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Executive Summary

This Report analyses the current situation in the Euro area economy and discusses a
number of policy issues concerned with the effects of fiscal policy and the
convergence process in labour markets after the adoption of the common currency. We
also look at the dating of business cycle turning points, and consider the consequences
for the Euro area of the US current account and examine the extent to which it is
structural and unsustainable. We aso provide forecasts for key macroeconomic
variables for 2002 and 2003 and discuss the nature of the current economic downturn
and the light it throws on the conduct of economic policy in a monetary union.

The recovery from the world-wide slowdown during 2001 has proved slightly more
dluggish than we expected in the Spring, and we now expect that GDP in the Euro area
will grow by only 0.9 % in 2002 compared to 2001. In the Spring we believed that the
Euro area would grow by 1.2%. However, our forecast for GDP growth in 2003
remains unchanged at 2.2%. Unemployment in the Euro area will continue to rise into
2003 to 8.6%.

The turning point that we identified in our Spring Report has now been passed and the
grounds have been laid for a steady, but slow upswing in economic activity in the Euro
area. The trough of the economic slowdown in the aftermath of the IT bubble has now
been reached and GDP growth in the first and second quarters of 2002 was
encouraging. There has not been as sharp a rise in unemployment as in previous
downturns as employers anticipating a shallow slowdown, have hoarded labour.
However, the absence of a quick economic recovery means that unemployment will
continue to rise into 2003.

Events in the US and Europe have confounded the pessimists. Although the NBER in
the US marked March 2001 as the date on which the US went into recession, the
slowdown has been very shallow. On a quarter by quarter basis GDP fell dightly in the
first, second and third quarters of 2001, but resumed growing thereafter, albeit
somewhat erratically. In the Euro area, GDP fell for one quarter only in 2001(g4).

Neverthless the reasonably benign picture for the Euro area as a whole masks big
differences in economic performance between member countries, which is relevant
because this is the first economic downturn during which monetary policy has been
completely centralised at the ECB. The downturn has been felt much more keenly by
Finland, Austria, Germany and Belgium, partly because these countries started in 2000
from a much weaker position. Other countries, such as Spain, Portugal and Greece, by
contrast have managed to sustain a reasonable (though lower growth rate) throughout
the downturn.

The worst performing economy is Finland with I quarter GDP in 2002 1.9% lower
than the first quarter of 2001, much of this coming from very weak export
performance. Finland’'s high-tech industries are particularly vulnerable to the world
wide IT slowdown. Nevertheless, the downturn in Finland has not been as deep as the
recession of the early 1990s, and recently, there has been a sharp rise in consumer and
business confidence and exports are now rising again. There are aso faint signs of
recovery in the second quarter of 2002 in Germany, Italy and Belgium, with a
particularly sharp improvement in France.



There is a limit to how much monetary policy can insulate a small economy from a
major contraction in export markets, even if monetary policy were not centralised at
the ECB. Generally those economies that have performed worst in the current
downturn have been those with the greatest exposure to exports to markets outside of
the Euro area. In these circumstances there is little that can be done, especialy if fiscal
policy under the strictures of the Stability and Growth Pact is more skewed towards
medium term balance than short run output stabilisation.

While output continues to recover slowly, the outlook for the inflation rate in the
harmonised index of consumer prices remains stubbornly high. The ECB is mandated
by the Maastricht Treaty to maintain price stability. So the ECB does not have  dtrict
goa independence but is at liberty to decide what price stability actually means. Price
stability has been defined by the Governing Council of the ECB as annua price
increases of less than 2 %. But it has also been made clear that the objective of price
stability should be pursued over the medium term. On this interpretation our forecasts
of inflation of 2.1 % in 2003 is consistent with this approach. But it makes the 2%
objective particularly vulnerable to, for example, a sharp rise in oil prices in the event
of military action against Irag.

We now summarize the contents of the policy papers contained in the Report, starting
with the issue of dating the Euro area business cycle.

We need more information about Euro area business cycles as an input to the
policymaking process. For example, separating out the cyclical component of fiscal
policy from the underlying structural position is essential if under the Stability and
Growth Pact the automatic stabilisers are to be alowed to operate while maintaining
the medium term commitment to a budget position of close to balance or in surplus.
Separating out structural, long term fiscal policies from cyclical variations requires a
business cycle chronology.

