exportsto the
United States account for 22%, 17% and 28% of GDP, re-
spectively.

HARDWARE & ELECTRONICS PRODUCTION IN SOUTH EAST ASIA
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In the face of this levelling-off in exports for the
Asian countries as agroup, domestic demand seems
incapableof congtituting asolid platform for growth.
Investment continues to suffer from the repercus-
sions of the 1997 Asian crisis (graph 10): the bank
sector is concentrating on dealing with its dubious
loans, especialy in Thailand, Korea, Indonesia and
Taiwan. Thismeansthat thereisashortageof liquid-
ity tofinanceinvestment, especially asthe assetsthat
could beused ascollateral (real estate, equities) have
also lost much of their value since 1997. The situa
tionissimilar in Japan sincethebursting of thefinan-
cial and real-estate bubbles built up in the latter part
of the1980s. Thenet result isthat loansto firmscon-
tinue to be sluggish and thisis holding back invest-
ment. Only Singapore and Hong Kong seemto have
maintained a high level of investment in the early
part of 2001. Firms in these two countries have
maintained a certain room for manoeuvre in finan-
cial termssincetheir currencieshave stood up well to
the dollar during the crisis and this has limited the
risein their foreign-currency indebtedness.

The downturn in investment is being accompanied
by a gradual decline in private consumption (graph
11). Themost severe slowdown isbeing seenin Ko-
rea, where private consumption growth has dropped
from amost 10% in the early part of 2000 to virtual
stagnation in the early part of 2001. But downturns
in consumption are already clearly visiblein Hong
Kong and Taiwan. In the case of Japan, the stagna-
tion of household income makesit impossibleto en-
visage any upturn in consumption.

Latin America: holding up relatively well against a
background of financial uncertainty

The end of the cycle finds Latin Americaless ex-
posed than the Asian economies. Leaving aside
Mexico, the United States accounts for only asmall
part of these countries’ outlets. Moreover, they are
little involved in the production of new-technology
itemsso that they arerel atively shielded fromthe ups
and downsof the current cycle. Themainrisk facing
these economiesis contagion from Argentinato the
rest of the continent. A build-up of investor mistrust
towards South American currencies and South
American debt could lead to atoughening of mone-
tary policy in order to consolidate the balance on
capital account and thus hold down domestic de-
mand.

Although the United States accountsfor almost 40%
of the exports of Latin America ex Mexico, these
countries represent arelatively more closed group-
ing than the emerging Asian countries, with Ameri-
can customers totalling only 4% of total outlets,
meaning an exposure only half that of Asia’'s. Mex-

ico isaspecial case, being much more integrated
with the American economy. Since the creation of
NAFTA, several American firms have relocated
south of the Rio Grande that part of their production
withthehighest unskilled labour content. Asaresult,
amost 26% of Mexico's GDP consists of intermedi-
ate goods and capital goods produced for the Ameri-
can market. Chileisanother country highly open to
international trade, with exports equivalent to 30%
of GDP,

It istherefore in these two countries that industrial
output has fallen most rapidly (graph 12). This oc-
curred in Q4 2000 in the case of Mexico, in perfect
synchronisation with the American economy. Inthis
country, the situationisall the moreworrying in that
domestic demand, hitherto very lively, began to turn
down in thefirst quarter.

®

INDUSTRIAL PRODUCTION IN LATIN AMERICA
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Brazil, for itspart, isarel atively closed country, with EXTERNAL INDEBTEDNESS OF SELECTED
exports less than 8% of GDP. Given the strength of EMERGING COUNTRIES
domestic demand, industrial output is continuing to (in %)
riseat arate of rOUgth 5% ayedar. In Argenti na, an- External indebtedness / exports
other relatively closed economy, industrial output
seemsto be picking up dightly, after almost ayear of Argentine 547
recession. Brazil 314

Chile 150
The Argentinian economy, which wasin recession Mexico 84
last year (afall of 0.5 of apoint of GDP), could seea Malaysia 36
gradual upturn in domestic demand. Despitethein- Thailand 70
tervention of the IMF and the cutsin Americaninter- Korea 68
est rates, monetary easing is still slow in coming. Czech Republic 33
The anchorage of the peso to the dollar still lacks Poland 87
credibility, to judge by the capital flight. The deteri- Hungary 70

oration of the balance of paymentshasautomatically
resulted, viathe currency board system, in acontin-
ued decline in the monetary base.

source : FMI

of 0.4 of apoint of GDPon average). Themajor con-
tribution of financial servicesto exportsand to GDP
(more than in the case of the United States) also
seems likely to constitute a handicap in present cir-
cumstances. In 2000, the sector had contributed
0.2% of the country’s growth. The downturn in
M&A activity and the gloom on the financial mar-
ketsislikely toweigh heavily on growth prospectsin
2001.

