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Preface

This research in this report and the forecast material contained within it were produced by the
EUROFRAME group of European Research Institutes. The results are preliminary and
should not be quoted without permission The Report is the result of a co-ordinated
programme of work by the Institutes. The views reflect a consensus of those of the Institutes
involved, inevitably with compromises. In this and in future reports all members reserve the
right to append a minority report if they disagree strongly with the majority.

The forecast numbers have been produced and co-ordinated using the NIESR global model,
NiGEM, which includes models for all European Union countries. The model is an attempt to
represent the economies as they currently stand, and hence account has been taken of
developments in labour and product markets that will have changed the way economies can
be expected to behave.
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EXECUTIVE SUMMARY

The Prospects for the European Union Economy

Prospects for the European Union and the Euro Area look sound, but there is a risk of a
significant slowdown in the US. Central banks in the European Union should stand ready to
offset any deflationary impacts from abroad. The appreciation of the euro and lower oil prices
should help moderate prospective inflation in the Euro Area.

External environment

e The US is slowing down as equity markets adjust and consumers retrench. The slowdown
is expected to be short-lived as monetary conditions are being relaxed, and the dollar has
fallen, helping industry recover.

e The world economy seems robust, although we expect output and trade growth to slow
from their cyclical peaks. Further monetary easing and some fiscal response in the US
should ensure a recession in the world economy is avoided.

e Qil prices have declined from their peak last autumn, easing global cost and price
pressures. The economic situation in Japan is still fragile, but does not pose a significant
risk for Europe.

Prospects for the Euro Area

e The European economies passed their cyclical peak in the summer. Output growth in
2000 was very strong (3.3-3.4%). Strong exports were the major cause of the acceleration
in the Euro Area and the UK. The slowdown in activity we are seeing is not expected to
lead to a recession. Growth will be 2.8% in 2001 and 2.7% in 2002.

e Inflation in the Euro Area accelerated to almost 3% at the end 2000 from 1.5% a year
earlier. The delayed effects of last year’s tighter monetary policy, lower oil prices and the
continuing appreciation of the euro should mean inflation drops back to average 2.2% in
2001 and 1.5% in 2002.

e Recent ECB projections for output and inflation have the centre of their projection with
higher growth and similar inflation to ours for 2001. We consider this to be unlikely, and
might involve monetary growth in excess of the ECB’s reference value. There is a clear
risk that inflation will be higher or growth will be lower.

Risks around the forecast

e The major risk facing the Euro Area is that business confidence and investment in the US
will fall sharply. If the US slowdown accelerates sharply the ECB should stand ready to
cut interest rates significantly.

e  We expect the euro to reach 1.06 against the dollar by the end of 2002. If the euro does
not appreciate over the forecast horizon then there is a significant risk that inflation will be
noticeably higher than we are forecasting, pushing it above the ECB’s target range.

e The ECB should act rapidly and strongly in cutting rates if the Euro-Area economy were
to slow down more than we anticipate or the euro were to appreciate by more than we
forecast.
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Macroeconomic Policies and Convergence in the European Union

Policy has so far been successful in creating a stable economic environment in the Euro Area
and in the European Union.

Current monetary policy

e Short-term interest rates are at a neutral or slightly restrictive level. Overall monetary
conditions are probably still accommodating in the Euro Area given the sharp decline of
the euro since early 1999.

e We do not see any reason for a further tightening of monetary policy in the Euro Area.
Given our forecast for economic growth and inflation in 2001 and 2002, there may now
even be some room for monetary easing.

Deficit reduction has been successful in the Euro Area

e The process of fiscal consolidation appears to be at an end. Fiscal policy initiatives in a
number of European Union countries appear to be expansionary, and should help offset
the slowdown we anticipate this year.

e Plans remain safely within the Stability and Growth Pact guidelines. Deficits should be
eliminated by 2004. In the medium term a number of countries have space to cut taxes, or
to raise public investment without breaching the fiscal guidelines.

Convergence and divergence of inflation in Europe

e Among the EU countries the convergence process is not complete. Per-capita GDP and
prices are likely to grow more rapidly in smaller countries catching up with the rest and
we should not worry about this.

e Inflation rates in the biggest four countries are converging. Since the start of the EMU
GDP growth rates have become more similar whilst inflation rates have diverged as prices
in countries such as Spain, Ireland and Italy adjust toward the Euro Area level.

Wage Policy

e In several major countries like France, Germany and Italy, wage settlements for the next
year or more point to a continuation of wage moderation.

e Wage settlements help to preserve price stability if nominal wage increases are equal to
the sum of targeted inflation and the trend rate of productivity growth. In this process the
initial level of wages and prices should also be taken into account.

Growth and Employment in the Medium Term

Policies to enhance growth, reduce unemployment and raise the level of employment work
only slowly over time, and have to be sustained to have an impact.

The reform process must adjust to new challenges such as the New Economy, and lessons
must be learnt from recent US successes. Information technology can be used to enhance
productivity and increase job creation. Institutions in the labour market must evolve to absorb
developments. Increasing skills and ensuring higher active participation in the labour force
should be central goals of policy.
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Fiscal and monetary policy frameworks must be regularly adjusted to improve on outcomes.
Fiscal policy should be guided in the interests of the Community, but should remain in
national hands. Active fiscal policy to improve infrastructure, to enhance education and to
promote innovation should be encouraged. The ECB should be clearer about the nature of its
strategy, and wage moderation should be encouraged as part of the macroeconomic
framework.

New Economy

e Enhancing technical progress and the adoption of new information based technologies is a
key element in the growth prospects of European economies. European development is
lagging behind the US.

e Efficient utilisation of new technologies will be easier if there is competition in new
markets. More open telecommunications markets have strengthened new technology in the
Nordic countries.

e The flexibility of labour markets and improving education have a key role in the
structural changes needed to enhance the use of new technology and the creation of jobs in
the sector.

e Tax incentives and legislation to strengthen R&D activity should be implemented, but
carefully monitored. Enhancing entrepreneurship and the potential for birth of new firms
are important. Scientific and academic labour markets should be flexible.

Labour Markets

e Employment strategies have been developed for all European Union countries. Because
of differences in national institutions and capabilities, strategies have to remain country
specific, and cannot be designed for Europe as a whole.

e Labour market reforms must protect Social Cohesion, and the Commission guidelines
should reflect this strongly. The OECD Jobs Strategy and US institutions cannot be used
as models without careful amendment and evaluation.

e Long term attachments to jobs, the interaction of the Social Partners and secure
employment all help foster process innovations and improvements in products. These have
enhanced growth and productivity in Europe for decades. They should be protected and
enhanced.

e Reducing unemployment and raising participation in the workforce at the same time
requires a re-assessment of all labour market policies. Training programmes for low
skilled individuals are important. The activation of the unemployed and non-participant
benefit recipients have been successful in the UK and Denmark, for instance, and should
be considered elsewhere.

Macro policies in the medium term:

e Alternatives to the Stability and Growth Pact should be discussed. In the medium term it
will be worth looking at the role of the public sector in strengthening the prospects for
output growth. Borrowing in order to finance some public investment in infrastructure
may be a good guideline to ensure growth is enhanced.
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e The SGP should not preclude broader initiatives. Monitoring the soundness of both public
and private finances is an important part of a framework for economic stability in the
medium term.

e Participants at the Macroeconomic Dialogue could recommend a wage path in line with
the sum of targeted inflation and the trend rate of productivity growth, and implement an
annual monitoring.

e C(lear signals should be given about the sustainable growth path as well as targeted
inflation. Published forecasts by the ECB can be judged as increasing the transparency of
monetary policy and strengthening the credibility of the central bank, as long as they prove
consistent with its other analyses.

The future of pensions and taxation

e Governments should stop encouraging early retirement and build stronger institutions to
safeguard continuing employment as part of their strategy for ensuring high levels of
participation in the workforce.

e All policies should ensure that social cohesion objectives are safeguarded. Any reform
should be fair and provide information on how the system will evolve. Any significant cut
in public pensions should be accompanied by an almost compulsory system of
capitalisation.

e There is widespread support for leaving taxation in national hands. Some harmonisation
may nevertheless be needed to prevent more mobile factors, and in particular non-
residents’ capital and income and also multinational corporations, from escaping taxation.

e Harmonisation of corporate tax should be achieved by a common minimum rate with
possibilities of exemptions for small companies and for regions with high unemployment.
It would clearly be better if any ecological taxation addressing greenhouse effects were
decided jointly.

