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The Iinternational economic situation

Despite still having to cope with high energy prices,
the world economy is set to remain brisk in HI1 2006.
The firm outlook for activity in all regions of the
world is confirmation that the impact of the oil shock
can be expected to remain muted to a great extent du-
ring this period. In particular, competitive pressures
are likely to limit the risks of any generalised
build-up of inflation. Even so, divergences in the
performance of different industrialised countries
are likely to persist and this can be expected to gene-
rate discrepancies in the evolution of external bal-
ances.

The prospects for world activity steady at a high
level

The end of 2005 saw growth in all the industrialised
economies (United States, Japan, United Kingdom
and the euro zone) remaining firm. The temporary
slowdown in the American economy and the contin-
uing modest performance posted by the euro zone
were offset by the very lively upturn in the Japanese
economy, testifying to the solidity of the recovery in
the domestic components of demand.

At present, in all regions of the world, the prospects
for production are at relatively high levels. In manu-
facturing, the prospects for global activity have re-
mained virtually stable between November 2005
and January 2006 and even picked up in February.
This would be consistent with the maintenance of
growth of industrial production in the leading industrial
countries at around 3%, year on year (see Graph I). For
its part, the global PMI"” index in the services sector
again came out at a high figure in February.

These various elements argue in favour of the main-
tenance of an average GDP growth rate in the major
industrialised zones between 2 1/2 and 3 1/2% per
year. Industrial activity remains flourishing in Asia,
with this dynamism spilling over to all the econo-
mies. As aresult, world trade can be expected to re-
main firm, so that demand in French export markets
can be expected to be close to, or even slightly
above, its long-period average.

(1) The Purchasing Managers’ Index (PMI) reflects the
short-term business climate.

EXPECTATIONS IN MANUFACTURING INDUSTRY
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The impact of the higher oil prices is being limited
to diffusion to prices of other inputs

The “muted” nature of the impact of the oil shock
seems likely to be confirmed. The price per barrel of
Brent was standing slightly above $60 in the early
part of March. Prices of other raw materials con-
tinue to post sharp increases. This is notably true of
petroleum derivatives, but also of metals. In these
circumstances, producer prices have been rising
substantially since mid-2005 in most of the indus-
trialised countries. However, the pressures on con-
sumer prices that emerged at the end of last summer
have eased slightly (see Graph 2), including in most
Asian countries. This ebbing of inflation is in fact
likely to continue between now and mid-2006. On
the assumption that the Brent price stabilises at
around $60/barrel, the decline in the energy compo-
nents should in fact continue. The easing of core in-
flation in the various countries should also persist
since, despite the past price rises, wage growth has
so far remained moderate in the industrialised zones.
This suggests that the impact of the energy shock is
unlikely to go beyond the stage of diffusion to prices
of other inputs.
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With financing conditions remaining generally
attractive, the discrepancies between demand
growth in different OECD countries are set to
persist, leading to a persistence of trade
imbalances

Few marked evolutions have been seen on the cur-
rency markets in recent months, apart from the slight
depreciation of the dollar in real effective terms
since November 2005. In these circumstances, the
euro/dollar exchange rate has been assumed stable at
1.20 throughout the forecast period, close to its pres-
ent level.

At the same time, financing conditions seem likely
to remain generally attractive. Admittedly, there
have recently been rises in short-term interest rates
in the United States, but rates have remained more
inert in the other industrialised zones. Between now
and mid-2006, fresh interest-rate hikes are to be ex-
pected on both sides of the Atlantic. However, long
rates are likely to remain relatively unaffected by the
rises in key rates until mid-year, as they have done
until now.

Despite this generally favourable environment, there
are likely to remain marked performance differences
among industrialised countries between now and
mid-2006. The strength of domestic demand in the
United States and, to a smaller extent, in Japan and
the United Kingdom, are likely to continue to con-
trast with the levels of demand expected in the euro
zone. These differences are likely to be mainly due
to divergences in the momentum shown by real in-
comes and, more marginally, in the amplitude of in-
vestment cycles. As a result, while annual growth
rates will probably be around 4.2% in the United
States and 3.0% in Japan, growth in the euro zone
will probably remain limited to 2.0%.

EVOLUTION IN TRADE BALANCES (GOODS)
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Reflecting this discrepancy in demand, a continua-
tion of recent tendencies is to be expected in the evo-
lution of the trade balances of the various zones (see
Graph 3) : a further widening of the American defi-
cit; a stabilisation — or even improvement — in the
Japanese surplus thanks, in particular, to the contin-
uous depreciation of the yen in the past year; and, fi-
nally, a slow deterioration in the position of the Eu-
ropean Union, especially under the impact of the
higher oil bill. m
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The surge in oil prices rapidly affected the evolution
of inflation at world level. Even so, the consequen-
ces are expected to remain limited to first-round ef-
fects — the direct impact of the energy components
of the indices — and to diffusion to the prices of cer-
tain other inputs. The impact on activity, for its part,
has been strictly circumscribed, as shown by the dy-
namism of industrial sectors even in countries with
high energy dependence. The remarkable resistance
shown by the Asian economies is particularly emble-
matic in this respect.

Even though the prices of industrial raw materials
remain high (see section on “Pétrole et matiéeres pre-
mieres”, available in the French version only), the
euro-zone’s international environment is expected to
remain supportive throughout HI 2006. Domestic
demand in the United States, Japan and the United
Kingdom is likely to strengthen. In these three coun-
tries job creation is likely to intensify and wage
growth momentum to be maintained, permitting ac-
celeration in wage remuneration. At the same time,
inflationary pressures are likely to ease in the
English-speaking countries, helped by the slow-
down in energy prices. The resulting purchasing po-
wer gains should then stimulate household demand.
This environment would be favourable to invest-
ment, especially as business leaders’ expectations
regarding exports also remain generally positive.

All things considered, annualised growth rates in HI
2006 are expected to be 4.2% in the United States,
3.0% in Japan and 2.2% in the United Kingdom.

The dynamism of real incomes is likely to
encourage spending by American, British and
Japanese households

In the United States, the United Kingdom and Japan,
the labour market situation is likely to be favourable
to household incomes in coming months. Thanks to
the expected strengthening of activity in these coun-
tries (see Table 1), employment should gather
strength. In the United States, following a weaken-
ing largely attributable to last year’s hurricanes, job
creations are expected to accelerate — January and
February have already seen more than 200,000 cre-
ations on average. Although employment in Japan
fell by 0.4% in Q4 2005, the results of the latest
Tankan survey highlight the fact that firms no longer
report overmanning (see Graph 1). There are in fact

growing pressures on the Japanese labour market.
Although the unemployment rate rose slightly in Q4
2005 (to 4.5% from 4.3% the previous quarter),
jobseekers exceeded job vacancies in December and
January, something that had not been seen since Sep-
tember 1992. In the United Kingdom, finally, em-
ployment should pick up again after declining in Q4
2005 for the first time in five years (down 0.2% in the
quarter). The latest employment survey for March in
fact augurs well for the first part of the year.

At the same time, a slight acceleration in wage
growth seems to be taking place in all three coun-
tries. This tendency had already begun in H2 2005 in
the United States and the United Kingdom and is ex-
pected to continue. To be more precise, the
year-on-year rise in the average hourly wage in the
United States increased from 2.7% in August 2005
to 3.5% in February 2006 and is likely to increase
further until the middle of the year. This tendency
can be related to past rises in core inflation, which
put on almost three quarters of a point on a
year-on-year basis between Q3 2003 and Q4 2005.
In addition, the low unemployment rate (4.8% in
February) is liable to fuel wage claims. Wage in-
creases are nevertheless likely to be kept well in
hand, if only because of the moderate nature of infla-
tionary expectations induced by the calm now af-

BUSINESS LEADERS'OPINION REGARDING CHANGES IN EMPLOYMENT
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TABLE 1 : UNITED STATES, UNITED KINGDOM AND JAPAN : RESOURCE-USE BALANCE IN VOLUME