In reality, the principal risk inherent in this scenario
of “resistance except in Mexico” isfinancial. Latin
Americaistheemerging zonewith the highest exter-
nal debt inrelationto exports (table 1). Investor mis-
trust regarding the sustainability of the Argentine
debt and exchange rate could spread to other coun-
trieson the South American continent. 1f such arisk
were to take concrete form, exchange rates would
slide (2) and risk premiums would increase, adding
tofirms' debt burdensin dollar terms. Adjusting the
external accountswould then require atightening of
monetary policy and a reduction in domestic de-
mand, already in aweak state in most of these coun-
tries.

On top of these tendencies, there is the foot-and
and-mouth crisis. Given the small scale of the con-
tribution of livestock to the UK economy, the direct
impact of this crisisis admittedly virtually negligi-
ble. But the knock-on effects on tourism are more
important and could weaken the current-account
United Kingdom: underpinned by private balance.

consumption
Investmentislikely toremainlacklustre. Theuncer-

s : tainties affecting the international environment, re-
TheBritish economy grew by 0.4%in Q1 2001, rely- . . '
ing on continuing lively domestic demand. The flected in the sharp downturn in the results from UK

downturnin household consumption has been partly business surveys, mean that fi rms have been led to
compensated by atemporary pick-up in investment postponeasubstantial part of their investment plans.
around the turn of the year. Given itsinternational | ™ oreover, weaker profits (ayear-on-year decline of
specialisation, the United Kingdom can be expected 3.3%1n Q4 2000 according to the ONS) Isreducing

tosuffer aparticularly marked downturnin exports, a their capacity for financing investment out of their
tendency that already began in Q1 2001. However, OWn resources.

domestic demand continues to be buoyed up by
strong income growth and a more expansionary fis-
cal policy. All things considered, activity in the
country can be expected to show annual growth of
roughly 2%.

The principal mainstay for UK growth remains
household consumption, which in turn is based on
substantial growth in real earnings. Admittedly, Q4
2000 saw total employment rising at a year-on-year
rate of only 0.2%, the result of a near-full-employ-
ment situation (the unemployment rate as defined by
the ILO stands at 5.3%). As areflection of these
pressuresand thelow level of inflation, real incomes
arerising at an annual rate of around 2.5%. Thelow

Givenitsinternational specialisation, the UK econ-
omy is being particularly affected by the current
downturn in the cycle. While its new-technology
sector (2.3% of GDP) is no larger than in the euro
zone (2.6%) or the United States (4.3%), the sector

has made an appreciable contribution to United (2) The Brazilian real has already |lost more than 20% of its
Kingdom growth in the past four years (of the order value versus the dollar since February 2001.
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level of inflation (the recent strength of sterling has
resulted in the import of disinflation), aswell asthe
firmness of the housing market, which is an impor-
tant indicator of household wealth, point to un-
changed saving behaviour and hence to relatively
brisk consumption (growth of around 0.6% a quar-
ter) within the time-horizon of the forecast.

Atthesametime, fiscal policy isexpected to become
more expansionary for the tax year starting in April
2001. According to the fiscal rules the government
has set itself, the GBP 3 hillion of public investment
that had not been spent in 2000/2001 isto bereallo-
catedthisyear. Inaddition, tax revenueisturning out
to be 1.6 billion pounds down on the forecast for
2000/2001, meaning that the basis for calculations
regarding thistax year will haveto be cut back. Asa
result, thepublic surpluscouldfall by around 0.5 of a
point of GDPin 2001/2002 (excluding 3G licences).

Central and Eastern Europe: dependence on the
euro zone

The CEEC arenot directly exposed to thefactorsde-
termining the downturn in the world economy. 75%
of the exports go to Europe, with sales to the United
Statesaccounting for 2.6% of thezone' sGDP. Inad-
dition, the countries produce relatively little in the
way of new-technology goods. Finally, the external
situation makes them less vulnerable to financial
pressure and to the possibility of acurrency crisis
than certain Latin American countries (table 1).

Even so, under theimpact of aslowdown in Western
Europe, the situation in Central and Eastern Europe
could worsen during 2001, especially asthese coun-

14

CZECH REPUBLIC & POLAND EXPORTS

in value, y o y growth in %
50— yoyg o —10

— industrial production in Germany-->

== <-- Czech Republic
10— —-2
—= <-- Poland

20— —-4
1997 1998 1999 2000 2001
source : WEFA

tries are particularly exposed to the least dynamic
euro-zone country, namely Germany. In the Czech
Republic and Poland, industrial output was still ris-
ing at arate of roughly 5% in Q2 2001, but exports
had already begun to slow down at the beginning of
the year (graph 15). However, private consumption
remains brisk in both countries, with domestic de-
mand cushioning to some extent the impact of the
European slowdown.

All things considered, growth in Eastern Europe can
be expected to weaken in 2001, the result being
growth of roughly 3%, compared with 4% last
year. m

June 2001
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The economic situation

In the euro zone

Growth in the euro zone was almost 3 1/2% in H1
2000, beforefalling backto 2 1/2%inH2. Thisslow-
down hasintensified in 2001, bringing the growth
rate down to 1% in the summer. For the year asa
whol e, annual averagegrowthislikelytocomeout at
dlightly below 2%.