Part I: Policy problems and the current situation

The external environment facing the European Union and the Euro Area has become less
favourable over the last six months. There are significant risks, and the US slowdown could
cumulate into a severe contraction if confidence collapses and policy does not respond.
Avoiding a sharp downturn in the economy is the major task facing the European Union and
the Euro Area monetary and fiscal authorities. However, we feel that there is little probability
of a recession developing.

We recommend that the ECB and other European Union central banks remain very vigilant,
and they should be prepared to respond rapidly and significantly to an emerging crisis.
Knowledge that they will do so will help sustain confidence in Europe, and a belief that the
Federal Reserve will act to prevent a recession in the US can be expected to stave off the
Crisis.

World economic activity was at its strongest for more than a decade in 2000. Growth
accelerated in all the major geographical areas last year. Activity recovered strongly in many
developing countries in Asia, Latin America and Eastern Europe. There was no particular
resurgence of global inflation, despite developments in the oil markets, and prospects for
continued low inflation remain much better than for some decades.
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However there is now clear evidence that global economic growth has begun to slow.
Business and consumer confidence in the United States have fallen sharply in recent months.
The external environment has clearly deteriorated.

e The European Union appears to have passed its cyclical peak, and the appreciation of the
euro in recent months has removed much of the inflationary pressure that may have been
developing in the Euro Area in the summer. It has also helped remove some strains in the
UK as Sterling has depreciated against the euro.

e We forecast that the euro will appreciate to 1.06 to the dollar by the end of 2002. If it
remains significantly below this there is a risk that inflation will above the ECB’s target
range. If the slowdown in the US causes the euro to rise much more rapidly then deflation
becomes a serious risk and the ECB should be prepared to cut rates significantly.

e The stance of fiscal policy has generally changed, and the budgetary consolidation
process has temporarily come to a halt. Activity should be supported by fiscal moves over
the coming year in a number of countries such as the UK. However, in the medium term
vigilance needs to be maintained, and policies to keep budgets within bounds need to be
reinforced.

e Monetary policy is no longer restrictive, and the ECB and other central banks may be
expected to loosen somewhat in the near term. This should be encouraged as long as there
are no strong signs of threats to the overriding objective of sustainable price stability.

e Wage moderation has been important in the process of ensuring convergence within the
Euro Area. There are signs that inflation rates and wage growth are converging in the four
major economies. Some smaller economies have higher inflation and higher growth as
they continue to adjust to membership of the Euro Area and the European Union.

Part I1: Structural Issues: Growth and Employment in the Medium Term

The level and growth of output in the European Union is strongly dependent on the structure
of the economic institutions in place. The availability of capital and labour and the efficiency
with which they are used are central to the prospects for growth in Europe. Policies have to
be designed to enhance availability and efficiency without significant compromises in other
social objectives. The Community Employment Guidelines and the associated National
Action Plans, the Broad Economic Policy Guidelines for 2000 and the Single Market
Programme all stress the need for structural reform. Our evaluation of the short term
prospects for the European Union and our advice on the setting of policy are influenced by
the evolving nature of the European economy. There is little evidence that the recent strong
growth in Europe has been underpinned by a significant increase in productive capacity, as in
the United States in the last five years.

We need to investigate the ways in which the level of capital available for production can be
increased and the methods by which the workforce can be more productively utilised. There
are a number of potential changes to the environment in which the economy operates, and we
address the four most important for policy makers.

e New technology in computers and telecommunications and computer based knowledge
appear to have been major factors behind strong growth in the US. The available empirical
evidence suggests that they have caused productivity in the US to rise rapidly in some
sectors and have helped to increase overall productivity in all sectors of the economy. In
order to evaluate the short term prospects for Europe we need to assess whether new
technology has changed the trend rate of growth in the European Union. This seems not to
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be the case, and hence we should investigate policies that would enhance the production
and use of new technologies.

e The wave of labour and product market reforms that have accompanied increasing
European integration over the last 20 years or more have potentially large effects of the
level and growth of output in the medium term. These reforms are designed to increase
participation and skills in the labour force and increase the efficiency with which factors of
production are used. Macro-economic stability and high levels of output are necessary to
ensure that the effects of the reforms are fully felt, as the UK example suggests.

e Changes in taxation affect the use of resources and the efficiency of production and
pensions provision by the state may influence the level of saving. Reforms to these systems
are clearly important. There are different strategies for both tax and pension reforms and
they clearly should be designed to meet individual country needs based on ageing
populations and the importance of social cohesion.

e The nature of macroeconomic policy affects growth as it can facilitate new developments
and also can provide an environment to enhance investment. A policy that is too restrictive
may reduce the level of investment at just the stage in the cycle of innovation and product
development when increasing the capital stock is central to medium term growth. In
addition a more stable macroeconomic framework should reduce the degree of perceived
uncertainty about the future and hence encourage investment and innovation.

Reforms to promote new technology should proceed with caution in order to ensure social
cohesion is maintained. Europe has lagged behind the US in the implementation of computer
based tools in workplaces which has helped to hold growth below that in the US. However,
this may be inevitable, as the US market system is better designed for periods of product
innovation, such as that associated with the current development of new technologies, and
European institutions are better adapted to periods of process innovation and development.
As we move from the first phase of the new industrial revolution to the second, more
developmental, stage, the European economies should once again start to catch up with the
US.

Growth in output depends on the growth of knowledge, and education and Research and
Development (R&D) enhance skills in the workforce and the knowledge base for production.
Only the Nordic countries, and to a lesser extent the UK and Ireland, have levels of R&D in
information technologies that match those in the US, and it is these economies in Europe that
have seen a comparatively strong increase in productivity growth in the last few years

e The Employment Policy Guidelines and the associated National Action Plans all stress, to
differing degrees, the importance of education and re-education of the workforce.
Institutional structures should be developed that ensure that we can provide effective
lifetime education.

e Innovation and adaption of new technology depends on the structure of labour markets
and the ability of individuals to behave entrepreneurially in the economy. Flexibility of
response in setting up new firms and developing new ideas is important amongst those with
relevant technical skills and amongst the scientific community.

e The adaption of new technology and the enhancement of the rate of growth depends
crucially on increasing flexibility and innovativeness throughout the European Union. More
competitive product markets, and especially a greater market scope for a product, appear
essential to encourage innovation,
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Labour market reforms under the National Action Plans emphasise the reduction of
unemployment through re-skilling and effective assistance. These policies, if successful, will
be important in increasing output through a greater availability of factors of production and
will also increase welfare. Reductions in the sustainable level of unemployment should not be
the only objective of labour market policies. There are a number of countries in the Euro
Area where the participation of the population in the workforce remains low as compared to
the US, and output and welfare can be improved if these potential workers can become active
participants in the workforce. This may involve more effective welfare to work programmes,
as in the UK and Denmark. It is also important to see a role for more active job stimulation
packages, as in the Netherlands and France.

Participation amongst those over 50 is low in a number of countries. It is important to raise
participation in this group because it would raise achievable output in Europe and reduce the
potential burden placed, for instance, on state Pay As You Go pension systems. It is also
important to raise participation in countries where individuals face more responsibilities for
their own pension provision, as this raises their income in the long run.

The final plank in a programme for stability and growth in the Euro Area and in the European
Union is the framework for monetary and fiscal policy. Monetary policy in the medium term
should contribute to the stability of the economy and the incentive for individuals to make
long term decisions. This requires that the framework ensures that the volatility of prices and
output over the cycle are reduced, and that individual decision makers are aware of the policy
framework that will ensure this. The current Stability and Growth Pact on fiscal policy
attempts to put tax and spending in a longer term framework. A framework in which it was
clear that public debt would not rise in an unsustainable way, whilst ensuring that public
investment enhanced growth prospects would clearly be preferable. The objectives for fiscal
policy should be discussed in the terms of an overall framework for stability and growth, and
not just in terms of the generation of debt.
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PART I - POLICY PROBLEMS AND THE CURRENT SITUATION

The external environment facing the European Union and the Euro Area has become less
favourable over the last six months. There are significant risks, and the US slowdown could
cumulate into a severe contraction if confidence collapses and policy does not respond.
Avoiding a sharp downturn in the economy is the major task facing the European Union and
the Euro Area monetary and fiscal authorities. However, we feel that there is little probability
of a recession developing.