Quarterly % change Annual % change
2004 2005 2006 2006
@3 | a4 | a1 Q2 @3 | Qs | at a2 | 2004|2005 | {co.)
UNITED STATES (37.2%)"
GDP 1.0 0.8 0.9 0.8 1.0 0.4 ir2 0.9 4.2 3.5 2.9
Consumption 1.1 1.1 0.9 0.8 1.0 0.3 1.2 0.9 3.9 3.6 2.9
Private investment ® 2.0 1.7 1.7 2.3 2.0 1.1 1.6 1.5 9.7 8.1 5.2
Nonresidential investment 2.8 25 1.4 2.1 2.0 1.3 1.8 1.6 9.4 8.7 57
Residential investment 0.7 0.4 2.3 2.6 1.8 0.6 1.3 1.3 10.3 7.1 4.4
Government expenditures © 0.5 0.2 0.5 0.6 0.7 -0.2 0.6 0.6 2.2 1.8 1.5
Exports 1.3 1.7 1.8 2.6 0.6 1.4 1.5 14 8.4 7.0 4.6
Imports 1.1 2.7 1.8 -0.1 0.6 3.0 2.0 1.8 10.7 6.4 6.0
Contributions:
Domestic demand excluding stocks 1.2 1.1 1.0 1.1 1.2 0.3 1.3 1.0 4.6 4.1 3.1
Change in private inventories -0.1 0.0 0.1 -0.5 -0.1 04 0.0 0.0 0.3 -0.3 0.2
Net exports 0.0 -0.2 -0.1 0.3 0.0 -0.3 -0.2 -0.1 -0.7 -0.3 -0.5
UNITED KINGDOM (5.6%)"
GDP 0.4 0.6 0.2 0.5 0.4 0.6 0.5 0.6 3.2 1.8 1.8
Consumption 0.9 0.5 0.0 0.3 0.6 0.7 0.6 0.8 3.6 1.9 2.2
Total investment -0.3 0.9 0.8 0.2 2.8 -0.8 0.8 14 5.2 3.3 2.7
Enterprise investment 1.8 -0.2 -0.3 1.0 0.6 -1.0 0.5 1.0 3.3 1.6 1.0
Household investment “ -0.8 1.6 -3.9 4.4 0.3 1.0 1.0 1.0 6.5 1.0 3.8
Public investment -9.8 4.3 19.3 | -126 | 202 | -10.0 | 2.0 4.0 12.7 | 16.6 27
Public consumption © 0.3 0.4 0.3 0.7 0.8 0.8 0.5 0.5 3.0 1.9 2.0
Exports 0.9 0.9 0.4 3.4 0.7 1.1 1.2 1.2 4.6 5.2 4.2
Imports 1.4 23 -1.3 25 2.1 0.3 1.4 1.8 6.7 4.8 4.7
Contributions:
Domestic demand excluding stocks' 0.6 0.5 02 0.3 1.1 0.5 0.6 0.8 3.9 22 23
Change in private inventories -0.1 0.4 -0.5 -0.1 0.0 -0.2 0.0 0.0 0.1 -0.3 -0.2
Net exports -0.2 -0.4 0.5 0.1 -0.4 0.2 -0.1 -0.2 -0.8 0.0 -0.3
JAPAN (14.8%)"
GDP 0.1 -0.2 1.3 1.4 0.2 1.3 0.8 0.7 2.3 2.7 2.8
Consumption 0.4 -0.6 1.3 0.8 0.4 0.9 0.5 0.5 1.9 2.2 1.9
Total investment -0.5 0.6 1.8 1.4 1.3 0.0 1.4 1.1 1.0 3.4 3.3
Private investment 0.4 0.8 2.4 1.5 1.5 0.7 1.4 1.1 4.1 6.2 4.0
Nonresidential investment 0.5 0.8 3.3 2.3 1.5 0.4 2.0 1.5 4.6 7.9 4.8
Residential investment 0.1 0.4 -1.3 -1.9 1.6 2.1 1.0 1.0 2.0 -0.7 3.7
Public investment -3.8 0.1 -0.5 1.0 0.3 2.7 0.0 0.0 -8.8 -5.9 -1.6
Public consumption -0.2 0.6 0.8 0.3 0.4 0.3 0.2 0.2 2.0 1.8 0.8
Exports 0.5 1.2 -0.3 3.5 3.1 3.5 3.0 25 13.9 6.9 10.1
Imports 1.7 2.3 0.0 2.2 3.2 -0.9 2.2 1.8 8.5 6.2 5.1
Contributions:
Domestic demand excluding stocks 0.1 -0.1 1.3 0.8 0.6 0.6 0.7 0.6 1.7 23 2.0
Change in private inventories 0.2 0.0 0.1 04 -0.4 02 0.0 0.0 -0.2 0.2 0.0
Net exports -0.1 -0.1 0.0 0.2 0.0 0.6 0.1 0.1 0.8 02 0.8

Forecast
(1) Country’s share of OECD GDP (1995 PPP. 2003 volume)
(2) Investment of firms and households
(3) Government consumption and investment
(4) ltems on which there is no information in the provisional accounts
(5) Consumption of unprofitable institutions included
Sources: BEA, ONS, Economic and Social Reasearch Institute, Insee

fecting gasoline and gas prices. Japanese house-
holds’ wage incomes rose strongly in Q4 2005
(+2.9%, following —3.3% in Q3), mainly because of
the exceptionally high end-year bonuses. This im-
provement in wage incomes is in fact likely to con-
tinue in H1 2006. The spring wage negotiations
(shunto) that began in mid-January will probably be
the occasion for trade unions to obtain increases in
remuneration.

The labour market situation should therefore be gen-
erally favourable to increases in earned income in
the three countries (see Table 2). However, in the
case of Japan two factors are liable to limit the rise in
real income. The fact that the country is only gradu-
ally emerging from a period of deflation means that
the consumption deflator is likely to remain negative
and this will tend to curb wage growth. In addition,
the abolition of certain tax breaks granted to house-
holds in 1999 and totalling 1600 billion JPY took ef-
fect in January 2006. In the United States, on the
other hand, the ebbing of inflation, under the impact
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TABLE 2 : UNITED-STATES, UNITED KINGDOM AND JAPAN : HOUSEHOLDS ACCOUNTS

(in %)
Annual changes
2003 2004 2005 2006 (*)
United-States
Non-farm dependent employment -0.3 1.1 1.5 1.3
Average wage per head 2.9 4.3 4.6 29
Nominal gross disposable income 4.3 6.1 4.3 4.8
Private consumption deflator 1.9 2.6 2.8 1.6
Saving ratio (absolute level) 2.1 1.8 -0.4 -0.1
United Kingdom
Dependent employment 1.0 1.0 1.0 0.2
Average wage per head 3.5 3.6 3.7 3.2
Nominal gross disposable income 4.7 3.5 45 3.4
Private consumption deflator 1.9 1.2 2.0 15
Saving ratio 5.4 4.4 5.3 5.0
Japan
Total employment -0.2 0.2 0.4 -0.1
Average wage per head -1.3 -1.5 0.8 1.5
Nominal gross disposable income (dependent R
household) 1.2 0.4 1.1 1.3
Private consumption deflator -0.9 -0.6 -0.8 -0.4
Saving ratio 4.0 3.1 3.0 2.8

(*) For the United States and for the United Kingdom, statistical carryover at end-Q2 2006.

(*) For Japan, annual average 2006

Source : BEA, BLS, Central Statistical Office, Department of Employment, ONS, Economic and Social Research Institute, Ministry of Public Management, Ministry of La -

bour, Insee

of the decline in the energy components, is likely to
provide additional support for purchasing power, en-
abling it to show a distinct acceleration compared
with H2 2005. In the United Kingdom, too, it is the
continuing wage momentum, combined with the de-
cline in inflation, that can be expected to fuel the rise
inreal income. UK consumer prices slowed down in
January for the fourth consecutive month (to 1.9%,
year on year).

These various factors mean that household demand,
on the back of purchasing power gains, can be ex-
pected to accelerate in the first half of this year in the
euro zone’s principal industrialised trading partners.
In addition, two one-off factors are liable to encour-
age spending by American households. First, the
temporary adverse shock directly attributable to the
ending of automobile discounts that took place at the
end of 2005 will have lost its effect; the statistical
carryover of retail sales was in fact already very pos-
itive at the end of February (+2.1% in volume). Sec-
ond, residential housing investment will probably be
boosted by the reconstruction needed following the
hurricane damage, as can already be seen in the up-
turn in housing starts seen at the beginning of this
year. In the United Kingdom, the main factor re-
sponsible for the upturn in retail sales is likely to be
the revival of the housing market seen since
mid-2005 (see box “Comparison of the economic
performances of the United Kingdom and the euro

zone"). In addition, the Bank of England’s decision
to hold its key rate at 4.50%, following the one-quar-
ter-point cut in August, can be expected gradually to
efface the impact of past rate rises. Note, however,
that, even if UK household confidence is restored,
the weakness of retail sales (statistical carryover of
0.6% at end-February, compared with arise of 1.6%
in Q4 2005) is pointing to a slight slowdown in
spending in Q1 2006. Meanwhile, housing invest-
ment is likely to pick up, thanks also to the accelera-
tion in real income and to low mortgage rates. This
recovery is already been seen in the rise in the vol-
ume of housing transactions.