Whilethetrigger for thematuring of the manufactur-
ing cycle and for the slowdown in consumption last
year wastheleapintheail price, itisnow the down-
turn in the world demand for euro zone exports that
is holding back growth. This slowdown in external
demand has not been compensated from the house-
hold demand side. Despite the tax cuts launched in
several countries, household demand remainsweak-
ened by higher-than-expected inflation, under the
impact of a food price shock and continuing very
high energy prices. This sombre environment is af-

fecting European corporate behaviour, with
de-stocking in H1, coupled with a cutback in invest-
ment, intensifying the slowdown in activity during
the year. Even so, the ebbing of inflation in H2
should breathe some life into consumption. Inthe
circumstances, although it is not possible to talk of
genuine recovery, activity can be expected to pick up
somewhat towards the end of the year.

The industrial cycle: the slowdown continues

Thesituationinindustry hasbeen gradually weaken-
ing since Q32000. Attheend of Q12001 thedecline
in the INSEE composite indicator, which summa-
rises the results of industrial business surveysin the
euro zone, gathered pace.

FORECASTS FOR THE EURO ZONE

(annual and quarterly % change)

Annual changes Quarterly changes
1999 | 2000 | 2001 1999 2000 2001
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
GDP
Growth rate 25 3.4 1.9 0.8 0.5 1.0 1.0 0.9 0.7 0.6 0.6 0.5 0.2 0.3 0.4
year on year growth - - - 1.9 2.2 2.6 3.4 35 3.7 3.3 2.9 25 2.0 1.7 15
IMPORTS
Growth rate 6.8 |10.6 3.7 17 21 2.6 2.9 24 2.6 24 27 | -15 1.0 0.8 0.8
year on year growth - - - 4.7 5.4 7.4 9.7 |105 |11.0 |10.7 |104 6.2 4.6 3.0 11
HOUSEHOLD
CONSUMPTION
Growth rate 3.0 2.6 1.7 1.0 0.3 0.9 0.7 0.7 0.9 0.2 0.2 0.3 0.5 0.6 0.6
Contribution 1.7 1.5 1.0 0.6 0.1 0.5 04 04 0.5 0.1 0.1 0.2 0.3 0.3 0.3
year on year growth - - - 3.2 2.9 2.9 2.9 2.6 3.2 25 21 1.7 14 1.7 2.0
GFCF
Growth rate 5.2 4.5 13 15 13 19 0.7 1.6 0.6 1.0 03 | -09 12 0.5 0.7
Contribution 1.1 1.0 0.3 0.3 0.3 04 02 0.4 0.1 0.2 01 | -02 0.3 0.1 0.2
year on year growth - - - 4.3 5.3 55 5.5 5.6 4.9 4.0 3.6 1.0 1.6 1.1 15
EXPORTS
Growth rate 48 |11.9 45 0.7 2.9 3.1 3.1 2.8 2.4 2.9 3.0 0.1 | -0.3 0.4 0.4
year on year growth - - - 0.8 25 59 |101 |124 (119 (117 |116 8.7 5.8 3.2 0.6
DOMESTIC DEMAND
EXCL. STOCKS
Growth rate 3.1 2.9 1.6 1.0 0.5 1.0 0.7 0.9 0.7 0.4 0.3 0.1 0.7 0.5 0.6
Contribution 3.1 2.8 1.6 1.0 0.5 1.0 0.6 0.9 0.7 0.4 0.3 0.1 0.7 0.5 0.6
year on year growth - - - 3.1 3.1 3.2 3.2 3.1 3.4 2.7 2.4 15 15 1.6 1.8
FOREIGN TRADE
Contribution -0.5 0.6 04 | -0.3 0.3 0.2 0.1 0.2 0.0 0.3 0.2 06 |-05 |-01 |-01
STOCKS
Contribution 0.0 0.0 0.0 01 |-02 |-02 02 | -01 0.1 0.0 01 | -01 0.0 0.0 0.0
Forecast
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The economic situation in the euro zone

In fact, industrial output growth in the euro zone
came out at less than 2% (compared with 6% in the
previous half-year). Meanwhile, the declinein or-
derssuggeststhat industrial activity will fall, starting
in Q2.

However, the dight recovery in the production out-
look asreported at the end of May in the majority of
countries, if confirmed, raises hopes of stabilisation
between now and the end of Q3.

Exports: little prospect of improvement before the
end of the year

Euro-zone exports (including intra-zone trade) stag-
nated in Q1, bringing to a sudden halt the rapid
growth seen since Q2 1999. This tendency stems
above all from the downturn in world demand that
began at theend of |ast year. Ontop of this, therewas
adiminution inthe beneficial price-competitiveness
effects of the past depreciation of the euro.