We recommend that the ECB and other European Union central banks remain very vigilant,
and they should be prepared to respond rapidly and significantly to an emerging crisis.
Knowledge that they will do so will help sustain confidence in Europe, and a belief that the
Federal Reserve will act to prevent a recession in the US can be expected to stave off the
Crisis.

World economic activity was at its strongest for more than a decade in 2000. Growth
accelerated in all the major geographical areas last year. Activity recovered strongly in many
developing countries in Asia, Latin America and Eastern Europe. There was no particular
resurgence of global inflation, despite developments in the oil markets, and prospects for
continued low inflation remain much better than for some decades.

However there is now clear evidence that global economic growth has begun to slow.
Business and consumer confidence in the United States have fallen sharply in recent months.
The external environment has clearly deteriorated.

e The European Union appears to have passed its cyclical peak, and the appreciation of the
euro in recent months has removed much of the inflationary pressure that may have been
developing in the Euro Area in the summer. It has also helped remove some strains in the
UK as Sterling has depreciated against the euro.

e We forecast that the euro will appreciate to 1.06 to the dollar by the end of 2002. If it
remains significantly below this there is a risk that inflation will above the ECB’s target
range. If the slowdown in the US causes the euro to rise much more rapidly then deflation
becomes a serious risk and the ECB should be prepared to cut rates significantly.

e The stance of fiscal policy has generally changed, and the budgetary consolidation
process has temporarily come to a halt. Activity should be supported by fiscal moves over
the coming year in a number of countries such as the UK. However, in the medium term
vigilance needs to be maintained, and policies to keep budgets within bounds need to be
reinforced.

e Monetary policy is no longer restrictive, and the ECB and other central banks may be
expected to loosen somewhat in the near term. This should be encouraged as long as there
are no strong signs of threats to the overriding objective of sustainable price stability.

e Wage moderation has been important in the process of ensuring convergence within the
Euro Area. There are signs that inflation rates and wage growth are converging in the four
major economies. Some smaller economies have higher inflation and higher growth as they
continue to adjust to membership of the Euro Area and the European Union.
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Chapter 1. The external environment has become less favourable

1. Introduction

World economic activity is expected to have risen by 4.8 per cent in 2000, the fastest rate for
more than a decade. Growth accelerated in all the major geographical areas last year, with
GDP rising by an estimated 4.2 per cent in the OECD economies and activity recovering
strongly in many developing countries in Asia, Latin America and Eastern Europe. However
there is now clear evidence that global economic growth has begun to slow.

The economic expansion in the United States began to moderate in the latter half of last year.
Business and consumer confidence have fallen sharply in recent months, raising the
possibility that the long anticipated cyclical downturn might prove to be deeper than
expected. A clear signal of the deterioration in economic conditions was provided by the
unexpected decision of the Federal Reserve to reduce interest rates by 50 basis points in early
January. This should help to ensure that the downturn in the United States is relatively short-
lived, with quarterly growth expected to strengthen from the latter half of this year.

The present low level of inflation and the comparative health of the public finances in most of
the major industrialised economies also give policymakers in other countries considerable
scope to undertake prompt action to prevent a significant, prolonged deterioration in global
economic conditions. Taxes are already being lowered in many European countries this year
as a result of previously announced measures and there is scope for fiscal measures in North
America as well. These cannot prevent some downturn in economic growth, but they can help
to ensure that it is relatively short-lived. We expect that world GDP growth will slow to 3.7
per cent this year, but recognise that there is a potential for a more pronounced slowdown if
the present deterioration in confidence begins to affect economic activity more significantly
than is apparent in the data available at present. Our projections for the external environment
are summarised in Table 1. We discuss the implications of a sharper slowdown, driven by a
deterioration in confidence, in Chapter V of this report.

The acceleration in GDP growth last year was accompanied by a strong expansion in world
trade. World merchandise trade volumes are forecast to have risen by nearly 13 per cent.
Strong trade growth in 2000 was possible because of significant spare capacity in parts of the
world economy. This has helped to relieve potential bottlenecks in economies producing at or
above full capacity, temporarily reducing inflationary pressures in these countries. The
slowdown in final demand is reflected in the forecast for trade growth which is expected to
moderate to between 7%2-7% per cent this year.

Global inflation pressures rose last year, mainly due to rising energy prices. Consumer price
inflation in the United States rose from 2.2 per cent in 1999 to an estimated 3.4 per cent in
2000. But the rate of core inflation, excluding food and energy products, was 2.6 per cent in
November of last year, just 0.5 percentage points higher than a year earlier. We expect
inflation in the United States to moderate this year and next, particularly if oil prices weaken
further. Consumer price inflation is expected to ease to 2.4 per cent by 2002. In the Euro Area
harmonised consumer price inflation is projected to average 2.2 per cent this year and 1% per
cent in 2002. Price deflation is expected to persist in Japan, at least until the end of 2001.

' The forecasts contained in this Report are based on the data and information available as of 5 January 2001.
Data published since then have not been taken into account, although if relevant, may be referred to in the text.
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Table 1. The External Environment

(percentage changes)

1990-97 1998 1999 2000 2001 2002
Real GDP: World 3.0 2.6 34 4.8 3.7 3.7
EU 2.0 2.7 2.5 33 2.8 2.7
Non-EU World 3.1 2.5 3.8 4.9 4.1 4.1
USA 2.7 4.4 4.2 5.1 2.6 3.1
Asia-Pacific 5.8 3.0 5.1 5.8 53 5.2
Japan 2.2 -1.1 0.8 1.9 1.4 2.3
EFTA 1.7 2.3 1.2 34 2.4 2.9
Central and Eastern Europe -5.0 -0.8 24 4.2 3.7 3.1
Latin America 3.5 2.3 0.8 3.0 3.7 3.7
Other Developing 3.8 -0.6 1.5 33 4.2 34
World Trade Volumes (goods) 6.7 5.6 5.7 12.9 7.7 8.5
World Manufacturing Export Prices ($) 1.1 -1.6 -1.1 -3.3 4.0 5.6
Consumer Prices: USA 33 1.6 2.2 34 2.9 2.4
Japan 1.5 0.7 -0.3 -0.7 -0.2 0.5
GDP Deflator: USA 2.6 1.3 1.5 2.1 2.3 1.7
Japan 0.9 -0.1 -1.4 -1.7 -0.6 0.1
Note: Regional GDPs constructed using PPP weights.
TABLE 2. Key Economic Assumptions
Interest rates (%) Exchange rates  Oil Prices
Short-term Long-term (per euro)  ($ per barrel)
USA Euro UK USA Euro UK USA UK
Area Area
1998 5.5 3.9 7.3 5.3 4.7 5.5 1.11 0.67 12.4
1999 53 3.0 5.4 5.6 4.7 5.1 1.07 0.66 17.4
2000 6.4 4.4 6.1 6.1 54 53 0.92 0.61 27.8
2001 5.7 4.8 6.0 54 5.0 5.0 0.96 0.62 25.2
2002 5.7 4.6 6.0 5.6 5.0 5.0 1.03 0.63 24.0
2000Q1 6.0 3.5 6.1 6.5 5.6 5.6 0.99 0.61 25.5
2000Q2 6.6 4.2 6.2 6.2 5.5 53 0.93 0.61 25.7
2000Q3 6.6 4.7 6.0 5.9 5.4 4.8 0.92 0.62 30.0
2000Q4 6.6 5.0 6.2 5.6 5.3 4.9 0.87 0.60 30.0
2001Q1 5.8 4.8 6.0 5.3 5.1 5.0 0.92 0.62 26.0
2001Q2 5.7 4.8 6.0 5.4 5.0 5.0 0.95 0.62 25.5
2001Q3 5.7 4.8 6.0 5.4 5.0 5.0 0.98 0.62 25.0
2001Q4 5.7 4.8 6.0 5.5 5.0 5.0 1.00 0.63 24.5
2002Q1 5.7 4.8 6.0 5.5 5.0 5.0 1.01 0.63 24.0
2002Q2 5.7 4.5 6.0 5.6 5.0 5.0 1.03 0.63 24.0
2002Q3 5.7 4.5 6.0 5.6 5.0 5.0 1.04 0.63 24.0
2002Q4 5.7 4.5 6.0 5.7 5.0 5.0 1.05 0.63 24.0

Notes: Short-term interest rates are 3 month money market rates. Long-term rates are the yields on 10 year

government bonds. Oil prices are a weighted average of Dubai and Brent spot prices.
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Labour costs have remained surprisingly restrained so far in the industrialised economies. For
instance, in the United States economy-wide unit labour costs have until recently continued to
rise only modestly, with emerging wage pressures offset by strong productivity growth. Costs
in the manufacturing sector have even fallen. However unit cost pressures may rise
temporarily as a result of the unexpectedly sharp cyclical downturn.