The relative firmness of prospects for activity and
the continuing generally favourable financing
conditions are likely to underpin growth in
investment

The dynamism of both domestic and foreign de-
mand is likely to motivate corporate investment pro-
jects. A strengthening of capital spending is in fact
already being suggested by a wide range of indica-
tors, the most prominent being the general rise in ca-
pacity utilisation rates (see Graph 2). Capital goods
orders in the United States have also been very firm
since the end of 2005. The same is true of Japan,
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where the obsolete state of the plant and machinery
now in place is likely to mean a revival in replace-
ment investment.

Moreover, the results of corporate business surveys
are encouraging. In the United States, the outlook
for activity, following three consecutive months’ de-
cline, rose in February for industry and has remained
at a relatively high level for the non-manufacturing
sector. The reconstruction efforts needed following
the hurricanes are likely to constitute an additional
support factor for corporate investment. In the
United Kingdom, the latest CBI surveys of industry,
for January and February, show an improvement in
expectations of output in the next three months.
Similarly, the Tankan survey in Japan for Q4 2005
testifies to firms’ intentions to increase their invest-
ment in capital goods in coming quarters, despite
downward revisions in profit expectations.

Finally, financing conditions are likely to remain
generally attractive. In the United States, despite the
upward phase of the key rate cycle that has now
lasted continuously since June 2004, the latest Fed
survey shows that the percentage of banks tightening
the conditions of their lending to firms is tending to
stabilise. In addition, recent profit levels and the res-
toration of self-financing capacity can be expected
to facilitate the financing of investment projects. The
financial situation of Japanese firms has also im-
proved and they are therefore likely to be unaffected
in the short term by the Banque of Japan’s decision
to abandon its policy of massive injections of liquid-
ity into the banking system. In the United Kingdom,
lending conditions are as attractive as ever, with in-
terest rates on loans to businesses virtually stable at a
relatively low level (around 5%, compared with 13%
at the beginning of the 1990s). Nevertheless, invest-
ment decisions will have been substantially affected
in the recent past by the decline in industrial produc-
tion (-0.6% and —0.8% in the final two quarters of

-~
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2005) and the industrial recovery is still looking
fragile. In these circumstances, growth in UK cor-
porate investment is likely to remain subdued, per-
mitting no more than a stabilisation of the invest-
ment ratio.

The domestic driving forces for growth are liable
to encourage growth in imports and hence in
world trade as a whole

In the United States and the United Kingdom, im-
ports are likely to maintain their momentum as a re-
sult of the reinvigorated domestic demand. How-
ever, despite the growth in exports, foreign trade as a
whole is likely to hamper growth in these countries
in coming quarters. Japanese exports, by contrast,
are likely to feel the full benefit of the strength of ac-
tivity in the principal Asian trading partners, where
industrial output seems for the moment to be unaf-
fected by the high oil prices. Japanese exports
should also benefit from the tendency of the yen to
depreciate, which has now lasted for almost a year.

The knock-on effect on world trade from the euro
zone’s international environment, which can already
be seen in the firmness of export order books (see
Graph 3), could well find itself weakened if certain
potentially adverse factors affecting activity rates in
these three countries were to materialise. In particu-
lar, the tax rises affecting Japanese households could
at some stage hold back their spending. In the
United Kingdom, there is the possibility of monetary
tightening, motivated by the tangible upturn in activ-
ity. In the United States, the real estate market may
suffer more of a hard landing than is currently ex-
pected, given that the demand for mortgages is
showing signs of weakening and the accessibility of
housing is deteriorating because of the surge in

prices. m
o

BUSINESS LEADERS'OPINION REGARDING
EXPORT ORDER BOOKS

standardised data

05

0.0

-0.5

United States (3-month moving average)
United Kingdom  =»=s==++

-1.5
January  July January  July January  July January
2003 2004 2005 2006
sources : PMI, ISM

-1.5

28

Conjoncture in France



The euro zone's international environment

BOX: COMPARISON OF THE ECONOMIC PERFORMANCES OF THE UNITED KINGDOM AND THE EURO ZONE

For more than four years now, the United Kingdom has
managed to achieve a growth rate higher than that of its
main European partners. Between mid-2001 and
mid-2005, the average growth differential between the
United Kingdom and the euro zone amounted to 1.2 of a
point in favour of the former. This difference is explained
mainly by divergences in the momentum of domestic de-
mand and, more particularly, private consumption.
However, the gap has recently tended to narrow, since
spending by UK households has slowed down along with
house prices. Growth rates in the United Kingdom and
the euro zone are now completely similar.

It was the year 2001 that marked the real uncoupling be-
tween the growth rates of the United Kingdom and
continental Europe. From that time on, euro-zone growth
slowed down, from 4.0% in 2000 to 1.9% in 2001 and then
0.7% in 2003. By contrast, the United Kingdom showed
astonishing resistance to the bursting of the high-tech
bubble. Although UK growth also almost halved in 2001
(to 2.2% from 4.0% in 2000), it then maintained this new
momentum until 2004. This better performance is ex-
plained by the more favourable evolution of domestic
demand. Admittedly, fiscal policy was more expansionary
in the United Kingdom, one result of this being that growth
in public consumption was greater than in the euro zone.
At a more fundamental level, however, it was household
consumption that generated the growth differences(?)
(see Graph A), growing in the UK at rates of more than 2%
throughout the period under consideration, compared
with slightly less than 1% in the euro zone.

This phenomenon is to be attributed in the first place to
the fact that wage compensation rose faster in the United
Kingdom. Except in 2002, the difference in growth in real
incomes between the two economies was particularly
wide (of the order of 2 points), mainly because of more
rapid wage growth. On the other hand, differences in job
creation rates were relatively insignificant, although the
UK unemployment rate declined almost continuously
(from 5.1% in 2001 to 4.7% in 2004), in contrast to that of
the euro zone, which increased continuously over the
same period (7.9% in 2001, 8.9% in 2004). Furthermore,
following the bursting of the stock-market bubble, the
Bank of England made cuts totalling two points in its key
rate during 2001 (from 6% to 4%), and UK households
were able to take full advantage of this because most of
their borrowing is at variable rates. During the same pe-
riod, the European Central Bank reduced its key rate by 1
point (from 4.75% to 3.75%). Thereafter, until mid-2003,
evolutions in monetary policy were fairly similar in the
United Kingdom and in the euro zone. Lastly, UK house-
hold consumption was underpinned by the high

(1) Note that in 2001 and 2002 the contribution of foreign
trade to the growth difference between the two economies
was greater than that of consumption. However, this nega-
tive contribution is explained mainly by the rise in UK
imports and hence also by the strength of domestic demand.

household indebtedness ratio, which rose steadily from
2001 on, reaching more than 135% of gross disposable
income in 2005.

However, the main explanation for the dynamism of con-
sumption in United Kingdom lies in the evolution of the
residential property market. The consumption equation
presented below provides a good illustration of the extent
to which the “housing wealth effect” has acted as driving
force for the strength of UK households’ spending (see
Graph B). When the financial bubble burst, the rise in
property prices more than compensated for the drop in
the FTSE index and this substantially contributed to main-
taining the level of consumption. From November 2003
on, however, successive increases in the Bank of Eng-
land’s key rate brought about an easing of house prices.
The impact of this slowdown on consumption was particu-
larly visible in 2005, when its growth fell to 1.2% from
2.3% the previous year. The gap between activity rates in
the United Kingdom and the euro zone was automatically
reduced as a result.

Finally, throughout the period 2001-2005 it was the pro-
duction of domestic services that was the main
beneficiary of the strength of UK household spending, so
that the growth difference between the United Kingdom
and the euro zone was mainly concentrated on tertiary
activities (averaging 1.4 of a point). Differences in the
growth of value added in industry were smaller (averaging
0.4 of a point), this time in the euro zone’s favour. This
structural weakness of the UK manufacturing sector led to
increased imports of industrial products and, in the end, to
avirtually permanent negative contribution to growth from
foreign trade.