In the United States the NBER's dating committee has established a business
chronology over a long period of time which is widely regarded as the authoritative
dating of the US cycle. Economists who come up with a new technique for business
cycle identification "prove" their technique by comparing their results with the NBER
chronology. The NBER's committee comprises economists with expertise in various
sectors of the economy and its approach is avowedly a multivariate one: they use
information from a variety of sources in order to unambiguously date business cycle
turning points. It would be good for Europe to establish a comparably authoritative
chronology for its business cycle, perhaps through similar means to the NBER -
perhaps through a different one. At risk of stating the obvious, it bears pointing out
that the European situation is different in many ways from the one that faces analysts
of the American cyclical experience. Not least, because of the short history of the Euro
area economy, country experts might be needed more than sectoral experts. Historical
analysis would be complicated by nationa differences, but all the more necessary for
this reason. A complaint that is often made against the NBER procedure is that it can
take along while, in real time, to establish aturning point, partly for reasons to do with
data revisions and availability; some of those problems are more acute in the European
setting. It could be argued that with techniques at hand today nothing more is realy
needed than reliable GDP estimates, with the benefit of being robust to revision, to
provide reliable dating of the cycle. It would help also if there were a measure of GDP
at the monthly frequency for the Euro area. In Part Il of this Report we describe and



apply some of the methods that are available for creating a business cycle chronology
for the Euro area. The finding that most methods generate a very similar chronology
and that this chronology is rather common across Euro area contries, are encouraging.

The pooling of monetary policy in the Euro area, has reawakened interest in fiscal
policy and in the role that it could play in stimulating economic activity during a
cyclical downturn. In the aftermath of September 11" the US not only loosened
monetary policy but there was a fiscal relaxation through tax cuts and an increase in
military expenditure. Here, in Part 11 we look, empirically, at the effect of fiscal policy
in the four largest economies in the Euro area and separate out the systematic from the
non-systematic parts of fiscal policy. The systematic part of fiscal policy in the form of
plans for government expenditure and taxes, and the implications that this has for
future taxation should have largely been internalised into saving and investment

decisions. The systematic component will aso contain the automatic stabilisers, or
those parts of receipts and expenditures that vary with the business cycle. The non-

systematic, or unanticipated part of fiscal policy is that which has more relevance to
short term fluctuations and to the discretionary use of fiscal policy at the level of
individual countries when monetary policy is centralised in the ECB. We provide a set
of stylized facts on the effects of non-systematic fiscal policy in the four largest
countries of the Euro area. The stylized facts are then used to shed light on the fisca
policy coordination debate, on the effectiveness of fiscal policy in stabilizing economic
activity, and on the interaction of fiscal and monetary policy.

We find that there are relevant differences in the effects of non-systematic fiscal policy
across countries, and substantial uncertainty about the size of these effects, which casts
doubts on the possibility of a fiscal coordination, or at least complicates its
implementation. The presence of spillovers across countries, another justification for a
coordinated fiscal policy, is aso uncertain, and their size turns out to be small.

Moreover, unanticipated changes in government expenditure are found to be largely
ineffective in changing output or reducing its volatility, possibly with the exception of
government investment, and, since they are not accompanied by tax increases that
balance the budget, they can require deficit financing. There are minor differences
between more discretionary policies, such as government consumption, and automatic
stabilizers, such as socia benefits. Tax shocks also appear to have minor effects on
output, and tax cuts could also require deficit financing because of the sluggish
reaction of expenditures. These findings suggest to focus more on an accurate
specification and implementation of the systematic part of fiscal policy rather than
trying to stabilize the economy with fiscal shocks. Finally, non-systematic
expenditures and taxes appear to have only minor effects on output .

The single market programme has helped to liberalise markets and to reduce non-tariff
barriers to trade between the nation states of the European Union. However, much of
this reform process has been confined to product and capital markets. While this
matters a lot for the economic benefits that flow from specialisation, greater consumer
choice and lower prices, the reform of labour markets has been much more timid. Y et
the proper functioning of labour markets is a crucial part of the move towards a better
functioning currency area. Labour mobility and flexible wages play an important role
in adjusting to non-symmetric economic shocks when individual nations do not have
independent control over monetary policy, and fiscal policy is constrained. In Part 1V
of this Report we consider a number of issues that arise in the labour market with a



common currency. There are already in place mechanisms for the regular monitoring
of product and capital markets through the so-called Cardiff Process. However, there
Is not an equivalent process for labour markets. The Amsterdam Treaty commits the
European Union to a high level of employment as an explicit objective and this was
reiterated in Lisbon. But it is not clear how this trandates into labour market
performance and the role that the labour market will play in helping the process of
economic and monetary convergence. The convergence of unit labour costs and
productivity across the countries in the Euro area is studied in Part 1V of this Report. It
is found that while there has been convergence in the growth of nominal wages across
the Euro area as inflation in prices and wages has converged in the movement towards
a single currency, convergence in the levels of productivity has been absent. The
danger is that with the transparency that a single currency brings, there will be
increased convergence of nomina wages without improvements in productivity that
ultimately determine standards of living.

Part V deals with an externa development particularly important for the Euro area. In
2001 the US current account deficit reached 4.1% of GDP. The worry is that if the
deficit does not move back closer to balance or keeps widening, U.S. externa
liabilities would represent a growing share of world portfolios. At some point
investors could become unwilling to hold dollars. The ensuing large adjustment in the
current account and fall in the external value of the dollar could lead to substantial
dislocations in the world economy and disruptions in U.S. and world financia markets.