Oil market developments explain most of the variation in recent inflation trends. The level of
crude oil inventories fell to an exceptionally low level in the first half of last year, but has
subsequently begun to recover according to estimates by the IEA. Markets did not appear to
be especially unbalanced last autumn. However, uncertainties associated with factors such as
the potential for conflict in the Middle East continued to push prices up until November.
Since then, however, crude oil prices have started to decline in response to moderating
demand in the wake of slower economic growth. In the forecast we assume that oil prices will
average around $25 per barrel this year and $24 per barrel in 2002, as can be seen in Table 2.
The dollar prices of some non-fuel commodities rose sharply last year, but the overall
increase in non-fuel prices has been modest. We do not presently expect to see a significant
acceleration in commodity price inflation this year or next.

2. Monetary stance to be eased gradually

The lagged effects of the global relaxation of monetary policy in the aftermath of the
emerging market crises in 1997 and 1998 were an important factor behind the upsurge in
economic activity in 1999 and into 2000. As real GDP accelerated in the course of 1999 and
the early part of last year the danger of overheating became increasingly apparent. Central
banks reacted to this threat by tightening policy significantly. In the United States the Federal
Funds rate was raised by 1% percentage points between the summer of 1999 and June 2000
and in the Euro Area the European Central Bank raised interest rates by 2V4 percentage points
between November 1999 and September 2000. Even the Bank of Japan raised interest rates
slightly last year, ending the zero interest rate policy despite the still fragile character of the
Japanese recovery and continuing price deflation. With these changes in interest rates,
monetary policy became restrictive in the United States and no longer expansionary in the
Euro Area.

Tighter monetary policies, in conjunction with the adverse effects of higher oil prices on real
incomes, have acted to slow economic activity. Interest rates may have to remain at their
current levels in some economies with comparatively little spare capacity and strong
domestic demand, such as the United Kingdom, in order to ensure that inflation does not rise
above target levels. But the slowdown in growth that is increasingly evident in most countries
suggests that monetary policy will be generally loosened in the immediate future. A
significant slowdown is already in progress in the United States, with the downward
momentum of the economy having gathered pace towards the end of last year. The Federal
Funds rate was lowered by 50 basis points to 6 per cent in early January. This change was
surprising in its magnitude and timing as it was decided between official sessions of the
Board of Governors, providing a signal of the speed at which the perception of economic
conditions has deteriorated. We assume that the Federal Funds rate will be reduced by a
further 25 basis points in the first quarter of this year, and stay at this level for the remainder
of this year and in 2002.

Interest rates on long-term government bonds rose throughout 1999, but did not rise further
during the course of 2000, despite the continued rise in short-term interest rates. It is also
notable that inflationary expectations, as proxied by the difference between the yield on
nominal long-term government bonds and indexed bonds in countries such as the US, the UK
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and France, did not rise last year in spite of the rise in consumer price inflation. Nominal
long-term government bond rates even declined in the course of 2000 in some countries,
notably the US and the UK, probably due to an anticipated reduction in the future supply of
bonds as a result of sustained budgetary surpluses. However the yields on corporate bonds
and mortgages in these countries have hardly changed, so that there has been little positive
impact on private sector financing costs. Nominal long-term government bond rates have also
eased in the Euro Area in recent months, as the extent of the slowdown in global economic
activity has become apparent.

The euro, which declined consistently against the US dollar over most of last year, has very
recently recovered somewhat in conjunction with growing evidence of a slowdown in the
United States. The bilateral exchange rate was, however, still around 20 per cent lower at the
beginning of 2001 than two years earlier at the start of the monetary union. Our forecast is
based on the assumption that the depreciation seen last year will be reversed over the course
of 2001 and that the euro will gradually appreciate further in 2002 towards rates which would
be more in line with economic fundamentals. The euro is projected to reach parity by the end
of this year and $1.05 per € by the end of 2002. Our projections need to be considered in this
light. In Chapter V of this report we discuss the risks associated with alternate paths of the
exchange rate.

3. Soft landing in the United States

The recent expansion in the US has been exceptional in many respects. Productivity growth
has been particularly strong over the last five years. This has helped to keep inflation low at a
time of high and rising resource utilisation. At the same time, the long-lasting public deficit
has turned into surplus, whilst the current account deficit has expanded significantly. The
most recent data indicate that growth slowed significantly in the third quarter of 2000, with
real GDP increasing at an annualised rate of 2.2 per cent after having risen by 5.6 per cent in
the second quarter. Private consumption and exports continued to rise rapidly, but the growth
of fixed investment slowed, which may be a sign that tighter financial conditions have begun
to have some impact on the corporate sector. Industrial production declined in October and
November compared to the previous month and job creation has also slowed. It is
increasingly apparent that the quarterly growth of GDP is likely to remain subdued in the
early part of this year. But the prompt monetary policy response of the Federal Reserve
should help to ensure that the downturn is moderate. A weaker dollar will also support
activity by decreasing the negative contribution from foreign trade.

Our projections for the United States are summarised in Table 3. We expect GDP growth to
slow to 2.6 per cent this year, from 5.1 per cent last year. The recent reduction in equity
prices is expected to help slow the growth of private consumption, with the sustained rise in
the household wealth-income ratio over the last five years having come to an end. We also
expect to see a sharp reduction in inventory levels. In spite of some emerging labour cost
pressures, the impact of the moderation in demand growth on price-cost margins along with
the decline in oil prices is expected to help reduce the rate of headline consumer price
inflation to 2.9 per cent this year from 3.4 per cent in 2000. Broader measures of prices, such
as the GDP or the private consumption deflators are expected to rise by around 2% per cent.

The impact of easier monetary conditions, in particular the weaker dollar, should start to
become apparent during the latter half of this year. We therefore continue to expect a ‘soft
landing’, with GDP growth strengthening to 3.1 per cent next year, even though the rate of
growth of domestic demand is not expected to be very different from this year. Our forecast
does not include any allowance for potential tax cuts that may be made by the incoming Bush
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administration. The general government fiscal surplus is expected to average 2/ per cent of
GDP over the next two years, giving scope to reduce taxation if desired. However the
legislative timetable is such that we doubt whether they could be introduced until the start of
the 2002 fiscal year at the earliest.

Table 3. The United States

(percentage change unless otherwise stated)

1998 1999 2000 2001 2002

GDP at constant prices 4.4 4.2 5.1 2.6 3.1
Private Consumption 4.7 53 53 3.0 2.2
Public Consumption 1.5 2.1 2.1 2.3 2.1
Gross Fixed Investment 10.7 9.2 9.3 5.0 5.0
Stockbuilding (chg as % of GDP) 0.2 -0.4 0.2 -0.3 0.1
Domestic Demand 5.6 5.2 5.9 3.0 2.9
Exports (goods and services) 23 2.9 10.4 9.0 8.5
Imports (goods and services) 11.9 10.7 14.5 10.1 6.3
Employment 1.5 1.5 1.3 0.9 0.9
Unemployment Rate (%) 4.5 4.2 4.0 4.1 4.3
Compensation per employee hour 4.8 4.0 4.4 5.1 4.6
Unit Labour Costs 2.6 2.0 1.3 3.5 2.6
Household Real Disposable Income 4.6 3.0 2.8 2.9 3.0
GDP Deflator 1.3 1.5 2.1 2.3 1.7
Private Consumption Deflator 1.1 1.8 2.4 2.1 2.2
Real Effective Exchange Rate 6.3 -2.7 2.9 0.6 -2.6
Current Account (% of GDP) -2.5 -3.6 -4.3 -3.9 -3.8
General Govt. Balance (% of GDP) 0.4 1.1 2.3 2.5 2.6

General Govt. Gross Debt (% of GDP) 60.9 56.3 50.7 46.3 41.8

We have simulated the NIGEM model used to produce our forecast in order to examine the
short-term impact of a fiscal package in which the United States target budget balance is
lowered permanently by 1% per cent of GDP. This reduces receipts from direct income taxes
by $65 billion after 1 year, $113 billion after 2 years and by an average of $142 billion a year
for the next 8 years, totalling around $1,300 billion after 10 years. The effect on our baseline
scenario is to raise US GDP by 0.25 per cent by the end of next year, with the positive
stimulus to real disposable incomes offset in part by a slight rise in long-term interest rates.