To sum up, the UK economy posted better performance
than the euro zone between 2001 and 2004, mainly be-
cause households were benefiting from a housing wealth
effect, from strong wage income growth and from low in-

BREAKDOWN OF GROWTH GAPS
BETWEEN UNITED-KINGDOM AND EURO-ZONE
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terest rates. Since 2005, on the other hand, following the
soft landing of the housing market and the consequent
easing of consumption in the United Kingdom, the gap
has started to narrow (0.4 of a point in 2005). &

Estimation of an consumption ion for British h hol

ALCONSO = 0,004+ 023ALCONSO , +0,14ALY — 0,11 ALY , +0,02ALF +024ALPX

(4,21)  (2,57) (2,89) (-2,26) (2,89) (7,03)

~023(LCONSO_, —2,06 —0,10 LF_, — 068 LY_, — 015 LPX_))

(=5,02) (15,65) (9,86) (33,22) 15,71)

R?=0,51

With :

LCONSO : logarithm of households' consumption in volume
LY : logarithm of the real gross disposable income

LF : logarithm of the FTSE index

LPX : logarithm of real Halifax housing prices.

(8]

EQUATION OF CONSUMPTION IN UNITED-KINGDOM

en%

Contribution of real GDI =—=—X
-2 Contribution of FTSE index
Contribution of housin? prices —
Contribution of wedge T——1
Consumption s

90 91 92 93 94 95 96 97 98 99 00 01 02 03

sources : Insee, ONS, Financial Times, Halifax
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The economic situation

In the euro-zone

After accelerating for three quarters, euro-zone
GDP growth slipped back to 0.3% in Q4. The slow-
down was particularly marked in the three largest
countries of the euro-zone (France, Germany, Italy),
with growth stagnating in Germany, in particular.
By contrast, growth in the other countries remained
lively. The declines in foreign trade and in private
consumption following an exceptional third quarter
are the explanation for this temporary slowdown.

The early part of 2006 would see GDP growth ins-
talled at a rate close to its trend value (0.5% per
quarter) with a statistical carryover of +1.6% at the
end of Q2, compared with annual growth of 1.4% in
2005. Domestic demand is still looking fragile (see
Graph 1) as a result of the easing of consumption lin-
ked to the weakness of household income. However,
a strengthening of investment seems to be percep-
tible. Moreover, the firmness of world demand is li-
kely to continue to benefit exports from the zone and
foreign trade should therefore make a positive con-
tribution to growth.

Q4 2005 witnessed a pause in euro-zone activity,
accompanied by wide inter-country disparities

The results for Q4 2005 testify to the fragility of the
upturn that began in mid-2005, pending the consoli-
dation of the domestic determinants of growth (see
Table “Euro-zone GDP” and Graph 2).

Industrial production posted a slowdown (to 0.5% in
Q4 from 0.9% in Q3), hit by a weakening of external
demand compared with Q3. In France and Italy, in-
dustrial production actually declined. In Germany,
by contrast, industrial production remained dy-
namic, out of step with the rest of the zone.

Business surveys for industry in the early part of
2006 have continued to indicate an improvement in
the euro-zone business climate (see Graph 3). GDP
growth seems set to return to a rate close to its trend
value (0.5% per quarter), underpinned by the grad-
ual upturn in the investment cycle and by strong
world demand. Growth disparities between coun-
tries seem likely to fade: German GDP should grow
at the same rate as the zone as a whole; growth in It-
aly would be slightly below that of the zone (see box
“ Can we detect a cyclical gap between the indus-
tries of the euro-zone’s major countries since
2005? 7).

Modest growth in household consumption likely,
linked to the stagnation of real wages

Household consumption declined by 0.2% in Q4
2005. Wage restraint was maintained throughout the
year, without the improvement in the labour market
permitting any significant increase in household
purchasing power (no change in the first two quar-
ters of the year - see Table “ Euro-zone household
accounts ”). In Germany, household consumption
slumped by 0.6% in the final quarter, whereas it re-
mained the main driving force for growth in France
and Spain (see Graph 4).

GDP GROWTH AND
CONTRIBUTIONS OF DEMAND COMPONENTS

08 q-0-q changes, in %, working-day and seasonally adjusted

08

04 / 04

04 04

Private consumption
Investment ——
Foreign trade T———1

Gi

0.8
2001 2002 2003 2004 2005 2006

source : Eurostat forecasts after the dotted line

GDP GROWTH IN THE EURO-ZONE COUNTRIES
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Germany

&

-1
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sources : Eurostat, Destatis, Insee, Istat forecasts after the dotted line
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GDP IN THE EURO ZONE AND IN THE PRINCIPAL MEMBER COUNTRIES

( % change)
Quarterly changes Annual changes
2004 2005 2006 | 5003 | 2004 | 2005 | 2006
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 C.o.
GERMANY (29.4%)"
GDP 0.5 0.2 |-0.1 |-01 0.6 0.3 0.6 0.0 0.5 0.5 | -0.2 1.1 1.1 i3
Household consumption 05 |-0.2 0.0 0.8 | -04 0.0 0.3 | -0.6 0.0 0.3 0.1 0.2 0.2 | -0.1
Total GFCF -1.9 -0.3 0.9 -0.4 -1.2 0.3 1.8 0.7 0.8 0.8 -0.7 -1.5 0.2 2.9
Public consumption -1.0 -0.5 0.4 -1.9 0.5 1.5 0.4 -1.6 -0.2 -0.2 0.1 -1.6 0.1 -1.0
Exports 3.3 32 | -05 0.5 241 1.1 4.9 0.5 2.0 1.9 2.3 8.3 6.6 6.6
Imports 1.6 2.0 2.4 0.5 -1.1 2.1 52 11 1.2 1.6 5.0 6.1 55 6.4
Contributions :
Domestic demand ex. stocks -0.2 | -0.2 0.2 0.0 | -0.4 0.3 0.6 | -0.5 0.1 0.3 0.1 | -02 0.0 0.3
Inventory change 0.0 | -0.1 06 | -0.1 | -02 0.3 | -0.1 0.8 0.0 0.0 0.6 0.5 0.2 0.6
Foreign trade 0.7 0.6 | -1.0 0.0 1.2 | -0.3 02 | -02 04 02 | -09 0.8 0.9 0.4
ITALY (17,9%)"
GDP 0.5 0.3 04 | -04 | -05 0.7 0.3 0.2 0.3 0.4 0.4 1.0 0.2 1.1
Household consumption 12 | -05 | -0.1 0.4 0.0 0.6 0.4 0.2 0.3 0.5 1.4 1.0 0.9 1.2
Total GFCF 3.4 0.5 -1.4 -1.6 -1.0 1.6 1.3 0.5 0.5 0.5 -1.8 1.9 -0.9 2.3
Public consumption -0.3 0.3 0.1 0.3 0.2 0.4 0.0 0.1 0.1 0.0 2.3 0.7 0.8 0.3
Exports -1.5 3.7 4.2 -4.2 -4.6 52 2.9 1.5 1.2 1.0 -1.9 3.2 0.7 5.8
Imports -0.2 1.7 1.1 0.2 -2.8 4.2 11 1.5 1.3 11 1.3 25 2.3 4.9
Contributions :
Domestic demand ex. stocks 1.3 | -0.1 | -0.3 0.0 | -02 0.7 0.5 0.2 0.3 04 0.9 1.1 0.5 1.2
Inventory change -0.5 | -0.1 | -0.1 07 | o1 |-03 |-07 | 0.0 0.0 0.0 03 | -03 0.1 | -04
Foreign trade -0.4 0.5 08 | -1.1 | -0.5 0.3 0.5 0.0 0.0 0.0 | -0.9 02 | -04 0.3
SPAIN (10,2%)"
GDP 0.8 0.7 0.8 0.9 0.8 0.8 0.9 0.9 0.8 0.8 2.9 3.1 34 2.8
Household consumption 0.7 1.0 14 15 0.7 1.0 1.1 1.2 0.8 0.8 2.6 4.4 4.4 3.1
Total GFCF 0.3 11 1.4 2.6 1.8 1.6 11 2.1 11 1.0 5.6 4.9 7.2 4.4
Public consumption 2.3 2.3 1.7 12 | -0.2 1.1 1.9 1.7 1.5 1.5 4.8 6.0 4.5 5.2
Exports 1.9 0.0 14 |-1.0 | -1.8 2.7 22 | 1.2 1.5 1.5 3.6 3.3 1.0 &5
Imports 2.8 1.7 3.4 20 |-1.0 3.3 3.3 0.9 1.9 1.9 6.0 9.3 71 6.6
Contributions :
Domestic demand ex. stocks 0.9 1.3 1.5 1.8 0.9 12 1.3 1.6 1.0 1.0 4.2 5.0 5.3 4.0
Inventory change 0.2 0.0 0.0 0.0 0.1 | -0.1 0.0 | -0.1 0.0 0.0 02 | -0.1 0.0 | -0.1
Foreign trade -03 |-05 |-07 |-09 |-02 |-03 |-05 |-06 |-02 |-02 |-15 |-1.8 |-1.9 | -1.1
EURO ZONE (27,8%)”
GDP 0.7 0.4 0.3 0.2 0.3 0.4 0.7 0.3 0.5 0.5 0.7 1.8 1.4 1.6
Household consumption 0.6 0.1 0.2 0.9 0.1 0.3 05 | -0.2 0.4 0.5 1.0 1.4 1.4 0.9
Total GFCF 0.6 0.4 0.2 0.4 0.2 1.0 1.1 0.8 0.8 0.8 0.8 1.8 2.2 2.8
Public consumption -0.1 0.4 0.4 0.0 0.0 0.8 0.9 0.0 0.3 0.3 1.7 1.1 1.3 1.1
Exports 1.8 25 1.2 0.3 | -0.9 2.0 3.4 0.5 1.8 1.6 1.2 5.9 3.9 5.6
Imports 1.2 2.4 2.0 13 | -1.5 2.3 3.1 0.9 1.4 1.5 3.0 6.2 4.7 5.5
Contributions :
Domestic demand ex. stocks 0.5 0.2 0.2 0.6 0.1 0.5 0.7 0.1 04 0.5 1.1 14 1.5 1.3
Inventory change 0.0 0.1 0.3 0.0 0.0 0.0 | -02 04 0.0 0.0 0.2 04 0.1 0.1
Foreign trade 0.2 0.1 | -03 | -03 02 | -0.1 02 | -02 0.2 0.1 | -06 | -0.1 | -0.3 0.1