The central issue is what is a sustainable current account deficit for an economy such
as the US whose currency is very widely used for trading purposes. In Part V we
examine two approaches. In the first, an intertempora approach to the balance of
payments emphasises both the importance of domestic saving and investment
decisions and the role of international portfolio decisions by both domestic residents
and foreigners. The question is what deficit is consistent with a number of reasonable
assumptions about US growth, changes in the real exchange rate, import penetration
and desired portfolio holdings. Calculations suggest that a deficit of 3.5% of GDP is
sustainable.

The second approach is more quantitative, and decomposes the deficit into its cyclical
and structural components. The results suggest that there is a distinctive cyclical
component to the deficit. The current account shows small surpluses during the
recessions of the early 1980s and 1990s and large deficits during the peaks of the mid-
1980s and late 1990s. By contrast, the structural deficit is that path for the deficit
consistent with the average (1980 — 2001) real exchange rate and US growth relative to
the rest of the world. On this interpretation the difference between the actual deficit
and the structural deficit can be attributed to the faster rate of growth of the US
economy relative to the rest of the world.

A real business cycle interpretation of this finding is that the technological shock
coming from electronics and IT has been taken up much more quickly during the
1990s by the US compared to elsewhere. Since domestic savings are unlikely to rise,
the investment boom domestically has to imply a current account deficit. The question
is what the medium term outlook will be. In the standard growth model a technological
shock will only affect growth over the medium term as the capital stock rises.
However, once the technology has been fully taken up elsewhere the (comparatively)
high growth rate in the US will recede and the current account will move back towards

iv



a lower equilibrium. When this will happen depends upon how quickly the rest of the
world adopts the productivity enhancing technologies coming from IT as fully as the
uUsS.
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Chapter 1. Euro area outlook and forecasts

1.1 Current economic situation and short-ter m outlook

1.1.1 Current economic situation — overview

In 2001, Euro area GDP grew by 1.4% on average. Over the course of the year, the
growth rates declined, and in the fourth quarter, seasonaly adjusted GDP dropped by
0.3%, compared to the previous quarter.

In the first half of 2002 a dlight economic recovery has begun in the Euro area
Seasonally adjusted GDP grew by 0.4% in the first quarter and by 0.3% in the second,
compared to the respective previous quarter. While in the first quarter Euro area growth
had been driven by net exports, in the second quarter household consumption has also
started to recover. The latter fell by 0.2% in the first quarter.

A significant unexpected increase of inflation in January has exerted a negative
influence on real disposable ncome. This rise in inflation was caused mainly by an
acceleration in food prices, caused by unfavourable weather conditions, and by higher
than expected crude oil prices. In addition, households faced a considerable plunge of
equity wealth due to the stock market decline. Furthermore, unfavourable employment
expectations caused households to curtail spending. This is reflected in the retail
confidence indicator which declined in January and February and has remained almost
unchanged since then. In the second quarter, private consumption increased by 0.4%.
The decline in inflation supported real disposable income. With a negative rate of 0.8%
in the second quarter, capital formation dropped for the sixth consecutive quarter.
Capacity utilization in the manufacturing sector continued to decline in the first half of
2002.

Uncertainty still prevails about future profit prospects. This is reflected in the unclear
trend of the industrial confidence indicators published by the European Commission.
After stagnating in April, industrial confidence improved dightly in May, but fell again
in June and stagnated in July. In the second quarter, exports, including intra area trade,
increased by 2%, after a dlight increase between January and March.

In 2001, exports have dropped in each quarter. Imports followed the path of domestic
demand. They continued to decline in the first quarter of 2002, but increased by 1.7% in
the second. Net exports contributed 0.3 percentage points to overall GDP growth in the
first quarter and 0.1 percentage points in the second. The resurgence of export growth
was driven by the ongoing recovery of the world economy in the first half of the year.
In the US, GDP growth was supported by favourable monetary and fiscal policies. The
low interest rates and tax cuts stimulated private consumption. The drop in the stock
market was compensated by an ongoing increase in housing prices. Profit expectations
improve as can be seen from the recent rise in capital formation and inventories.

In the remaining course of this year and in 2003, the dynamics in internal factors will
accelerate further. However, the high growth rates of the second half of the 90s will not
be reached yet as imbalances resulting from over-investment in the ICT sector have not
been fully eliminated.



The dlight recovery of the Euro area economy in the first half of this year is aso seen in
the figures for industrial production. After having declined in each quarter of 2001,
seasonally adjusted industrial production grew by 0.9% in the first quarter and by 0.25%
in the second. After an increase, from January to March, production of intermediate
goods declined again in April and May, before recovering again in June. The declining
trend in the production of capital goods that started in June 2001 has been reversed in
January 2002. This can be taken as evidence for a stabilisation of investment activity.
However, the recovery does not seem to be very robust at the current stage, as can be
seen from the interruption of the positive development in Spring Report.