INDUSTRIAL ORDERS
index base 100 in 1995
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80 80
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4 —40
91 92 93 94 95 96 97 98 99 00

sources : national

Against a background of persistent depression in
world economic activity, external demand for
euro-zone goods is expected to remain unsatisfac-
tory for the rest of the year. However, the accelera-
tion in household consumption could provide
support for intra-zone exports in the second half.

All things considered, exports are likely to rise by 4
1/2%in 2001 (as against almost 12% in 2000), afig-
ure that is still positive on an annual average basis,
but masks stagnation during the year.

Private consumption: slight consolidation

After four years of uninterrupted decline, the
euro-zone unemployment rate remained stable at
8.5% between October and February. March and
April saw further declines(8 3%in April) but therate
of decline in unemployment, which had been rapid
until Q4 2000, has slowed appreciably.

Under the impact of the slowdown in growth in H2
2000 the rate of job creation has weakened in the
early part of thisyear. Q1 2001 witnessed mgjor dis-
parities between countries. While private dependent
job creation has remained very brisk in France, it fell
back in Germany. The current slowdown in activity
islikely to continueto leaveits mark on employment
in coming quarters, although the structural changes
that have taken place in recent years on a certain
number of national labour markets (notably the de-
velopment of fixed-term contractsin Spain and It-
ay), by enhancing the job-content of growth should
cushion the shock.

In 2000, wage growth in the euro zone was not very
strong. The end of theyear saw it standing at 2.5 %,
year onyear, in nominal terms. Whilein Germany it

CAPACITY UTILISATION RATES IN THE EURO ZONE

standardized, sa, in points of standard deviation
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sources : IFO, INSEE, ISAE, European Commission (ECFIN)
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The economic situation in the euro zone

was above the zone average, France, Italy and Spain
saw their wages per head rise more moderately (by
around 2% at the end of last year).

In 2001, some countries have already been experi-
encing wage rises emerging from the renegotiation
of contracts subsequent to the pricerisesrecordedin
2000. However, these remain moderate.

The easing of inflation expected in H1 2001 failed to
materialise. For onething, thefall intheoil pricein
the early part of the year was followed by an upturn
inQ2. Inaddition, theeuro zonefounditself facinga
fresh shock, thistime in the food sector from the ef-
fects of the BSE and foot-and-mouth disease crises
and a surge in prices of fresh produce due to the
highly unfavourableweather conditionsat the begin-
ning of Q2. Germany was particularly affected: the
usual “good boy of theclass’ asregardsprice perfor-
mance found itsinflation (HICP) reaching 3.6% in

May.

In the circumstances, European consumption, after
weakening substantially in H2 2000 under the im-
pact of the higher oil price, has maintained a low
growth rate (1.3%, annualised) in Q1, despite thetax
cutsintroduced in several of the major countries of
the zone. Differencesin consumption growth in the
early part of the year seem in fact to have been di-
rectly linked to the scal e of price changes. Theover-
all result was adversely affected by the sharp decline
in purchases recorded in the Netherlands (afall of
1.7% in Q1), following the raising of the VAT rate
(Dutch inflation rose above 5% following this
move).  Conversely, in France, where the
year-on-year price rise lost one point between No-
vember and December 2000, consumption as dis-
tinctly accelerated.

With the return to normal of food prices and the fall
in prices of petroleum productsin the second part of
the year, European households’ purchasing power
should increase again. In the circumstances, the tax
cuts could make themselvesfelt and lead to arevival
of consumption, with its growth returning to around
2.5% in H2. However, this scenario assumes that
European household confidenceis not too badly im-
paired by the downturn seen on the employment
front.

COMPOSITE INDICATOR FOR MANUFACTURING
INDUSTRY IN THE EURO ZONE
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The economic situation in the euro zone

THE EVOLUTION OF WAGE INCOME IN THE EURO ZONE IN 2000

Technical note concerning the data: the evolution of
wages in the euro zone is approximated here by using the
earnings index compiled by Eurostat, covering all sectors
of the economy other than agriculture. This is a quarterly
index, which becomes available roughly three months af-
ter the end of the period concerned. Atindividual national
level, the methods used for compiling the indices are not
harmonised. In particular, data can come either from sur-
veys of businesses or from data collected for
administrative purposes.

The evolutions as regards employment for the whole of
the euro zone are calculated here as the weighted aver-
age of the observed evolutions for the six main countries.
Employment is taken in its national accounts sense, cov-
ering the whole of the economy (including agriculture,
civil service, education, health care and social activities).

Growth in nominal monthly wages has been stable in
France, Spain and Italy, from 1998 to 2000. The pattern
over time turns out to be more uneven in Germany. For
the euro zone as a whole, monthly wages rose during this
period at a rate slightly above 2% a year. At the end of
2000, the year-on-year change was 2.5%. The dispersion
of evolutions in wages in individual countries around the
average for the zone is relatively unimportant. Following
the rise in oil prices, the inflationary shock affected most
of the major countries in the zone in very similar fashion
until the end of 2000, with the harmonised indices of con-
sumer prices rising in all countries by roughly 1.5 of a
point between Q3 1999 and the end of 2000. In the early
part of 2001, on the other hand, the ebbing of this form of
inflation was slightly more marked in France than else-
where.