The strong growth in final demand in recent years has been above that of potential output and
economic imbalances have widened, with rising trade and current account deficits. These
have raised the net foreign debt of the United States to around 20 per cent of GDP.
Imbalances are expected to fade gradually as the growth of domestic demand moderates.
Nonetheless there are clear downside risks attached to our forecast and a loss of confidence
by foreign investors or households might easily presage a more significant slowdown, as
shown in the simulation analysis in Chapter V.

The absolute magnitude of the present trade deficit is equivalent to 6 per cent of world
exports. The deficits mirror the willingness of investors to invest in the United States, with
the counterpart inside the US being strong borrowing by households and firms, partially
offset by higher public saving. The debt-income ratio of the private sector has risen
significantly in recent years. Until recently this was more than balanced by the rise in the
value of assets held, but the recent drop in equity prices raises the risk that many households,
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and also companies, may now feel that they have excess debt, which could slow activity more
sharply than shown in the central forecast. In this instance we would expect to see a larger
monetary policy response than shown in our central forecast, as the analysis in Chapter 5 of
this report makes clear.

Over the past five years the average rate of growth of total factor productivity in the United
States has been around 1 percentage point higher than the average observed over the previous
two decades. Part of this acceleration is undoubtedly cyclical. However there are now a
number of studies, which indicate that an important role has been played by innovations in
information and communication technologies (ICTs) and the diffusion of those technologies
throughout the economy. It is not yet clear that the faster rates of productivity growth seen in
recent years can be sustained indefinitely. In the longer-term once the present wave of
innovations comes to an end and the ICT industries start to mature, the trend rate of
productivity growth can be expected to be slower than that recently observed.

Recent developments in the United States have been taken into account in the structure of the
NiGEM model used to produce our forecast, with the long-term rate of growth of technical
progress, and hence potential output, now estimated to be some 0.5 percentage points higher
than it had previously appeared. This implies that up to half of the acceleration in
productivity growth observed over the past five years has been due to cyclical factors.

4. A fragile recovery in Japan

The Japanese economy appears to be recovering slowly after a prolonged period of weakness.
However the economic expansion is still far from robust and indicators suggest that the
recovery has recently lost momentum once again. According to newly revised data
incorporating the switch to SNA(93) based national accounts, real GDP grew at an annual
rate of only 1 per cent in the second and third quarters of last year, following a surge in the
first quarter. Existing indicators suggest that output may even have declined a little in the
final quarter of last year. For the year as a whole the growth rate is estimated to have been 1.9
per cent.

Despite the strong yen, export volumes have been significantly higher than in 1999, helped
by the rebound of economic activity in the rest of Asia. But external demand has recently
begun to weaken once more. Business investment has strengthened, particularly for IT goods,
helped by improved corporate profitability achieved through continued cost cutting measures.
However private consumption has remained relatively subdued, reflecting the limited
improvement in labour market conditions and renewed declines in asset prices. Public sector
expenditure continues to be extremely volatile, making it difficult to interpret the quarterly
path of the economy. The effects of the fiscal stimulus package announced in autumn 1999
have now begun to fade.

The gradual improvement in business and consumer sentiment since 1999 has recently come
to an end, causing some doubts on the sustainability of the recovery in the near future. In
addition, uncertainties remain over the long-term health of many financial institutions. Given
the apparent fragility of the current upturn, the Bank of Japan is expected to refrain from
further interest rate increases for the time being, with money market rates remaining
unchanged this year and rising only gradually in the course of 2002.

With the general government budget deficit around 7 per cent of GDP, and gross public debt
close to 112 per cent of GDP and rising fast, there is little chance that further fiscal measures
will significantly bolster the economy. There is a clear need for fiscal consolidation in the not
too distant future. Any further significant deterioration in the fiscal position would probably
lead to an increase in long-term interest rates, crowding out private sector activity. The
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stimulus package announced last autumn including additional infrastructure investment of Y3
trillion (0.6 per cent of GDP) will prevent a substantial decline in the level of public demand
in the coming fiscal year, but will not have any long-lasting beneficial effects.

Table 4. Japan
(percentage change unless otherwise stated)
1998 1999 2000 2001 2002

GDP at constant prices -1.1 0.8 1.9 1.4 23
Private Consumption 0.2 1.2 0.7 1.1 1.5
Public Consumption 1.9 4.0 3.2 1.7 1.7
Gross Fixed Investment -4.2 -0.8 1.5 2.2 2.6
Stockbuilding (chg as % of GDP) -0.6 -0.2 0.1 0.0 0.0
Domestic Demand -1.4 0.9 1.4 1.5 1.8
Exports (goods and services) -2.3 1.3 11.9 3.8 8.3
Imports (goods and services) -6.8 2.9 8.9 5.5 54
Employment -0.7 -0.6 -0.5 0.8 -0.3
Unemployment Rate (%) 4.1 4.7 4.7 4.7 4.5
Compensation per employee hour 0.5 -1.2 1.5 1.2 1.9
Unit Labour Costs 0.0 -2.8 -0.7 -0.2 -0.1
Household Real Disposable Income 0.3 2.4 2.6 2.4 1.3
GDP Deflator -0.1 -1.4 -1.7 -0.6 0.1
Private Consumption Deflator -0.2 -0.7 -1.1 -0.6 0.5
Real Effective Exchange Rate -3.6 11.6 54 -4.3 1.0
Current Account (% of GDP) 3.0 2.4 2.6 2.3 2.0
General Govt. Balance (% of GDP) -4.8 -6.7 -7.0 -7.2 -6.7

General Govt. Gross Debt (% of GDP) 94.7 103.1 1119 1162 119.7

Against this background we forecast that growth in Japan will remain modest. Real GDP is
expected to rise by 1.4 per cent in 2001 and 2.3 per cent in 2002, as shown in Table 4. This
growth will be not sufficient to lower unemployment significantly. Consumer prices are
expected to begin to stabilise over the course of this year, but with excess capacity declining
only gradually and the yen expected to gain strength again in the course of this year and next,
any price increases will be minimal.

5. The expansion in the accession countries decelerates

Economic prospects have improved significantly in the potential accession economies in
Central and Eastern Europe. Output growth is particularly strong in Hungary, Slovenia and
Poland, although there are signs that the tightening of monetary policy over the past year is
beginning to have some effect, particularly in the latter. The Baltic States, the Czech
Republic and Bulgaria have recovered from the recessions experienced in 1998-99 and
recorded substantial growth in the first half of 2000. The economic upturn in Western Europe
has led to strong export growth. Business investment and household consumption have also
risen sharply. Many of the accession economies continue to have high current account
deficits, particularly as most are net oil importers.