As usual, the economic downturn of 2001 affected the labour market with a time lag, so
that over the course of last year, the seasonally adjusted unemployment rate was almost
constant at 8%. The actual unemployment rate remained roughly unchanged in 2001,
and the same was true for the NAIRU. In the fourth quarter, employment was expanded
by 0.8% compared to the same quarter of the previous year. This was the lowest
employment growth rate in 2001. The unemployment gap did not change significantly
and there was no inflationary pressure from the labour market.

In 2002, the unemployment rate rose from 8.1% in January to 8.3% in July. This
increase was caused by the slowdown in employment creation. In the first quarter of
2002, the expansion of employment declined even more to 0.7%.

Due to a comparatively high wage rise and a low productivity growth, the increase of
unit labour costs accelerated over the course of last year. In the fourth quarter seasonally
adjusted labour productivity even decreased by 0.4%. While a decline in productivity

growth is normal in an economic downturn, the high increase of wages was unexpected.
The decline in labour productivity accelerated to 0.9% in the first quarter of 2002.

Figure 1.1: Inflation forecasts for the EMU (year-on-year rates)
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During the first eight months of 2002 the year-on-year inflation rates have been above
the forecast path presented in the previous Report, shown as the line DecOl in Figure
1.1. This has been mainly due to upward innovations, concentrated in the month of
January in the prices of food, energy and services. As a consequence, the year-on-year
rate of core inflation, which excludes prices of non-processed food and energy, was



2.5% in August 2002 and during the first eight months of 2002 it has been around 0.25
percentage point above the previous forecasts. A study of the forecast errors in the
different components of the HICP and a corresponding intervention analysis suggests
that rounding effects related to the introduction of the euro could have pushed up the
prices of food and services. The global effect on the year-on-year core inflation rate is
around three tenths of a percentage point, distributed with the 80% confidence interval
given by 0.32 and 0.56 percentage points in services and processed food, respectively,
and a null effect in other manufactured goods. Therefore, it can be said that euro
rounding effects are esponsible for the dightly higher-than-expected level of core
inflation experienced in these months of 2002. Tota inflation has also been affected by
upward innovations in energy prices.

1.1.2. Outlook for 2002 and 2003

Table 1.1 provides an overview of the expected developments of the macroeconomic
indicators for 2002 and 2003. Point forecasts are shown together with 80% confidence
bands. The point forecast for Euro area GDP growth is 0.9% for 2002 and 2.2% for
2003. In 2002, given the confidence bands, GDP growth rate will be in the range of
0.7% to 1.1% with a probability of 80%. The expected GDP growth rate for 2003 will
liein theinterval 1.7% to 2.7%, at the same confidence level.

In 2002, economic activity will remain sluggish in the Euro area. Therefore, imports
will stagnate, while exports will grow moderately. Thus, this year, the main contribution
to GDP growth will arise from the growth in net exports.

In 2003, when the recovery of the world economy will stimulate domestic activity of the
Euro area, internal demand will be the driving force of GDP growth. Export growth will
also be sustained, but compensated by higher import growth, partially due to the current
appreciation of the Euro. Notice that the appreciation of the effective exchange rate is
smaller than that with respect to the US dollar. Hence, it is more proper to talk of dollar
depreciation rather than euro appreciation. Possible reasons for this pattern are
discussed in Chapter 5. Potential output will grow by 2.4% in 2002 and by 1.9% in
2003. The decline in the growth rate can be explained by the negative performance of
investment. We may note that as in 2002, capital formation will decrease for the third
consecutive year, capital accumulation will also be sluggish, with consequent alverse
effects on potential GDP. Due to the low growth rates of both actual and potential GDP,
the ouput gap will not be closed until the end of 2003. Therefore, from this side, there
will be no inflationary pressure.

Moreover, the annua inflation in 2003 will benefit from the absence of the specia
factors that contributed to the unexpectedly high inflation at the beginning of the 2002.
The labour markets react to the development of production with a time lag. Therefore,
and due to weak GDP growth over the forecasting horizon, unemployment will continue
to rise until the end of 2003 when it will reach 8.6%. In addition, past high wage growth
rates will exert a negative influence on employment creation, again with a time lag. In
2003, wages will increase at a lower rate as actual unemployment increases, whereas the
NAIRU will remain more or less stable. Productivity is forecasted to rise since it is pro-
cyclical.



After low economic growth last year, the recovery of the world economy, which started
in the beginning of 2002, will remain sluggish in the remaining course of this year. It
will gain momentum next year. Due to a negative carry over effect and a weak first half
of the year, the average annua growth rate of world trade will only reach 4.6% in 2002.
In 2003, world trade will increase by 10.2%.

Table 1.2 shows the contributions of the expenditure components to overal GDP

growth over the forecasting horizon. The expected developments of GDP expenditure
components will be discussed in what follows.