Under the impact of the rise in inflation, gains in monthly
wage purchasing power declined from mid-1999 on in all
the major countries. Prior to the oil shock, the rise in real
wages in France had been close to the average for the
zone, distinctly higher in Germany and lower in Italy and
Spain. The advent of the oil shock meant that the
year-on-year change fell virtually to zero in Q4 2000 in
France and Germany, and was distinctly negative in Italy
and Spain.

In the final analysis, the oil shock took almost one and a
half points off the purchasing power of wages in the euro
zone in 2000. The shock was slightly greater in Germany,
where wages had accelerated in1999, as well as in Spain,
where inflation rose somewhat more strongly.

Dependent job creation, all sectors taken together, re-
mained firm throughout 2000. It was slightly less brisk in
Germany than in the rest of the euro zone, slightly above
the average in France and persistently stronger in Spain.
The rate in Italy rejoined that of the rest of the zone to-
wards the end of the year.
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The economic situation in the euro zone

The evolution of wage income in the euro zone in 2000 (continuation)
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In all, under the impact of the slowdown in real wage
growth, total real wage income fell by just under one point
in the euro zone between the beginning of 1999 and the
end of 2000. The patterns over time in France and Ger-
many were remarkably similar until Q3 2000, but have
since diverged.

REAL WAGE BILL
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source : Eurostat

At the end of 2000, France was posting real year-on-year
wage income growth of close to 3%, whereas in Germany,
Italy and Spain it was slightly below the 2% average for
the zone.

Itis to be expected that the rise in inflation has produced a
fresh slowdown in wage income in H1 2001. m

Reduction in corporate demand

Facing a distinct deterioration in external demand
and the delayed upturn in consumption, firms have
been cutting back their demand since the beginning
of the year, thus intensifying the slowdown. The
de-stocking cycle has begun in the intermediate
goods branch, onethat istraditionally more depend-
ent on the world industrial cycle. Investment has
been subjected to adownward shock (afall of 0.9%
in Q1). Thescaleof thismovement was accentuated
by the decline recorded in the German construction
sector, brought about by unfavourable weather con-
ditions, suggesting that there may beatechnical rally
in Q2. Even so, the underlying tendency for produc-
tive investment is below what has been seen since
1998. In all countries of the zone, capacity utilisa-
tion rates eased appreciably in Q1 2001, having re-
mained at historically high levels throughout 2000.
Moreover, expectations in the capital goods sector,
which had stood up fairly well until then, haveturned
down more markedly since March.

In the second part of the year, investment growth
should revive somewhat as household demand im-
provesagain. Thistendency would a so befavoured
by the need to replace equipment at the time of the
shift to the euro.

All things considered, domestic demand, after slow-
ing down appreciably in H1, should return to growth
rates of the order of 2% in the second.

Imports slowing down

In the first quarter of the year, imports (including
intra-zone trade) fell back sharply. Thisfall stems
partly from the de-stocking that took placein thein-
termediate goods branch. It isalso probably areac-
tion to the very sharp increases posted in H2 2000
(12% at annualised rate), at a time when domestic
demand was nevertheless aready slowing down.

With the ending of the de-stocking cycle and the
modest strengthening of domestic demand, imports
can be expected to return to growth of the order of 3
1/2% in the second half of the year.

At atime when exports remain very depressed, the
external contribution would therefore tend to limit
growth in the euro zonein H2, which, after bottom-
ing out at around 1% in mid-year, would remain very
weak, of the order of 1.5% at year-end. m
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Consumer prices In the euro zone

The end of the year 2000 saw inflation in the euro
zonetracking the declinein oil prices and returning
to 2.4% in January 2001. This easing was inter-
rupted in February, when therisein food prices, fol-
lowed in the spring by those of energy, sent inflation
up again, reaching 3.4% in May.

Underlying inflation (ex food and energy) hasaccel -
eratedin H1 (1.5% in December 2000, 2.1% in May
2001). Thisgradual riseisrelated to specific tax
measuresin certain countries (the Netherlands) and
to the residue of the 20000il shock. InH2, despitea
slight acceleration in wages, underlying inflation is
expected to stabilise, in view of the weakening of the
economic situation.

Inflation is unlikely to weaken during the summer,
with the decline coming only in Q4. On the assump-
tion of a euro/USD exchange rate of 0.88 and are-
turn of the Brent price to USD 25/barrel in H2,
inflation should stand at 2.3% in December 2001,
under the impact of the now negative contribution
from energy prices.

The unexpected nudge to inflation given
by food prices.

The year-on-year price rise stood at 3.4% in May
2001 compared with 1.9% ayear earlier. Thefal in
energy pricesaround the turn of the year had permit-
ted amarked decline in inflation in January 2001,
bringing it to 2.4% from 2.9% in November 2000.
However, the overall index again accelerated in the
spring, under pressure from the sharp risesin the
prices of meat and fresh produce and further risesin
energy prices.