Productivity continues to rise strongly and thus, despite strong growth, unemployment has
fallen only slightly. Consumer price inflation accelerated considerably in the course of last
year and inflation will generally be significantly above government targets. In part this
reflects one-off rises in energy and food prices, but excessive demand growth is also
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generating inflationary pressures. The stance of both monetary and fiscal policy is likely to be
tight this year, which — in combination with a moderation of external demand — will slow
growth. Continued progress in supply-side reforms suggests that the medium-term prospects
for growth in the accession economies still appear favourable.
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Chapter I1. Moderate Slowdown in the European Union

1. Recent developments in the European Union

The European economy passed its cyclical peak in the summer of 2000. After having
expanded at annualised growth rates of between 3’2 and 4 per cent for four consecutive
quarters, the rate of growth of economic activity has begun to ease. For the year as a whole,
output is expected to have risen by 3.3 per cent in the European Union and 3.4 per cent in the
Euro Area, the highest rate of growth for more than a decade. The increase in exports was
particularly strong, with EU countries benefiting from strong growth in the rest of the world
and the Euro Area additionally favoured by the weakness of its currency. The acceleration in
GDP growth in the UK and the Euro Area last year can be accounted for entirely by an
improvement in net exports, with domestic demand expected to have risen at a similar pace to
that seen in 1999. In contrast domestic demand has strengthened considerably in both Greece
and Sweden, and has helped to raise the rate of GDP growth. The Danish economy has been
comparatively subdued, mainly due to a restrictive fiscal policy stance.”

In the second half of last year, the upward momentum of the European economy began to
slow. Higher oil prices and tighter monetary conditions had an adverse impact on real
disposable incomes and corporate sentiment in the Euro Area. However, the slowdown in
economic activity will not lead to recession. Real GDP rose by 0.7 per cent in the third
quarter of 2000 and our leading indicator of Euro Area growth (the EUROFRAME indicator)
and our model-based forecast both suggest that output rose at a similar rate in the fourth
quarter. In the year as a whole GDP rose by 3.4 per cent, a growth rate above that of potential
output. The output gap, which had been negative for a number of years, has shrunk and was
closed by the end of last year on some estimates, such as those of the OECD. In the
manufacturing sector, capacity utilisation is now substantially above its long-term average
according to European Commission surveys. However, fixed investment has been strong until
recently, which should help to ease any capacity constraints this year.

The recovery in the Euro Area since the early part of 1999 has been led by an improvement in
exports. Domestic demand was also strong, with business and consumer sentiment both
remaining buoyant. An improvement in labour market conditions along with some reductions
in direct taxes helped to support private consumption despite the negative impact of rising
energy prices on real incomes. Fixed investment in machinery and equipment rose sharply in
the first half of 2000, reflecting a high rate of capacity utilisation and favourable financing
conditions. In contrast, construction investment and government expenditures both remained
subdued. The number of employed has been increasing rapidly since the beginning of last
year, and employment growth is expected to have exceeded 2 per cent for 2000 as a whole.
The unemployment rate has continued to decline and in November fell to 8.8 per cent, the
lowest rate since the spring of 1992.

Inflation rates throughout the EU are currently higher than they were a year ago, with the
exception of the UK. In the Euro Area, the annual rate of increase in the Harmonised Index of
Consumer Prices (HICP) was 2.9 per cent in November, compared to 1.5 per cent a year ago.
The current rate substantially exceeds the upper limit of the medium-term target of below 2
per cent set by the ECB. The upsurge in inflation is primarily due to the pronounced rise in
import prices resulting from high oil prices and the past depreciation of the euro versus the
dollar. There are signs that the higher cost of imports may have begun to feed into the general
price level, with core price inflation (the HICP excluding energy, food, alcohol and tobacco)

? Full details on developments in individual countries are provided in Chapter IV below.
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having crept up to 1.5 per cent in November from 1 per cent a year ago. For the year as a
whole, the HICP is expected to have increased by around 2.4 per cent.

2. Short-term projections for the European Union

Although indicators strongly suggest that a cyclical peak was reached in the summer of 2000
and that the European economy is now growing at a slower pace, the slowdown in economic
activity is not dramatic. Consumer confidence recovered in December in light of the
substantial decline in oil prices and favourable labour market developments. As with
industrial confidence, it has fallen only slightly from the high level recorded last summer.
The assessment that growth will continue, albeit at a slower pace, is further supported by the
EUROFRAME indicator. In line with our model-based forecast, the quarterly growth in Euro
Area GDP is projected to remain at 0.7 per cent in the first quarter of this year.

Whilst our forecast suggests that the slowdown in the European economies is likely to be
modest, it nonetheless suggests that output growth will be weaker by around 0.3 percentage
points in 2001 and 2002 than suggested in the recent forecasts issued by the European
Commission and the ECB, even after allowing for the reduction in short-term interest rates
that we assume takes place next year. Our forecast for the European Union is summarised in
Table 5 and that for the Euro Area in Table 6. Euro Area GDP is expected to rise by between
0.6-0.7 per cent per quarter for most of this year, with the quarterly rate of growth slowing
down towards the end of the year. On average, we expect GDP to be 2.8 per cent higher than
in 2000. The quarterly paths for GDP growth and inflation are shown in Charts 10 and 11.

A significant temporary stimulus at the start of this year from direct tax cuts in a number of
countries will not be sufficient to outweigh a gradual moderation in external demand and the
lagged effects of the rise in interest rates in 2000. The stimulus stemming from the
depreciation of the euro will also start to fade given the assumption of a gradual reversion
towards parity with the dollar by the end of the coming year.3 The increase in extra-Euro
Area exports will thus be substantially lower than in 2000. Domestic demand will also be
dampened by the lagged effects of higher oil prices on real incomes as well as by a reduction
in inventory levels in the aftermath of weaker final demand. However the propensity to invest
is expected to remain high, given the combination of high and still rising capacity utilisation
and a reduction in the corporate tax burden. Among the countries in the Euro Area, the only
country experiencing faster growth in 2001 will be Greece, where short-term interest rates
had to be cut sharply by the end of last year prior to entry into the Euro Area. Growth is
expected to remain strong in the UK this year, helped by an expansionary fiscal policy and a
weaker effective exchange rate. We expect to see GDP growth of 2.8 per cent in the EU as
well as in the Euro Area.

In 2002, GDP growth in both the European Union and the Euro Area will average 2.7 per
cent. Domestic demand will continue to be supported by robust growth in disposable incomes
and the impact of the recent decline in long-term interest rates will begin to be felt. We also
expect short-term interest rates to decline to 472 per cent in the Euro Area. A moderation of
consumer price inflation will also help to support real incomes in the Euro Area.

With output growth remaining comparatively strong and wage moderation expected to
persist, employment levels should continue to rise, although at a slower rate than seen last
year. Unemployment will continue to decline, although the scope for significant further
reductions seems to be increasingly limited in a number of countries such as the Netherlands,
Ireland, and the UK. On a standardised basis, the unemployment rate is expected to fall to 77

3 The question of what might happen if the euro did not appreciate so much is discussed in Chapter V.
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per cent by the end of 2002. In the Euro Area the unemployment rate is expected to have
declined to 8 per cent by that time. This would be the lowest rate for more than a decade.

Under our assumptions of an average oil price of $25 and $24 per barrel in 2001 and 2002,
and a gradual appreciation of the euro, offset in part by a modest depreciation of sterling and
the Swedish krona, inflation in the EU is expected to slow in the forecast horizon. Consumer
price inflation as measured by the HICP will average 2.1 per cent this year and 1.6 per cent in
2002. In the Euro Area, inflation is expected to be 2.2 per cent in 2001 and 1.5 per cent in
2002, with headline inflation gradually coming into line with the underlying growth of unit

labour costs.

Table 5 The European Union

(percentage change unless otherwise stated)

1998 1999 2000 2001 2002
GDP at constant prices 2.7 2.5 33 2.8 2.7
Private Consumption 3.1 3.0 2.9 2.8 2.5
Public Consumption 1.2 1.7 1.3 1.8 1.6
Gross Fixed Investment 5.7 5.4 44 4.0 4.3
Stockbuilding (chg. as % of GDP) 0.4 -0.2 0.2 -0.1 0.1
Domestic Demand 3.6 3.0 3.1 2.8 2.8
Exports (goods and services) 6.4 44 10.7 7.4 6.8
Imports (goods and services) 9.4 6.2 10.1 7.2 7.1
Employment 1.7 1.7 1.8 1.2 1.0
Unemployment Rate (%) 10.0 9.2 8.4 7.9 7.7
Unit Labour Costs 1.2 2.0 1.2 1.5 1.5
Household Real Disposable Income 1.9 2.5 2.2 2.8 2.5
Private Consumption Deflator 1.7 1.3 1.9 2.0 1.6
Harmonised Consumer Price Index 1.3 1.2 2.1 2.1 1.6
Current Account (% of GDP) 0.9 0.3 -0.2 0.0 -0.1
General Govt. Balance (% of GDP) -1.5 -0.7 0.0 -0.2 0.1
General Govt. Gross Debt (% of GDP) 69.0 67.5 63.9 61.0 58.3

Note: The general government balance numbers do not include the receipts from the sale of 3GMP licences.