Forecast
(1) Share of euro-zone GDP
(2) Share of OECD GDP
Sources : Eurostat
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ZONE EURO : HOUSEHOLDS ACCOUNTS

(Annual and quarterly % changes)

2003 | 2004 | 2005 | 2008 2004 2005 2006
o1 | @2 | @3 | @4 | o1 | @2 | @3 | @4 | a1 | @2
Total wage bill 26 | 26 | 23 | 24 | 11 | 07 | 00 | 07 | 09 | 04 | 04 | 08 | 08 | 09
- Employment 03 | 07 | 06 | 08|02 02|02 01|01 01| 03| 02| 03| 03
- Unit wage 23 | 20 | 17 | 15 | 10 | 04 |02 | 06 | 08 | 03 | 01 | 06 | 05 | 0.6
GDI 29 | 21 | 25 | 22 | 07 | 06 | 03 | 01 | 10 | 08 | 07 | 05 | 07 | 0.8
Saving ratio (% of GDI) 131 | 120 |11.4 | 112 125 |[124 |121 |[111 | 115 [ 116 | 111 | 113 |11.3 | 11.2
Households Consumption deflator| 2.0 2.0 1.9 1.5 0.6 0.6 0.5 0.3 0.4 0.4 0.7 0.5 0.4 0.4
Real total wage bill 06 | 07 | 04 | 08 | 06 | 01 | 04 | 04 | 04 | 00 | 03 | 03 | 04 | 05
- Real unit wage 03 | 00 |02 | 00| 04  -02|-07 | 03] 03 -01]-06]| 01| 01 | 02
Purchasing power of GDI 09 | 02 | 06 | 0.7 | 01 | 00 |02 |-02 | 06 | 04 | 0.0 | 00 | 0.3 | 04
Forecast (MZE model )
Sources : Eurostat, Insee calculations
e No encouragement for a clear-cut upturn in private
EURO-ZONE: GDP GROWTH AND SYNTHETIC INDICATOR consumption is to be found in the fundamentals. The
15 Go-gchanges, in %, working-day and seasonally adjusted level e moderate nature of the recovery in employment
P — (around 0.3% per quarter, see Graphs 5 and 6) and
SEB lE = the stagnation of wages in real terms are likely to
mean slackness in household income. On the other

" hand, inflation should gradually ease during H1
2006 (to 2.1% in June from 2.4% in January), giving
a slight boost to household purchasing power

105 (growth of 0.3% and 0.4% in Q1 and Q2, respec-
tively).

% As a result, private consumption can be expected to
accelerate in the first half of the year (quarterly
growth rates of 0.4% and 0.5%), as indicated by the
substantial upturn in retail sales in the early part of

2000 2001 2002 2003 2004 2005 2006 the year, with the statistical carryover for the first
quarter amounting to 0.7% in January. In Q2, con-
sumption can be expected to receive a one-off boost

sources : Eurostat, European Commission, Insee calculations  forecasts after the dotted line fI' om th e or g an 1 S ati on o f th e f o Otb all W o rl d Cu p 1 n
Germany. Major sporting events of this kind tradi-
tionally increase sales of consumer goods and activ-
4 ©
CONTRIBUTIONS TO GDP GROWTH IN EURO-ZONE COUNTRIES EURO-ZONE: PRIVATE CONSUMPTION AND EMPLOYMENT
. in% 4 4 y-0-y growth, in %, working-day and seasonally adjusted 4
Private consumption s
GDP mmmm Employment
Consumption £zZZ1
3 GFCF — 3
Net trade ——
Stocks  m— 3 3
2 - 2
1 1 2 2
0 m._u- 0 /
1 1
B 1

Euro zone France Germany Italy Spain

sources: Eurostat, Destatis, Ine, Insee, Istat

2000 2001 2002 2003 2004 2005 2006

source : Eurostat forecasts after the dotted line
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(6]

HARMONISED UNEMPLOYMENT RATE IN THE EURO-ZONE
in % of working population, s.a.

Euro zone s
Germany
France ====-=--
ltaly eoceeee 12
Spain

2000 2001 2002 2003 2004 2005 2006 s

source : Eurostat forecasts after the dotted line

ity in the hotels and catering sector. It has been as-
sumed in the forecast that this will lead to 0.3%
additional consumption growth in Germany.

Public consumption is likely to lag behind private
consumption and show disparities within the euro
zone. In the largest countries of the euro-zone,
tighter control of public spending can be expected in
order to meet the criteria of the Stability and Growth
Pact. In Spain, by contrast, the budget surplus
should provide room for manoeuvre in increasing
public consumption.

The euro zone as a whole likely to benefit from the
strong world demand

Exports to outside the zone were held back in Q4
2005 by the weakness of growth in world demand
(1.0%). The exceptionally large Airbus deliveries in
Q3 adversely affected French and German export
growth in the final quarter. Trade within the zone
also slowed down, hampered by the easing of activ-
ity in the major countries. In the end, growth in
euro-zone exports was 0.5%, down on the strong
showing of the two previous quarters.

In the early part of 2006, the past depreciation in the
euro’s effective exchange rate (amounting to 5.9%
between February 2005 and February 2006 in nomi-
nal terms) should give some support to the competi-
tiveness of the zone as a whole, whose exports would
be mainly boosted by the strength of demand in part-
ner countries (see section “The euro-zone’s interna-
tional environment”). This would mean a reestab-
lishment of their traditional determinants, with
world demand the essential driving force (see
Graph 7).

e

EXPORTS AND DEMAND IN THE
EURO-ZONE'S EXPORT MARKETS*

y-0-y growth, in %, working-day and seasonally adjusted

12 12
9 9
6 6
3 3
0 0
3 3

Exports - mm—
Demand in euro-zone's export markets
6 2000 2001 2002 2003 2004 2005 2006 N

source : Eurostat, DGTPE, Insee forecasts after the dotted line

Germany’s sectoral and geographic specialisation
continues to ensure more dynamic world demand for
its exports than for those of the rest of the zone. In
fact, German export growth is likely to remain faster
than demand in its overseas markets because of the
cost-competitiveness gains generated by the contin-
uing wage restraint. Conversely, Italy will probably
have to cope with a continued rise in wage costs and
tend to lose market share in the traditional consumer
goods sectors where it faces competition from the
emerging economies of Europe and Southeast Asia
(see Graph 8).