The BSE and foot-and-mouth crises have been re-
flected every month since January 2001 in sharp in-
creases in meat prices (the “quality” effect and the
higher production costs). In addition, the repercus-
sions of the bad weather conditionsin the early part
of theyear on the production of fruit and vegetables
have meant an acceleration in prices of fresh pro-
duce. Thesetwo factors have fuelled a steady addi-
tion to the year-on-year risein food prices™. Thisin
turn has added 0.8 of a point to the risein inflation
over the past twelve months.

The relative stabilisation of the crude oil price
should have automatically produced adeclinein en-
ergy prices. However, severe pressures on the pro-
ductive capacity for refined products emerged in the
spring and postponed thistendency. Asaresult, the
year-on-year risein energy pricesincreased slightly
in the first half and this limited the contribution of
energy to the decline in year-on-year inflation,
whichwasno morethan -0.1 of apoint between May
2000 and May 2001.

The past acceleration in industrial producer prices,
whose year-on-year rise peaked in autumn 2000, has
led to an accel eration in the consumer prices of man-
ufactures, although this remains modest (1.6%,
year-on-year, in May 2001 as against 0.5% in Janu-
ary 2000). The strength of food prices has been
passed on to those of hotel sand catering, resultingin
anincrease of 0.5 of apoint in the year-on-year rise
inservicespricesinH12001. Tax measuresspecific
to certain countries (the rise in the Dutch standard
VAT rate in January 2001 and the exit from the
year-on-year calculation of the impact of the cut in
French VAT in April 2001) al so contributed to thein-
crease in the year-on-year pricerise ex energy and
food. Thismeant that underlying inflation® in the
euro zone has gradually risen from 1.1% in May
2000t0 2.1% ayear later, contributing 0.7 of point to
the risein inflation from the same period.

The maximum inflation differential has narrowed

Most euro-zone countries posted inflation rises in
Q2 and the figure for May was everywhere above
2.5%. TheNetherlands, wherethestandard VAT rate
wasraised in January 2001, hasthe highest inflation
in the zone (5.4%). The maximum inflation differ-
ential between euro-zone countries narrowed by
three pointsin May 2001, having been 3.6 pointsin
May 2000 and 3.9 pointsin October 2000.

The addition to inflation posted between May 2000
and May 2001 waslessthan 1.4 of apointinall coun-
tries other than the Netherlands (3.3), Portugal and

(1)The scale of this movement was underestimated in the
March 2001 note, when it was expected that the year-on-year
rise in food prices would stand at 3.4% in June 2001. The
current forecast is 5.8%.

(2) HICP ex energy and food, unadjusted for changesinindi-
rect taxation.

June 2001
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Germany (2.5 and 2.1). Whilein Portugal and the
Netherlandsthis can be explained by specific tax sit-
uations (government-controlled energy pricesin the
first caseand the VAT riseinthe second), Germany is
experiencing arelatively novel situation. The first
half saw the year-on-year risein German food prices
climb rapidly to over 4.0%, higher than at any time
since the creation of the HICP in January 1995. On
top of this there were the further rises in energy
pricesinthespring, moremarkedin Germany thanin
the rest of the euro zone. The result was a gradual
widening of the inflation differential between Ger-
many and Franceto apeak of 1.1 of apointin March
2001, having been zero in July 2000.

A decline in energy prices and a stabilisation of
food prices expected during the summer

Pressures on refinery capacity were particularly
great in April and May 2001. These supply-side
problemsarelikely to ease during the summer, mak-
ing it possiblefor energy pricesto slow down consid-
erably. The levelling off in activity will also
probably hold down demand for crude oil, whose
price should fall dightly in H2, thusintensifying the
slowdown in energy prices. The year-on-year
change for thisgroup of productsis expected to turn
negative in September, contributing to afall in over-
al inflation.