Table 1.1: Economic outlook for the Euro area

199¢ 2000 2001 2002: 2nd half 2002: annual 2003: annua

Point  Interval Point  Interval Point  Interval

Forecast ~ Forecast Forecast Forecast  Forecest Forecest

11 0.7 1.7

GDP 2.8 3.5 1.5 14 1.8 0.9 1.1 2.2 2.7
2.0 21 1.3

Potential Output 2.€ 3.2 2.4 2.3 25 24 2.8 1.¢ 25
-0.1 0.1 0.6

Private Consumption 3.t 2.5 1.8 0.5 11 0.5 0.8 1. 2.2
Government 1.3 1.6 0.9
Consumption 1.¢ 1.9 1.9 1.6 1.8 1.7 1.8 1.2 1.6
-2.3 -2.6 0.0

Fixed Capital Formation 5. 4.8 -0.6 -0.7 1.0 -1.7 -0.9 2.2 4.5
-0.2 -0.2 0.0

Inventories/ GDP 0.z 0.2 -0.2 0.0 0.2 -0.1 0.0 0.2 0.5
3.6 1.0 6.8

Exports 57 124 2.5 4.8 6.1 1.7 2.3 8.7 105
1.8 -0.8 6.3

Imports 74 111 1.1 3.5 5.3 0.1 0.9 8.€ 10.8
8.3 8.2 84

Unemployment Rate 9.t 8.5 8.0 8.4 8.4 8.3 8.3 8. 8.9
8.1 8.2 8.0

NAIRU 9.7 9.1 8.5 8.2 8.3 8.2 8.3 8.2 8.5
7.6 3.9 8.6

World Trade 6.2 121 0.5 8.9 10.2 4.6 5.2 10.2 11.8
Euro Nominal Effective -0.3 0.2 -5.6
Exchange Rate -5.¢6 -11.1 1.8 3.2 6.4 2.0 3.6 -0.€ 4.3
Euro Real Effective 08 16 -5.3
Exchange Rate -5.6  -10.2 2.8 4.3 7.5 3.3 4.9 -0.2 4.5
3.0 3.2 3.2

Short Term Interest Rate 3.C 4.4 4.3 34 3.7 34 3.6 3.7 4.4
4.9 5.0 4.6

Long Term Interest Rate 4.7 54 5.0 5.2 5.6 5.2 54 5.2 5.8
31 34 21

Labour Cost Index 2.2 3.2 3.3 34 3.7 3.6 3.8 2.€ 31
-0.3 0.2 1.6

Labour Productivity 1.C 11 0.5 0.4 1.0 0.4 0.6 2.2 2.9
19 21 13

HICP 1.1 24 2.5 2.3 2.7 2.3 25 2.1 29
Deflator Private 19 22 15
Consumption 1.7 2.1 2.4 2.3 2.7 2.4 2.6 1.¢ 2.4
15 1.9 1.2

GDP Deflator 1.t 1.3 2.3 2.0 24 21 24 iy 2.3

Percentage change in the average level compared with the same period a year earlier, except for
unemployment rate, exchange rate, NAIRU and interest rates that are expressed in levels. Point forecasts
and 80% confidence bounds are taken from EFN forecasting models and based on 2000 stochastic
simulations.



Table 1.2: Contribution to change in GDP

2001 2002 2003

Domestic Demand 09 0.3 19
Private Consumption 10 0.3 0.8
Government Consumption 04 0.3 0.2
Fixed Capital Formation -0.1 -04 0.5
Change in Inventories -04 0.1 04
Net Exports 0.6 0.6 0.3
Exports 1.0 0.6 3.3
Imports -0.4 -0.0 -3.0
GDP 15 0.9 2.2

Percentage points

Domestic demand

In the first quarter of 2002, domestic demand, including changes in inventories, almost
stagnated, while in the second quarter, domestic demand increased by 0.2%. An
increase was registered in all components except for investment. On average, in 2002,
domestic demand, excluding changes in inventories, will contribute 0.2 percentage
points to overal GDP growth, while changes in inventories will exert a small positive
contribution of 0.1 percentage points. In 2003, all components of domestic demand will
expand, and inventories will be built up again.

Private consumption

After falling in the fourth quarter of 2001 and in the first quarter of 2002, seasonally
adjusted household consumption grew by 0.4% in the second quarter. With the decline
in inflation from its peak in January, real disposable income will increase in the course
of this year. On the other hand, in the first half of this year, unemployment has risen and
in addition, the recent stock market plunge has reduced equity weath. Thus, at the
current stage, households are still cautious as the economic recovery has not yet gained
momentum. Therefore, in 2002, private consumption will only moderately increase.
With the unwinding of the negative factors the consumer’s confidence will return next
year. This will induce households to spend more. On average, consumption will rise by
0.5% in 2002 and by 1.4% in 2003.

Gover nment consumption

Over the forecasting horizon, some EMU countries, in particular the large ones, will be
faced with the need to consolidate their budgets as implied by the Stability and Growth
Pact. This is reflected in a declining share of public consumption in GDP. Therefore, in
2002 and 2003, the annual average growth rates of public consumption will be lower



than in the past. This year, real government consumption will be expanded by 1.7%, and
in 2003 the growth rate will decline to 1.2%.