o

EXPORTS OF THE PRINCIPAL EURO-ZONE COUNTRIES
150 in volume, index 100 in 2000, working-day and seasonally adjusted "

Euro-zone  memm—
Germany

140

130
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110

100

90
2000 2001 2002 2003 2004 2005 2006

sources : Destatis, Insee, Istat forecasts after the dotted line

Spain’s foreign trade remains hampered by the cycli-
cal discrepancy vis-a-vis the rest of the euro zone,
with the strength of consumption fuelling import
growth while at the same time exports will be limited
by the slackness of domestic demand in the other
countries. In addition, the growth differential in unit
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vis-a-vis the euro zone (of the order of 1 1/2 percent-
EQUIPMENT INVESTMENT RATE AND

age points) is likely to persist. The resulting deterio- PRODUCTIVE CAPACITY UTILISATION RATE
ration in Spanish cost-competitiveness can be ex- g V-o-y.crowth, in % working-day and seasonally adiusted n% 54
pected to continue to have an adverse effect on the <~ Equipment Investment s
COlll’ltI'y’S tra de balance Capacity Utilisation Rate -->
4 / 1.0
Productive investment slightly firmer in the early //\ /\ /
part of 2006 , A o
NV
The investment ratio touched a low point in the mid-
dle of 2005, before recovering substantially in Q3.
The launching of an upswing in the investment cycle “ 10
was not called into question by the slowdown in ac-
tivity in Q4, with the year-on-year rise in productive
investment amounting to 4.1%, compared with 2.7% 5 U —— S S N——————. >
in the previous quarter.
For almost a year now, business leaders have been source : Eurostat, European Commission @ forecasts after the dotted line
expecting an improvement in the outlook for their L
activity. They also reported pressure on productive EURO Zgﬁg=E%%';AP%\£IPI‘IETSI'NIV\}IA£$WEWT\T§ A(_IEEEOSNA)
capacity in the final part of 2005 (see Graph 9) 100 in % of value added, working-day and seasonally adjusted 7
They can therefore be expected to step up their capi- ' < Equipment investment rate e
. . . Gross operating surplus/value added -->
tal investment, with a rise of roughly 1.0% per quar-
ter in 2006. % *
Despite the recent rise in the European Central 90 %
Bank’s key rates, long rates remain at historically
low levels. As aresult, the financing conditions for 85 44
investment remain favourable. Furthermore, the re-
cent re-building of corporate margins enables firms 80 3
to envisage new investment projects financed out of
their own resources. The mark-up ratio in 2005 ex- s »
ceeded its 1998 level (see Graph 10).
Growth in investment in construction is thought to "% w w s % 0 o ® B 6 6
have remained slightly positive in Q4 2005 (+0.3%). source  Eurostat
For the euro zone as a whole, the situation in the con-
struction sector seems to be improving. In Germany (11)
and Italy, the recovery that began in the last part of GERMANY : INVESTMENT IN CONSTRUCTION
2005 seems to be continuing in the early part of 2006 ovcraan ;g PND BUSINESS CLIMATE ol
(see Graph 11). In France and especially in Spain, 6 (Lo =
growth in the bu11d1ng and pubhc—works sector 1s . Business Climate in the Construction Sector --> "
likely to continue to be underpinned by housing
loans. As a result, investment in this sector is ex- 2 %
pected to grow by 0.3% per quarter in 2006.
0 95
Total investment should therefore grow by 0.8% in » ®
the first two quarters of 2006. m
-4 89
-6 86
-8 83
10 2000 2001 2002 2003 2004 2005 2006 8

source : Eurostat, European Commission
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BOX : CAN WE DETECT A CYCLICAL GAP BETWEEN THE INDUSTRIES OF THE EURO-ZONE’S MAJOR
COUNTRIES SINCE 2005 ?

European business surveys of manufacturing industry, af-
ter posting declines in the first half of 2005, started to re-
cover in July. Inthe three major countries of the euro-zone
(Germany, France and ltaly), the surveys touched low
points in June, May and April respectively. Since then,
survey results have improved virtually continuously until
February 2006, reaching historically high levels in Ger-
many and Italy, in particular. However, these generally si-
milar evolutions mask situations that are quite different
from one country to another at a more refined level.

The divergences can be seen in a phase diagram, sho-
wing the evolution in the balance of opinions in industry
surveys, as well as in Insee’s synthetic indicator (IS, stan-
ding for “Indicateur synthétique du climat d’affaires”)™ for
each country and for the zone as a whole (see Graph A).
The German and ltalian synthetic indicators have been ri-
sing faster, led in Germany by opinion regarding the pro-
duction outlook and in Italy by opinion regarding order bo-
oks. The diagram for France, on the other hand, turned
out to be down on the diagrams for Germany, ltaly and the
euro zone, suggesting that French surveys are lagging
behind those of the two other countries and of the zone as
awhole. This resultis to be compared with the situation in
1999, when France was in advance of its European part-
ners at the time of the cyclical turning-point that occurred
in May of that year (see Graph B). When the analysis is li-
mited to surveys of industry, France is shown to have pos-
ted a less vigorous improvement in its business climate
since mid-2005 than its European partners.

A more precise measure of cyclical disparities emerging
from the surveys makes it possible to situate them in a his-
torical perspective. The model used for the purpose is a
dynamic factor model, a variant on the Economic Dispari-
ty Indicator (EDI) developed by Lenglart, Mora et Toutle-
monde®. The data used come from the five usual balan-
ces of opinion in the industrial surveys carried out by Ifo in
Germany, Insee in France and Isae in Italy. A Common
Factor and EDIs for each individual country are extracted
from these data. The EDI is a qualitative indicator making
it possible to estimate evolutions in the gap between the

(1) The Composite Synthetic Indicator is extracted from the bal-
ances of the responses to surveys of industry using factor
analysis. It summarises the information common to all the bal-
ances. It is published every month in Insee’s “Informations
Rapides” « Enquétes européennes de conjoncture mensuelles ».

(2) Dispatrities in the economic climate within the euro zone”, note
in this series for December 2002.

business climate in the industry of a particular country
and the business climate in all three countries, measured
by the Common Factor.

The evolution in the EDIs of Germany, France and Italy
tend to qualify the results obtained from evolutions in the
balances of opinion (see Graph C). In H2 2005, the Ger-
man and Italian positions improved in relation to the com-
bined situation of the three countries, as the latter impro-
ved. The French position improved temporarily at the
beginning of the summer. According to the evolutions in
EDls, Italy is shown to have made up a cyclical gap that
was recorded in the early part of the year, while France re-
mained in phase with the situation for all three countries.
On the other hand, however, expectations of industrial bu-
siness leaders in Germany are shown to have improved
much faster than in the other two countries.

However, the evolutions in both the EDIs and in the Com-
mon in Factor, as well as the changes in cyclical positio-
ning, seem to have been of much smaller amplitude than
in the past (see Graph D). In 1999, in particular, the up-
turn that began in the euro zone as a whole had revealed
substantial cyclical leads and lags between the three
countries and an advanced position for France that were
reflected in substantial differences in growth. In conclu-
sion, there do not seem to have been any real discrepan-
cies between the manufacturing sectors of the large
euro-zone countries in 2005. Germany shows a slight
lead, while France and Italy have once again been in
phase with the common economic situation in the early
part of 2006. This means that since 2001 there has been
a convergence in the business climates for industry in the
three countries, helped by the absence of marked cy -
cles. m
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CHANGES IN BALANCES OF OPINION FROM JULY 2005 TO JULY 2006

in points of standard deviation

recent change in output

synthetic
indicator

m— Germany
France

fffff Italy

Euro zone

export order books

output
expectations

source : Ifo, Insee, Isae, Insee calculations

-

1C/

COMMON FACTOR AND
ECONOMIC DISPARITY INDICATOR IN 2005

06 in points of standard deviation

<-- Economic Disparity Indicator - Germany s
<-- Economic Disparity Indicator - France
<-- Economic Disparity Indicator - Italy
Common Factor -->

03

-0.3

0.3

0.15

0.0

-0.15

in points of standard deviation

CHANGES IN BALANCES OF OPINION FROM MAY TO NOVEMBER 1999

recent chanae in output

synthetic
indicator

output
expectations

i
= Germany export order books
France
————— Italy
——  Euro zone

source : Ifo, Insee, Isae, Insee calculations

COMMON FACTOR AND
ECONOMIC DISPARITY INDICATOR SINCE 1999
in points of standard deviation

<-- Economic Disparity Indicator - Germany s
<-- Economic Disparity Indicator - France
<-- Economic Disparity Indicator - ltaly
Common Factor -->

0.7

06 Tanuary April July October January 0-3 y
2 2 2 2 2 -1,
o8 o8 o 005 006 99 00 01 02 03 04 05 06
source : Insee calculations
source : Insee calculations
March 2006 37




- ]
Consumer prices in the euro zone

The last part of 2005 saw inflation in the euro zone
tracking the year-on year pattern of energy prices,
returning to 2.2% in December. Under the impact of
the easing of energy prices, inflation differentials
within the zone narrowed but continued to reflect he-
terogeneous cyclical positioning. This decline was
interrupted, however, starting at the beginning of
2006, as a result of the upturn in oil prices, so that
euro-zone inflation stood at 2.3% in February.