EURO ZONE INFLATION BREAKDOWN
contribution of the main items
yoygrowthin %

— total

== manufactured products
energy
food

== services

an b aaddl

OdﬂﬂdJJdMM

1999

2000 2001

EURO ZONE INFLATION EURO ZONE INFLATION BY
COUNTRIES
(vear on year % growth of HCPI¥) (vear on year % growth of HCPI*)
ik i ; M M J D b Ma April Ma
Sectors (weigh in the index) May, May 2005 | Pesear e 2005 001 2001
Total (100.0%) 1.9 34 3.1 2.3 France 16 2.0 25
Food (16.3%) 0.4 5.9 6.4 5.7 Germany L5 2.9 36
Italy 25 3.0 2.9
Beverage and Tobacco (4.0%) 2.3 2.9 3.6 3.6 Spain 32 4.0 4.2
Clothing and footwear (7.8%) 0.8 1.4 1.3 17 Netherlands 2.1 53 5.4
Housing. water. electricity and gas (15.6%) 35 41 4.0 0.7 Belgium 24 2.9 31
Furnishings and household equipment (7.9%) 0.9 2.0 2.2 2.0 A'ustrla L6 2.6 2.9
Finland 2.7 2.8 3.3
Health (3.9%) 1.8 11 11 0.9 Portugal 24 46 4.9
Transports (15.6%) 5.1 3.9 2.3 1.0 Ireland 5.1 4.3 4.1
Communications (2.4%) -4.9 -2.8 3.3 26 Luxembourg 29 2.7 3.8
Leisure and culture (9.4%) 0.3 2.2 1.5 15 Greece 2.6 87 3.9
. Euro Zone 1.9 2.9 3.4
Education (0.9%) 25 3.0 3.0 2.2
Hotels-cafés-restaurants (8.8%) 25 3.3 33 3.6 United Kingdom 0.5 11 17
Miscellaneous goods and services (7.4%) 2.0 2.9 2.9 2.4 Sweden 13 3.0 3.1
. . . Denmark 2.8 2.6 2.8
Core inflation (70.2%) 1.1 2.1 1.9 2.0 EU. 17 26 31
Forecast
* Harmonized Consumer Price Index * Harmonized Consumer Price Index.
Source: Eurostat Source: Eurostat
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Consumer prices in the euro zone

THE EBB AND FLOW OF THE INFLATION DIFFERENTIAL BETWEEN THE EURO ZONE AND FRANCE

Since the creation of the HICR, the inflation differential be-
tween the euro zone and France, measured on this basis,
has oscillated around 0.4 of a point in year-on-year terms.
The gap widened considerably in Q4 2000 and reached a
high of 1.2 of a point in February and March 2001. It has
since narrowed slightly, standing at 0.9 of a point in May
2001.

A lasting inflation differential of the order of 0.4 of
a point

Examination of the contributions of the principal constitu-
ent aggregates of the HICP makes it possible to identify
the principal determinants of the inflation differential be-
tween the euro zone and France.

The diagnosis that emerges is the existence of a lasting
inflation differential of the order of 0.4 of a point. The rea-
sons can be sought in two dimensions, sectoral and
geographic. At product level, itis due in equal parts to the
prices of services and those of manufacturing goods
ex-energy (core inflation); as regards countries, Spain
and ltaly share the contribution to the differential, given
their weightings in the overall index.

In 2001, still taking this two-dimensional approach, spe-
cific factors emerge in the case of energy and Germany.
In addition, there are divergences as regards indirect tax-
ation.

CONTRIBUTIONS TO INFLATION GAP
BETWEEN THE EURO ZONE AND FRANCE

1998 | 1999 | 2000 | 2001*

Inflation gap (annual growth
rate) 0.4 0.6 0.5 11

Postes

Manufacturing excl. energy(1) | 0.2 0.3 0.2 0.2

Energy 0.0 0.2 0.1 0.6
Food 0.0 0.0 -0.2 -0.1
Services (4) 0.2 0.1 0.4 0.4
Core-inflation(1+4) 0.4 0.4 0.6 0.6

* The 2001 figure is the average of y o y growth rate from January to April.
Source : Eurostat

The predominant factors in the evolution of the dif-
ferential

The oil shock produced a widening of the inflation differ-
ential between France and the euro zone. This was
initially modest in 1999 and 2000, but intensified at the
time of the recent surge in energy prices in 2001 (adding
something of the order of 0.5 of a point). The acceleration
of food prices, which occurred earlier in France than in the
rest of the zone, tended to mask this increase in the en-
ergy inflation differential in 2000. In 2001, the negative
differential regarding food prices diminished as the vari-
ous food crises spread to the whole of the zone.
Conversely, the energy price differential widened be-
cause of divergent indirect tax changes. This second
factor tending to widen the inflation differential between
the euro zone and France also affects the differential for
underlying inflation.

Energy prices and German particularities

Two factors explain the substantial contribution of Ger-
man energy prices to the widening of the inflation
differential between the euro zone and France :

e First, German inflation is more sensitive to energy
prices than is the case for its principal trading partners.
The weighting of energy in the German HICP is the
highest in the zone — 11.3%, as against 9.2% for
France, 8.8% for Spain and 7.6% for Italy — meaning
that a rise in world oil prices brings about a greater in-
crease in inflation in Germany than elsewhere.

e The dropping out of the inflation calculation of the im-
pact of the deregulation of the German electricity
market that took place starting in H2 1999 has since Q4
2000 led to a sharp rise in the year-on-year increase in
electricity prices. This was intensified by price rises due
to higher energy production costs in Q1. Between the
low point in June 2000 and April 2001, the year-on-year
rise in electricity prices rose from -8.8% to +4.1%, add-
ing something of the order of 0.3 of a point to the
year-on-year rise in Germany, whereas there was no
acceleration in electricity prices in France.