Table 6 The Euro Area

(percentage change unless otherwise stated)

1998 1999 2000 2001 2002
GDP at constant prices 2.7 2.5 3.4 2.8 2.7
Private Consumption 3.0 2.7 2.6 2.8 2.6
Public Consumption 1.1 1.5 1.4 1.2 1.2
Gross Fixed Investment 4.8 5.2 4.7 39 4.3
Stockbuilding (chg. as % of GDP) 0.4 0.0 0.2 -0.1 0.1
Domestic Demand 34 3.0 2.9 2.6 2.8
Exports (goods and services) 7.0 4.7 11.2 7.5 7.1
Imports (goods and services) 9.5 6.4 10.3 7.3 7.4
Employment 1.7 2.0 2.1 1.4 1.2
Unemployment Rate (%) 10.9 10.0 9.1 8.6 8.3
Unit Labour Costs 0.4 1.6 1.0 1.5 1.3
Household Real Disposable Income 23 2.2 2.1 2.7 2.4
Private Consumption Deflator 1.5 1.2 2.1 2.1 1.6
Harmonised Consumer Price Index 1.1 1.1 2.4 2.2 1.5
Real Effective Exchange Rate 0.6 -4.2 -8.4 3.9 3.0
Current Account (% of GDP) 1.1 0.5 0.0 0.2 0.2
General Govt. Balance (% of GDP) -2.0 -1.3 -0.8 -0.8 -0.3
General Govt. Gross Debt (% of GDP) 73.0 72.1 69.3 66.5 64.4

Notes: The numbers for the Euro Area are for the original 11 members only and do not include Greece. The
general government balance numbers do not include the receipts from the sale of 3GMP licences.
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Chart 1. Harmonised Consumer Price Inflation
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Chapter III. Macroeconomic Policies and Convergence in Europe

1. Introduction and Summary

In this chapter we discuss recent and prospective developments in the fiscal and monetary
policies of the EU economies. We focus also on recent movements in labour costs and prices
and ask whether they provide evidence of greater convergence within Europe.

On fiscal policy we judge that the process of fiscal consolidation appears to have now come
to an end. However, prospective budgetary developments do not presently appear out of line
with the requirements imposed by the Stability and Growth Pact. Governments now face a
number of choices since past efforts to reduce budget deficits have been more successful than
expected. Public expenditure can be raised, the tax burden can be lowered or more
government debt can be paid off. Most governments, with the notable exception of the UK,
appear to be giving priority to lowering the tax burden, even though there are some areas,
such as public infrastructure, where more expenditure may be needed.

We judge that short-term real interest rates in the Euro Area are currently at a neutral or
slightly restrictive level. But overall monetary conditions may still be accommodating
because the euro remains well below its level at the start of monetary union. Given our
forecasts for the Euro Area we do not see any need for a further rise in interest rates. There
may even be some scope for the ECB to lower interest rates, particularly if external demand
weakens considerably or if the euro were to appreciate by more than we assume. In the UK
we think that the Bank of England should hold interest rates at their present level unless
clearer evidence emerges of a slowdown in domestic demand. A modest, but temporary, rise
in interest rates may be merited in Sweden.

We expect wage moderation to continue in the Euro Area. Analysis of the growth of unit
labour costs since 1995 suggests that the Euro Area countries have made a lot of progress in
controlling wage pressures and domestic inflation since that time. Costs have risen more
rapidly in Spain, Italy and the Netherlands than elsewhere, whilst those in Germany have
risen more slowly than elsewhere. This should not be taken as a signal of divergence, since it
can in part be explained by the need for adjustments in relative costs in the aftermath of
movements in the level of nominal exchange rates in the first half of the 1990s. Nonetheless
comparatively high national inflation rates cannot persist for ever in a monetary union and
structural reforms or fiscal policy may have to be used to help keep inflationary pressures in
check.

The convergence process in Europe is not yet complete and differences remain in the levels
of output per capita and consumer prices. Hence some divergence in inflation and output
growth is desirable and compatible with convergence in levels.

2. Deficit reduction in the EU has been successful

Consolidation of the public budgets has become the most important fiscal policy goal pursued
by the EU member states in recent years. This commitment is embedded in the criteria in the
Maastricht Treaty and the Stability and Growth Pact. The first of these agreements embedded
regulations formulated as the goal of a budget deficit of less than 3 percent of GDP. The
target now is a budget ‘close to balance or in surplus’ over the business cycle.

All the member states of the EU have reduced their budget deficits in recent years. This has
been achieved through fiscal consolidation helped by favourable economic circumstances
such as strong external demand and low interest rates. We estimate that for the EU as a whole
the general government achieved a balanced budget last year, compared to a deficit of close
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to 5 per cent of GDP in 1995. In the Euro Area we estimate that the general government
budget deficit was 0.8 per cent of GDP last year. The general government budget figures in
Tables 5 and 6 above and in the country specific discussions in Chapter IV exclude the
impact of the sale of UMTS licences. The one-off character of these revenues should not be
allowed to distort the picture of the public finances in the EU countries in 2000 and 2001. If
they were included the EU countries would have a budget surplus of 1.3 per cent of GDP in
2000 and the Euro Area countries would have a surplus of 0.3 per cent of GDP. Full details
on the value of national UMTS receipts are given in Table 7. The improvement in the EU
public sector balance in 2000 compared to 1999, excluding mobile phone licence receipts,
was primarily due to buoyant economic growth. Fiscal consolidation came to a halt last year
in most countries.

Table 7. The Value of UMTS Receipts (per cent of GDP)

2000 2001
EU 1.3 0.2
Euro Area 1.1 0.2
Austria 0.4 0.0
Belgium 0.0 0.2
Denmark 0.0 0.5
Finland 0.0 0.0
France 0.0 1.1
Germany 2.5 0.0
Greece 0.0 0.0
Ireland 0.0 0.0
Italy 1.2 0.0
Netherlands 0.7 0.0
Portugal 0.4 0.0
Spain 0.1 0.0
Sweden 0.0 0.0
UK 2.4 0.0

Source: European Commission

In the Euro Area total government receipts increased by about two percentage points between
1995 and 1999 to nearly 48 per cent of GDP, helped by discretionary policy measures and the
effects of the ‘automatic stabilisers’ on tax receipts in a growing economy. The share of
general government expenditure in GDP declined by about two percentage points to 49 per
cent. Declining interest expenditures accounted for almost half of this fall. This prolonged
process of fiscal consolidation in the Euro Area and the rest of the EU did not appear to have
a marked effect on economic activity, in part because private consumption rose more than
might have been anticipated and saving ratios declined considerably. However, the overall
stance has to be regarded as essentially restrictive during this period.

All of the EU countries currently have large primary budget surpluses ranging from 1 to 6 per
cent of GDP. The primary surplus in the EU as a whole was 3 per cent of GDP on average in
1999. Primary surpluses will clearly result in a continuing decline in the ratio of debt to GDP.
This is particularly important for medium term prospects because on average in the European
Union the public sector spends nearly 4 per cent of GDP on interest payments, and lower
public debt will help reduce the interest burden. In 2000 seven member states are forecast to
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have a surplus of more than 1 per cent of GDP*, three countries to reach balance or be only
slightly in deficit® and five countries to have a deficit between 1-1% per cent of GDP°. All of
the countries are therefore probably in a position where even a marked slowdown of
economic growth will not lead to an increase of public deficits beyond the 3 per cent of GDP
floor in the Stability and Growth Pact.

In the EU the ratio of general government expenditure to GDP is expected to decline from
47.3 per cent of GDP in 2000 to 45.5 per cent of GDP next year. This reflects the effects of
automatic stabilisers on spending, further discretionary cuts in expenditure and declining
interest payments. The tax burden is expected to ease, with general government revenues
forecast to fall from 47.3 per cent of GDP to 45.6 per cent over the same period. Several
countries have begun to implement previously announced tax cuts, including France,
Germany, Italy and the Netherlands.