In HI 2006, on the assumptions that the Brent price
stabilises at $60/barrel and that the euro-dollar ex-
change rate is 1.20, core inflation' is expected to
rise to 1.5%, while the year-on-year rise in energy
prices should ease back. All things considered, in-
flation should gradually decline to 2.1% in June
2006.

The oil shock’s last fling

Following a fresh upturn in oil prices in the early part
of 2006, the year-on-year price increase came out at
2.3% in February. The tendency for inflation to ease
seen towards the end of 2005 (a year-on-year rise of
2.2% in December, down from 2.6% in September)
failed to be confirmed.

However, on the assumptions that the Brent price
stabilises at $60/barrel and that the euro-dollar ex-
change rate is 1.20 during the forecast period, infla-
tion is expected to ease slightly, to stand at 2.1% in
June 2006 (see Graph 1).

(1) Measured by the Harmonised Index of Consumer Prices
(HICP) excluding food, alcohol, tobacco and energy.

Following the succession of surges in the Brent price
seen in the autumn of 2005, the year-on-year rises in
energy prices reached new record levels (15.0% in
September 2005). In the wake of movements in the
crude oil price, it then eased back towards the end of
the year, reaching 11.2% in December before later
recovering in the early part of 2006 to stand at 12.5%
in February (see Table I1). The forecast is that the rise
in energy prices will decline in line with the stabili-
sation of crude oil prices (see Graph 2 showing
quarterly changes). Although in Q2, as a result of
the indexing of prices of gas and electricity on the
price of oil, past rises can be expected to have a posi-
tive influence on the year-on-year rise in prices of
energy, this is expected to decline to 9.0% in June
2006 following the slight upturn posted in January.

Food prices (see Graph 3) accelerated substantially
in H2 2005, bringing their year-on-year increase to
1.7% in December, notably because of the strength
of prices of fresh produce and the increase in tobacco
prices that took place on 1 September 2005 in Ger-
many. In H1 2006, the rise in foodstuff prices is ex-
pected to level off gradually and return to its
long-period average (to stand at 1.0% in June 2006,
down from 1.4% in December 2005). As a result,
food prices as a whole should slow down in the ab-
sence of any sharp rises in tobacco prices in the euro
zone'”. The year-on-year rise in food prices would
then amount to 1.5% in June 2006, with the corre-
sponding figure for core inflation also 1.5%.

(2) The tax measures adopted in Spain as part of the
anti-smoking law that came into force on 1 Jan 2006 (e.g. the
royal decree dated 10 February) are unlikely to have a major
impact, given the ongoing fierce tobacco price war.

TABLE 1: EURO ZONE INFLATION

(vear on year % growth of HICP)

Year on year changes at end
Sectors (weight in the 2006 index) Feb. 2005 | June2005 | Dec.2005 | Feb.2006 | June 2006 2004 2005

Total (100.0%) 2.1 2.1 2.2 2.3 21 21 2.2
Food (Beverage and Tobacco included) (19.3%) 1.9 11 1.7 1.8 15 23 1.6
of which Food (15.3%) 0.5 04 1.4 1.6 1.0 1.0 0.7
Beverage and Tobacco (4.0%) 7.2 3.9 27 25 2.8 7.5 4.9
Energy (9.2%) 7.7 9.4 11.2 12.5 9.0 4.5 10.1
Core inflation (71.5%) 1.4 14 1.4 1.2 1.5 1.8 1.4
of which: ~ Manufactured products (30.7%) 0.2 0.2 04 0.3 0.7 0.8 0.3
Services (40.8%) 24 22 2.1 20 24 26 23

Forecast

Source: Eurostat
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BREAKDOWN OF INFLATION IN THE EURO-ZONE
contributions of the main items
HICR, y-0-y changes, in %
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Following a slight slowdown in the autumn of 2005, transport sector particularly, the year-on-year rise in
core inflation picked up towards the end of the year, prices of services is likely to recover only slowly to
returning to levels comparable to those of the first regain levels that are more traditional for this com-
half (1.4% in December, as in June 2005). Notwith- ponent. It is forecast to stand at 2.4% in June 2006,
standing an exceptionally small year-on-year rise in up from 2.1% in December 2005.
the early part of 2006 (stability at 1.2% in January
and February in the clothing and household equip- The slight acceleration in prices of manufactures,
ment sectors, as the result of bargain sale discounts the second largest component of core inflation, is
that were particularly marked this year), core infla- likely to be led by rises in the prices of oil and raw
tion seems set to rise gradually to 1.5% in June 2006. materials compared with 2005. Assuming stability
The absence of «second-round» effects of the past in the oil price at around 60 $/barrel and the
rises in the oil price and their limited diffusion at a euro/dollar exchange rate of 1.20, this rise in prices
time of general weakness of domestic demand in the of manufactures would nevertheless be limited
euro zone, explain the subdued nature of this ten- (see Graph 5). The year-on-year rise in prices of
dency (see Graph 4). manufactures would then amount to 0.7% in June
2006, up from 0.4% in December 2005.
Prices of services, the principal component of this
indicator, slowed down distinctly during 2005, with . . . . .
the year-on-year rise falling from 2.4% in January to Energy prices a major determinant of inflation
2.0% in December. The forecast is that the moderate | differentials within the euro zone
wage growth in the euro zone will be reflected in a
slowdown in the prices of services in H1 2006. The diversity of reactions on the part of energy
Thereafter, thanks to the small scale of the repercus- prices to recent surges in the crude oil price largely
sions of past rises in the oil price on prices in the 0 explains the widening of inflation differentials be-
CONTRIBUTIONS TO THE EVOLUTION
IN PRICES OF ENERGY PRODUCTS
5 g-0-g changes. in %. s.a. . 5

n

Energy price

2003 2004 2005 2006
forecasts after the dotted line
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HICP AND CORE INFLATION

y-0-y changes, in %
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tween countries in the euro zone seen in the autumn
of 2005. Under the impact of the decline in energy
inflation, it was therefore natural that the maximum
differential should narrow to 2.6 points in December
2005 after peaking at 4.2 points in October
(see Graph 5). With the renewed firmness of oil
prices in the early part of 2006, energy prices have
again become the motors for inflation (contributing
1.7 of a point to overall inflation in the case of
Greece, for example). The maximum inflation dif-
ferentlal accordingly widened again in January
2006

Core inflation differentials have remained stable,
with the gap between Spain and Germany amount-
ing to 2.2 points in February 2006 (see Table 2). Cy-
clical differences between countries in the zone, no-
tably in terms of growth rates, have also constituted a

(3) On the assumption of stability for the year-on-year price
rise in Finland (no observed figure available), it would stand
at 3.1 points in January 2006 and 3.0 points in February.

o

EURO-ZONE: BREAKDOWN OF INFLATION
contributions of the main items
HICR g-0-q changes, in %, s.a.

1.