COUNTRY CONTRIBUTIONS TO INFLATION GAP BETWEEN THE EURO ZONE AND FRANCE

annual growth rate in %

HICP Energy Services Manufacturing excl. energy
1999 2000 | 2001* | 1999 2000 | 2001* | 1999 2000 | 2001* | 1999 2000 | 2001*
Total & expliquer 0.6 0.5 11 0.2 0.1 0.6 0.1 0.4 0.4 0.3 0.2 0.2
Belgium 0 0 0 0 0 0 0 0 0 0 0
Germany 0.1 0.1 0.3 0.2 0.1 0.4 -0.1 0.1 0.1 0.1 0 0
Greece 0 0 0 0 0 0 0 0 0 0 0 0
Spain 0.2 0.2 0.3 0 0 0 0.1 0.1 0.1 0.1 0.1 0.1
Ireland 0 0 0 0 0 0 0 0.1 0 0 0 0
Italy 0.2 0.2 0.2 0 0 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Netherlands 0.1 0 0.2 0 0 0.1 0 0 0.1 0 0 0
Austria 0 0 0 0 0 0 0 0 0 0 0 0
Portugal 0 0 0.1 0 0 0 0 0 0 0 0 0
Finland 0 0 0 0 0 0 0 0 0 0 0 0
* The 2001 figure is the average from January to April.
Source : Eurostat
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The ebb and flow of the inflation differential between the euro zone and France (continuation)

Divergent changes in indirect taxation

e While France was introducing indirect taxation mea-
sures to combat the rise in energy prices in H2 2000
(the “floating” tax on petroleum products), Germany did
not reduce taxes on fuels and persisted with the
planned rise in the “eco-tax”. This helped to widen the
existing inflation differential between France and Ger-
many in the energy sector. Other major contributions
came from Italy and the Netherlands in 2001. In Italy,
the “rebates” decided by the government on the price of
fuels applied only to the year 2000 and disappeared on
1 January 2001. At the same date, the Netherlands in-
troduced a sharp rise in the standard VAT rate from
17.5% to 19%, bringing about, in particular, an acceler-
ation in energy prices.

e In fact, in the services and manufactured goods sector,
national indirect taxation measures explain the differ-
ence from the situation prevailing in 1998 and 1999. In
addition to this rise in the Dutch VAT rate, there was a
fallin French VAT on 1 April 2000, leading to a slowdown
in the French price rise and hence a widening of the un-
derlying inflation differential between the euro zone and
France. The impact of this last move has gradually
started to disappear as of April 2001.

A return to the trend inflation differential

The inflation differential between the euro zone and
France is expected to continue to narrow, mainly under
the impact of the exit from the year-on-year calculations of
the specific tax measures and also the slowdown in prices
of petroleum products. The major stages in this tendency
are likely to be:

e June 2001: exit from the year-on-year calculation of the
energy price rises recorded a year earlier, which had
been less pronounced in France than in the rest of the
euro zone;

e October 2001: exit from the year-on-year calculations of
the cut in the tax on petroleum products introduced in
France on 1 October 2000;

e January 2002: exit from the year-on-year calculations of
the VAT rise in the Netherlands.

This would bring the inflation differential back towards its
long-term trend level by the end of the year, with a subse-
quent stabilisation during Q1 2002. =

ELECTRICITY PRICES IN GERMANY AND FRANCE
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Recent statements by the British government indi-
cate that the foot-and-mouth epidemic is being
brought under control in the United Kingdom. This
meansthat the surgein meat prices could calm down
during the summer. Meanwhile, prices of fresh pro-
duce are expected to slow down with thegradual dis-
appearance of the impact on production of the bad
weather conditionsin Q1. Inall, pricesof foodstuffs
are expected to stop accelerating at the beginning of
the second half, but the year-on-year rise would re-
main high at the end of the year (5.4% in December
2001, arate unprecedented since the creation of the
HICP in January 1995).

HARMONIZED CONSUMER PRICE INDEX
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Consumer prices in the euro zone

Inflation set to decline in the autumn

On the assumption of areturn of the Brent price to
USD 25/barrel and a euro/USD exchange rate of
0.88 by theend of theyear, inflation in the euro zone
will probably remain high throughout the summer
before easing in the autumn. After reaching 3.4%in
May, it would then fall back to 2.3% in December
2001, but without managing to fall below the 2.0%
threshold.

Thisdecline of 1.1 of apoint in year-on-year infla-
tion between May and December 2001 ismainly due
tothevery steepfall intheyear-on-year pricechange
for energy, expected to declinefrom 8.6% in May to
-1.9% in December 2001, contributing 1.2 of apoint
tothe declineininflation over the same period. The
liveliness of food priceswould probably restrain this
movement with acontribution of 0.1 of apoint to the
year-on-year changein the overall index. Pressures
on the productive apparatus are now declining
against a background of weaker activity in the euro

INDUSTRIAL PRICES IN THE EURO ZONE
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zone. Thefall in energy prices should maintain for
some time to come the slowdown in industrial pro-
ducer prices. Despite aslight acceleration in wages,
underlying inflation can be expected to remain little
changed between now and the end of the year. m

June 2001
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