Fixed capital formation

According to European Commission surveys, in the second quarter 2002 capacity
utilization in manufacturing has continued its declining trend, albeit at a lower pace.
This picture is confirmed for the whole economy by the macroeconometric approach
applied for this Report. In addition, expectations concerning the future economic
developments are still weak, suggesting only moderately brighter profit prospects in the
months to come. This is partly due to the recent slump of stock market indices and is
reflected in the fact that in the second quarter, capital formation fell for the sixth
consecutive quarter. Compared to the first quarter, the speed of the decline accelerated
from 0.6% to 0.8%. Therefore, only a gradua recovery of investment activity is
forecasted for 2002. With a broader globa economic recovery in 2003, profit prospects
are expected to improve. This positive trend will be reinforced by stronger domestic
demand. Therefore, in the course of the year, capital formation will gain momentum. In
2002, due to carry over effects and negative growth rates in the first half of the year, the
average annual growth rate of investment will again be negative, with a 1.7% decrease.
In 2003, capital formation will increase by 2.3%.

External trade

After negative growth rates in each quarter of 2001, exports, including intra-area trade,
rose by 0.1% in the first quarter and by 2% in the second quarter of 2002 (compared to
the respective previous quarter). When, in the course of this year, the globa recovery
will take place, the world import demand will increase. This is reflected in high export
growth rates in the Euro area in the second half of the year. Due to the low leve at the
beginning of this year and the ow pace of the recovery of the world economy, exports
will on average rise by a moderate 1.7% in 2002. Furthermore, the appreciation of the
euro will dampen higher export growth. Next year, the average annua growth rate will
increase to 8.7%, though, in the course of 2003, export dynamics will flatten somewhat
when the growth rate of world trade returns to its long-run trend, while the real effective
exchange rate of the euro will remain roughly constant.

The development of imports will be in line with the path of domestic demand. Quarterly
import growth was negative over the entire year 2001 and in the first quarter of 2002. In
the second quarter of this year imports grew by 1.7%. Over the forecasting horizon,
domestic demand will only gradually gain momentum. Thus, on average, imports will
merely stagnate in 2002. Next year, imports will be expanded by 8.6%.

As in 2002 exports rise faster than imports, net trade will contribute 0.6 percentage

points to GDP growth. In 2003, when imports will expand dightly faster than exports,
the contribution of net exports will fall to 0.3 percentage points.

Box 1.1: Exogenous variables



The exogenous variables for the forecasts are shown in Table 1.3. For the most
important world economic regions outside the EU, i.e. the US and &pan, a gradual
economic recovery over the forecasting horizon is expected. This is reflected in an
increase both in the GDP growth rates and in the inflation rates. For the oil price, a
constant value of 27 US dollar per barrel is expected. The depreciation rate of the
capital stock is set to 6% p.a. Results are robust to small changes in this parameter. It is
included in the equations for capital accumulation and the user cost of capital.

Table 1.3: Exogenous variables for EFN forecasts

2002: 2nd half 2002: annual 2003: annual
Population Euro area 292.0 292.0 292.0
Depreciation Rate 6.0 6.0 6.0
Japan Consumer Price Inflation -0.8 -1.0 -0.6
Japan GDP Growth Rate 0.3 -0.4 11
Japan Long Term Interest Rate 14 14 14
Japan Short Term Interest Rate 0.1 0.1 0.1
US Consumer Price Inflation 2.0 16 24
US GDP Growth Rate 2.8 2.3 31
US Long Term Interest Rate 5.1 5.1 5.1
US Short Term Interest Rate 19 19 19
Oil Price, USD / Barrel 27.0 27.0 27.0

Population in million people, oil pricein US dollar per barrel, all other variablesin percent

Comparison with alternative forecasts

The forecasts presented above are obtained by the globa EFN macroeconometric
model, described in details in the previous Report. Table 1.4 compares the EFN
forecasts regarding the main macroeconomic aggregates with aternative forecasts,
notably those of the European Commission, the OECD, the IMF, and Consensus
Economics Inc.

Compared to the EU and OECD forecasts, the EFN outlook is more pessimistic. Due to
a lower path of private consumption and fixed capital formation, the EFN outlook for
GDP growth in 2002 is roughly half a percentage point lower than the EU and OECD
projections. Deviations increase in 2003. Due to the EFN forecasts only a gradua
recovery in the Euro area can be expected.

These differences can be attributed to the fact that the EU and the OECD published their
forecasts earlier in the year when a more favourable outlook for the recovery of the
world economy, notably in the US, was prevalent among the profession. Forecasts of
the IMF and Consensus economics were published more recently. They use the same
outlook for the US and Japan, as the EFN Report does, and are much more in line with
the EFN projection.