Industrial goods excl.energy (30.7%) mm——

Energie (9.2%) ——

Food and tobacco (19.3%) l:l
08 Services (40 8% 0.8
0.6 0.6

N———
0.4 0.4
0.2 0.2
0.0 0.0
-0.2 -0.2
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forecasts after the dotted line

determining factor for these inflation differentials.
Some countries in the zone are in fact posting fairly
high levels of inflation (for example, Greece, Spain

6

INFLATION IN THE EURO-ZONE

y-0-y changes, in %

! average
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6 minimum 6
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4 \F/\f 4
Wz
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0 0
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TABLE 2 : EURO ZONE INFLATION BY COUNTRIES

(vear on year % growth of HICP)

HICP Core inflation Energy
February 2005 February 2006 February 2005 February 2006 February 2005 February 2006

Austria 23 1.5 1.6 0.7 8.8 11.4¢0.9)
Belgium 23 2.8 1.0 1.7 12.6 12.9(1.3)
Finland 0.0 0.5 4.3

France 1.9 2.0 1.5 1.2 8.7 10.5¢1.0)
Germany 1.9 2.1 0.7 0.6 6.5 14.7(1.6)
Greece 3.2 3.1 3.5 2.1 12.1 14.4¢1.1
Ireland 21 1.8 9.7

Italy 2.0 2.2 1.9 1.5 5.9 10.6(0.7)
Luxembourg 3.2 3.9 1.5 2.2 13.2 1416
Netherlands 1.5 1.4 0.6 0.6 10.7 9.500.9)
Portugal 21 29 2.0 1.6 8.2 13.2(1.2)
Spain 3.3 4.1 2.6 2.8 7.6 13.4(1.3)
Euro zone 2.1 23 1.4 1.2 7.7 12.5,,

In the final column, the contribution of the energy component to overall inflation is shown in brackets.
NB : data relative to Finland are not available for February 2006. Year-on-year changes for Euro zone are based on Eurostat estimations.

Source : Eurostat, Insee calculations
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p ~ %
v
HARMONISED INDEX OF CONSUMER PRICES IN FRANCE AND EURO-ZONE
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and Ireland). These levels are not posing a threat of The differential between the French HICP (harmo-
generalised inflation but reflect both certain nised index of consumer prices) and the euro-zone
" catch-up " phenomena and cyclical lags (see box index amounted to 0.5 of a point in December 2005.
" Small countries, tough prices "). Itis expected to narrow to 0.3 of a point in June 2006
(see Graph 6).m
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BOX: SMALL COUNTRIES, TOUGH PRICES

Inthe euro zone as a whole, the year-on-year price rise in-
creased by 0.6 of a point during 2005, mainly under the
influence of the energy price. On the assumption of a sta-
bilisation of the crude oil price and limited diffusion of the
rises in commodity prices, inflation in the zone can be ex-
pected to slow down gradually to 2.1% in June 2006. This
return to a more moderate level of inflation nevertheless
masks contrasting national situations, as shown by the
maximum inflation differential, which oscillated around 3
points during 2005.

In the three large countries (France, Germany and ltaly)
core inflation has accelerated very little and the risk of
second-round effects is low. For three other countries, on
the other hand, (Spain, Greece and Luxembourg), infla-
tion came out significantly above the euro-zone average
throughout 2005 (see Graph A). At the same time, prices
in Belgium, Portugal and Ireland were also relatively dy-
namic. Nevertheless, this excess inflation, perceptible
notably in the «small» countries, although it constitutes a

0

INFLATIONS WITHIN THE EURO-ZONE
5 y-0-y change, in % . 5

Euro-zone s
Spain
Luxembourg «=======+

Greece

00 01 02 03 04 05 06

curb on overall disinflation, is not creating a generalised
inflationary risk, being explained in part by local phenom-
ena of a «catch-up» nature and temporary problems of
synchronisation or convergence in the case of certain
economies.

Looking beyond the surge in the oil price...

In the autumn of 2005, the surges in the crude oil price
naturally drove euro-zone inflation upwards, as shown by
the peak reached in September 2005, when the
year-on-year rise was 2.6%. Inflation differentials within
the zone accordingly widened under the impact of the ac-
celeration in energy prices (reaching a maximum of 4.2
points in September) before narrowing again towards the
end of 2005, again in response to movements in the crude
oil price. However, the contributions to overall euro-zone
inflation can be very different from one country to another
(see Table 2 in the section on " Consumer prices in the
euro zone "). There are several possible explanations for
this: different weightings of energy in national HICPs;
leads and lags in the indexing of prices of petroleum prod-
ucts and other energy components (gas, electricity) on
the crude oil price, among other things. In Portugal, for ex-
ample, energy prices are still to a large extent controlled,
meaning that the contribution of the energy component
was smaller than in the rest of the euro zone. In Luxem-
bourg, by contrast, rises in oil prices are passed on very
fully to pump prices and make a major contribution to the
rise in overall inflation.

... cyclical differentials and «catch-up» phenom-
ena are helping to sustain inflation differentials
within the euro zone

Even so, these sectoral considerations do not entirely ex-
plain the persistent dynamism of prices in Spain or
Greece, for example. In fact, examination of the contribu-
tion of national inflation averages to the spread within the
zone (see Table A) shows, for example, that Spanish infla-

TABLE A : NATIONAL CONTRIBUTIONS TO INFLATION DIFFERENTIALS IN THE EURO ZONE

Inflation 2005 Contributioggo? inflation in Deviation from the mean in 2005

Austria 2.1 0.1 -0.1
Belgium 25 0.1 0.3
Finland 0.8 0.0 -1.4
France 1.9 0.4 -0.3
Germany 1.9 0.5 -0.3
Greece 3.5 0.1 1.3
Ireland 2.2 0.0 0.0
Italy 22 0.4 0.0
Luxembourg 3.8 0.0 1.6
Netherlands 1.5 0.1 -0.7
Portugal 21 0.0 -0.1
Spain 3.4 0.4 1.2
Euro Zone 2.2 2.2

Maximum differential for 2005 3.0 = =

Eurostat. Calculations Insee
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tion contributes as much to the overall figure (0.4 of a
point) as does that of France even though its weight in the
aggregate index is only half as great.

This increased dispersion of inflation rates is partly due to
the cyclical gaps prevailing among EMU countries. Coun-
tries that are still at the top of the cycle logically have
higher inflation than the zone as a whole. For example,
the Netherlands, which posted an output differential of -
2.2 points in 2005, has one of the lowest inflation rates in
the Union (averaging 1.5% in 2005) (see Graph B). Atthe
other extreme, Greece, with an output-gap of + 2.0 points,
has an inflation rate that is more than one point above the
euro-zone average.

Apart from these gaps in relation to potential growth, the
persistence of high levels of inflation is a reflection of the
catch-up process in which countries with the most dy-
namic activity have been engaged in recent years:
productivity levels, consumer prices or net worth per head
are converging by means of particularly high inflation
rates (Balassa-Samuelson effect (1)).

Spain and Greece have posted or are posting this type of
competitiveness gain, reflected in faster-than-average
growth in wage costs and the persistence of a high contri-
bution of services to inflation (see Graphs C and D).

All in all, the inflation differentials should therefore be re-
absorbed, partly because of the assumption of a
slowdown in energy prices. However, the firm growth in
Spain and Greece (2), for example, indicates certain infla-
tionary pressures (a climate of overheating) whereas,
conversely, low-inflation countries, Germany in particular,
are suffering from excessively high interest rates that are
hampering recovery in activity. m

(1) In these countries, the tradable goods sectors (manufactures)
achieve rapid productivity gains permitting wage rises that are
higher than the average for the zone. These rises then spread to
the rest of the economy. In the sectors sheltered from international
competition (services), firms adjust their prices to the rise in pro-
duction costs since the competitiveness gains in the sector are
limited.

(2) European Commission growth forecasts for 2006 (drawn up in
the autumn of 2005): 3.2% for Spain and 3.4% per Greece, com-
pared with 3.4% and 3.7%, respectively, the for 2005.

0

INFLATION AND OUTPUT GAP WITHIN THE EURO-ZONE

. 4
= uxembourg
span = Greece
s 3
= Belgium
:\o\ EURO-ZONE
= Jlrelands = ltaly “®pgria
_§ 2 Portugal ] = France ;
K]
£ Germany
m Netherlands
, 1
= Finland
. 0

0
output-gap (in points of %)

LABOUR COST INDEX

q-0-q changes, in %, working-day and seasonally adjusted

Euro-zone e
Spain
1,6 16
1.2 f ft 12
08 08
04 04
0,0 0,0
00 01 02 03 04 05

o

CONTRIBUTION OF SERVICES TO INFLATION (Greece and Spain)

in %

Inflation in Spain  m—

Inflation in Greece
WWA |

Contribution of Services - Spain  s—
Contribution of Services - Greece

~
~

w

00 01 02 03 04 05 06

March 2006

43



	The international economic situation
	The euro zone's international environment
	The economic situation in the euro-zone
	Consumer prices in the euro-zone


<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /SyntheticBoldness 1.00
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [595.000 842.000]
>> setpagedevice