According to both the IMF and the EFN outlook, GDP growth is mainly linked to net
exports in 2002, while the recovery in 2003 is driven by domestic forces. Differences
occur in 2003 in the relative contribution of demand aggregates. In particular the IMF
forecast for private consumption growth is significantly above the expected path in the
EFN Report, due to the confidence bands provided in Table 1.1. In the IMF outlook, net
exports exert a negative impact on overal growth in 2003, but they have a dightly
positive effect in the EFN projection, see Table 1.2. The different path of private
consumption is caused by a more pessimistic outlook of inflation in the EFN Report.
Moreover, employment is below the IMF level. According to EFN forecasts, the labour
market mimics the economic development with some delay. The lower path of private
consumption restricts import growth, and therefore, a positive contribution of net
exports is expected even in 2003.

Nevertheless, our export and import growth rates are substantially higher than the IMF,
indicating a more optimistic view concerning the dynamics of world trade. This happens
mainly because the IMF forecasts a slower recovery in the US than consensus. In
particular, the IMF forecasts for the US output growth are 2.2% in 2002 and 2.6% in
2003, compared with consensus values of 2.1% and 3.1%. Regarding inflation, the EFN
outlook is more pessimistic than most other forecasts, but in line with the EU.

Table 1.4: Comparison of EFN forecasts with aternative forecasts

EFN EU OECD IMF Consensus

2002 2003 | 2002 2003 | 2002 2003 | 2002 2003| 2002 2003

GDP 09 22 | 14 29| 13 29|09 23| 10 23
Private Consumption 0.5 14 | 12 25| 14 24 |08 23| na na

Government Consumption 17 12 | 16 14 | 16 13 |20 13| na na
Fixed Capital Formation .37 23 | 02 38 |-01 35 |-16 21| na na
Unemployment Rate 83 86 |85 81|82 81|84 82| na na
Consumer Prices (HICP) 23 21 |22 20|20 19 |21 16| 21 18

EU: European Commission, European Economy, No.2, 2002; OECD: OECD Economic Outlook, June
2002; IMF: IMF World Economic Outlook, September 2002; Consensus. Consensus Economics Inc.,
September 2002; na - not available

Prices

The year-on-year inflation rate is expected to increase from 1.9%, the observed value in
July, to 2.5% in December 2002, and then oscillate around a 2.1% mean value in 2003.
A similar pattern is expected for the average percentage change in prices, with values of
2.3% for 2002 and 2.1% for 2003 (see Tables 1.2 and 1.5). The higher inflation rates
forecasted for the last part of 2002 are mainly due to the expected behaviour of energy
prices, which will reach a 4.9% year-on-year rate in December. Core inflation is
expected to be quite stable around 2.5% in the remaining months of 2002 and to drop to
a rather stable path around 2.3% in 2003, because rounding effects will not influence
any more the year-on-year rates. Total inflation in 2003 will also benefit from an
expected low inflation rate (1.3%) in non-processed food prices.



The reported results also imply that the inflation target will not be fulfilled in the last
four months of 2002 and that the average annual rate for 2003 will reach the target with
a probability just below 50%. The important point in this respect is that core inflation
has not been below 2% since March 2001. A forecast of a uniform measure of inflation
for the Euro area and the US, based on a consumer price index which does not include
prices for food, energy and the item corresponding to owner’s equivalent rent of
primary residence, shows (see Table 1.5) that the average annua rates of growth for
2002 and 2003 are 2.5% and 2.3% in the Euro area and 1.6% and 1.9% for the US. This
points out a worrying feature of inflation in the Euro area, i.e. the consumer prices of
non-energy industrial goods are growing with year-on-year rates of around 1.5% in
2002 and with expectations of growth rates around 1.2% for 2003. While, the
corresponding rates for the US have negative values of 1.4% for 2002 and of 0.6% for
2003.

This persistent differential has been present since 1998 and, consequently, the exchange
rate can not be the only factor causing it. To add weight to this argument is the fact that
the industrial cycle has been very similar in both economies during these years (see
Figure 1.3). Therefore, the different degree in incorporating technological innovations
could be one reason for this important differential. Policy measures which introduce
more competitiveness in the European markets could induce firms to invest more in new
technologies.

Table 1.5: Inflation rates in the EMU and in the US®

Forecasts

2001 2002 2003
TOTAL INFLATION
Euro area (100%). 2.5 23 21
US* (81.5%). 2.6 10 21
CORE INFLATION
Services and Non-energy industrial goods excluding
food and tobacco.(b)
Euro area (70.97%). 19 25 23
US* (56.4%). 2.1 16 1.9
DIFFERENT COMPONENTS OF CORE
INFLATION
(1) Services.
Euro area (38.90%). 25 3.2 3.2
US* (27.4%). 3.6 3.7 35
(2) Non-energy industrial goods excluding food and
tobacco.
Euro area (32.07%). 11 15 12
US (29.0%). -0.2 -14 -0.6

(a)Average percentage change compared with the same period ayear earlier.
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(b)This definition of coreinflation differs from the one used in the text in order to be able to compare
figuresfor Euro areaand US.

* lessowner’s equivalent rent of primary residence

Source: EUROSTAT & BLS & IFL, Date: August 21, 2002.

Box 1.2: Coreinflation: alter natives measures and their utility.

Different alternatives for core inflation*

An important problem concerning the measurement of core inflation is that there is not
a clear idea about its definition. It has been imprecisely argued that core inflation is
related to a definition of underlying monetary inflation, which would be more
interesting for central banks. The changes in individua prices depend on two
components: a common one given by core inflation and an idiosyncratic one. Then, by
averaging out these individual price changes, a core inflation measure can be obtained.
The problem is how to define the weights. The theory of the cost of living index
provides a solution that consists in using the relative importance of each item, measured
by its budget share weight, multiplied by its price and divided by the level of the price
index.

The result of this weighted average is the standard inflation measure which, following
Vega and Wynne (2001), can be called headline inflation. However, in order to obtain a
core inflation value, the weights should be derived considering that all individual prices
do not contain the same signa for monetary inflation. Severa reasons can be put
forward in support. First, prices like energy and food prices can suffer more frequent
supply shocks and it can be argued, but without unanimous consensus, that such effects
on prices do not contribute to monetary inflation. Second, not al prices are equally well
sampled by the national statistical offices, because of specific sampling difficulties. This
provides the rationale for core measures based on the exclusion of certain categories of
prices from the tota inflation rate.

Other dternative definitions include the median of the individua price changes and
trimmed-means. However, these seem less related to the quality of signal in each price.

Finally, measures derived from econometric models, usually structural VARS, are also
fraught with difficulty. The problem here is that it is by no means clear what vector of
variables should be used in the analysis, and there is no universal consensus on how to
structuralize the VAR. Moreover, the biggest pitfall of these proposals is that the results
are updated each time a new observation is published.

A proposed core inflation measure and its limited utility.

From all the above arguments it can be said that the “ex. food and energy” core measure
has several advantages: it is related to the idea that the signal about underlying monetary
inflation is not the same in each price, it is very smple to obtain, it is only subjected to
the same updates of headline inflation, and it can easily be understood and used by
many economic agents.

" Inwriting the first part of this box the works by Wynne(1999)and V ega and Wynne (2001) have been
very useful.
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The prices which should be removed are the ones that include a poor monetary inflation
signal. Since monetary policy is relatively stable, prices with relatively high fluctuations
can be seen as having poor signal. At the same time, the innovation persistence of these
prices should be lower than the persistence of other prices. Espasa et al (1987) proposed
removing non-processed food and energy prices for Spain and, later, they propose the
same measures for the Euro area, see also Espasa et a (2002). In fact, the “ex
components’ core measures can be obtained removing not only the mentioned
components but some other erratic ones, such as the prices of tobacco and tour
packages. This is done for Spain in the above mentioned publication. The problem of
removing more components than the more usual ones is that the resulting core measure
is not published by Eurostat or national statistical offices, and users must construct it
from disaggregated data.

Core inflation is related to underlying monetary inflation, but it is not necessarily a
proper measure for it, nor is it either a very good indicator to forecast headline inflation.

The usefulness of this proposed core measure is that the included prices have a higher

persistence than the excluded ones (residual inflation). Central banks are less worried by
high headline inflation due to residua inflation than to core inflation. And, viceversa,

favourable headline inflation is less reliable for central banks when it is due, as it is
now, to residual inflation rather than to core inflation.

In summary, carefully constructed core inflation measures help in understanding the
movements in the headline inflation.

Box 1.3: A mark-up mode for forecasting inflation

Recent work by Banerjee, Cockerell and Russell (2001) and Banerjee and Russell
(2001) have demonstrated the existence of a long-run relationship between inflation and
measures of the mark-up. These papers proceed from the maintained assumption that
both these variables are integrated of order 1. We report here inflation forecasts from a
parsimonious mark-up model of Euro areainflation based on the work cited above.

The long-run structure of our mark-up model is given by:
mu = q- | Dp «y

where mu is the mark-up of price on unit labour costs, q is the ‘gross mark-up, 1 is

the parameter that measures the trade-off in the long-run between inflation and the
mark-up (referred to as the inflation cost coefficient), and p is the price level. Lower

case variables are in natural logarithms. D denotes the first change in the price level.
The mark-up is calculated as p - ulc where the price-level, p, is the gross domestic
product (GDP) implicit price deflator measured at factor costs and ulc is a measure of
unit labour costs. The model is estimated using quarterly data over the period June 1973
to March 2002. This long run is nested within a two dimensiona VAR-ECM and
conditioned on a variable representing the business cycle measured by the output gap
and calculated as the ratio of constant price GDP to potential output.

" The data are from Fagan, Henry and Mestre (2001) updated to March 2002. Further details concerning
the model and the data can be found in Banerjee and Russell (2002).
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The long-run inflation cost coefficient may be interpreted as the cost to non-colluding
firms (in terms of a lower mark-up) of overcoming the uncertainty they face when
coordinating price increases in an inflationar