In some smaller countries such as the Netherlands and Ireland with above-average inflation
rates and tightening labour markets, further direct income tax cuts may be inappropriate at
present unless accompanied by offsetting fiscal measures. In these countries it might be
appropriate to have a restrictive fiscal policy to help stabilise the economy. It is our
judgement that in the EU as a whole the fiscal policy stance after years of restriction appears
to be becoming looser in 2001, with the forecast in Table 5 showing a move back into a small
budgetary deficit of 0.2 per cent of GDP this year. However prospective budgetary
developments do not appear to be out of line with the requirements imposed by the Stability
and Growth Pact. They also imply further reductions in the ratio of general government debt
to GDP, which will reach 58 per cent of GDP on average for the EU and 64 per cent for the
Euro Area by the end of 2002.

3 Stability and Convergence Programmes: further improvements in public finances

Every year each EU country is required to produce a stability or convergence programme,
presenting the main fiscal decisions and budgetary choices on the path to medium term
(2001-2004 for the latest programmes) objectives for budgetary positions close to balance or
in surplus. The Commission considers whether the budget-policy strategy and the economic
targets continue to meet the requirements of the Stability Pact and the Broad Economic
Policy Guidelines.

At the time of writing, eleven updated stability or convergence programmes were available’.
The budgetary targets presented in last year’s programmes were easily met, with economic
conditions proving more favourable than expected. According to the new programmes, all of
the member countries plan to eliminate their fiscal deficits by 2004. Whether these plans can
be realised depends to a large extent on cyclical developments in Europe. The programmes
assume relatively robust economic growth well into the year 2004, with the programmes of
Greece, France and Italy assuming average rates of GDP growth well above those of the past
few years. Past experience also suggests that it may be optimistic to assume a sustained
period without a major cyclical downturn. The aggregate picture for the European Union and

* The UK, Sweden, Finland, Luxembourg, Denmark, Ireland, The Netherlands. Details may be found in Chapter
Iv.

’ Belgium, Spain and Greece. Details may be found in Chapter IV and the Annex tables.
® France, Italy, Austria, Germany and Portugal. Details may be found in Chapter IV and the Annex tables.

7 Austria, Denmark, Finland, France, Germany, Greece, Ireland, Italy, the Netherlands, Sweden and the United
Kingdom have produced an updated 2000 stability or convergence programme (published during the last quarter
of 2000 or in January 2001).
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the Euro Area is summarised in Table 8. Our forecast indicates that the combined targets of
the member states can be achieved, at least until 2002.

Table 8. The General Government Fiscal Position According to Forecasts and the
Stability and Convergence Programmes
(per cent of GDP)
1999 2000 2001 2002 2003 2004

European Union

EUROFRAME Forecast

GDP Growth 2.5 33 2.8 2.7

Financial Balance -0.7 0.0 -0.2 0.1

Debt 67.5 63.9 61.0 58.3

Revenue 47.3 47.3 46.1 45.6

Expenditure 48.0 47.3 46.3 45.5

SCP Plans 2000

GDP Growth 2.4 32 3.0 2.7 2.7 2.7
Financial Balance -12 -06 -05 -20.1 0.2 0.5
SCP Plans 1999

GDP Growth 2.2 2.7 2.4 2.4 2.4
Financial Balance -10 -08 —-06 -203 0.0

Euro Area

EUROFRAME Forecast

GDP Growth 2.5 34 2.8 2.7

Financial Balance -1.3 -0.8 -0.8 -0.3

Debt 72.1 69.3 66.5 64.4

Revenue 47.8 47.9 46.7 46.2

Expenditure 49.1 48.7 47.5 46.5

SCP Plans 2000

GDP Growth 2.4 3.2 3.1 2.8 2.8 2.8
Financial Balance - 13 -08 —-07 -03 0.0 04
SCP Plans 1999

GDP Growth 2.2 2.8 2.5 2.5 2.5
Financial Balance -14 -11 —-08 —-06 -—02

Note: Excluding proceeds from the auction of third-generation mobile phone licences

Sources: The aggregate figures for the European Union and the Euro Area under the 1999 and
2000 Stability and Convergence Programmes are calculated by OFCE. Austria, Denmark, Finland,
France, Germany, Greece, Ireland, Italy, the Netherlands, Sweden and the United Kingdom have
produced an updated 2000 stability or convergence programme (published during the last term of
2000 or in January 2001). The numbers for Spain, Belgium, Portugal and Luxembourg are from
the 1999 stability programmes.

If there were a marked slowdown several countries might again start to run fiscal deficits,
although all of them have now reached a position which should suffice to ensure that their
deficits do not rise above 3 per cent of GDP. It would be reasonable to allow some
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deterioration of the deficit during any downturn as this should help to prevent undue cyclical
volatility.

Governments can choose to use unexpectedly strong receipts to increase public expenditure,
reduce the tax burden or pay off government debt. The main priorities presented in the 2000
updates of the Stability and Convergence Programmes do not diverge much from those of
1999. Securing the sustainability of the public finances by maintaining or obtaining fiscal
surpluses is the first priority presented in every programme. Slower growth of public
consumption and a decline in the tax burden are also priorities that appear in nearly every
country programme. Measures to reduce unemployment and reform of the social security
systems are emphasised as important medium-term issues, along with the structural
improvements to tax, education/training, pensions and labour market policies discussed in
Chapter VII of this report.

The need for a lower tax burden has become a more important priority in the 2000 stability
programmes, with emphasis continuing to shift from the need for a further rapid reduction of
budget deficit to the need for a reduction in the size of the overall public sector, implying a
reduction in the share of both expenditures and revenues in GDP. Reductions in taxation in
2001 have been announced or introduced in every European country apart from Austria,
where additional measures are judged to be necessary to consolidate the public finances.

In all EU countries apart from the UK, public expenditures are also planned to fall as a
percentage of GDP (see Annex Tables), largely due to continued declines in unemployment
and interest payments. There is at present little desire to expand public expenditure
significantly, even though there may be some areas such as infrastructure where greater
expenditure is necessary.

4 No further tightening of monetary policy: Monetary policy in the Euro Area

The European Central Bank successively tightened its monetary policy stance from
November 1999. The main refinancing rate is presently 4.75 per cent, and thus 2’4 percentage
points above the rate in October 1999. Three-month money market rates, which reached 5 per
cent in the autumn of last year, have dropped back to around 4% per cent, indicating that
expectations of a further tightening of monetary policy have dissipated. The yields on 10-year
government bonds had started to rise at the beginning of 1999. They have risen by nearly 172
percentage points since that time, but have also declined somewhat since autumn of 1999.
The yield spread between government bonds and short-term interest rates has narrowed
substantially in recent months and is currently around 25 basis points.

Given the successive and pronounced monetary tightening, monetary policy is certainly less
expansionary then it was at the end of 1999. It is, however, less clear whether monetary
policy has now adopted a neutral or even restrictive stance. One way of determining the
stance of monetary policy is to compare the level of real interest rates with the average level
over a longer period. We employ German long-term averages as benchmarks for indicating
the neutrality of monetary policy. We feel this is necessary given the short time span in which
the Euro Area has been in existence and differences in exchange rate depreciation
expectations across member states in the past. The existence of different risk premia on the
government bonds of Euro Area member states, especially before the formation of the Euro
Area, strengthens our case.
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Chart 3: Interest rates and yield spread in the Euro Area Jan. 1997 — Dec. 2000
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Chart 4: M3 growth and the ECB’s reference value (annual percent changes)
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Depending on the time period used, our calculations suggest that short-term real interest rates
in the Euro Area are now at a neutral or slightly restrictive level.® Long term government
bond yields are currently near their neutral level.” The yield spread is very small and is less
than half the long-term average.'’ One interpretation of the low yield spread is that market
participants expect lower short-term interest rates in the future, implying an expected
slowdown in economic activity and hence that the current monetary policy stance is
restrictive.

Another indicator of the monetary policy stance is monetary growth. The annual increase in
M3 has slowed in recent months. After the surge to an annualised, seasonally-adjusted,
monthly growth rate of 11 per cent in February and March 2000, monthly rates of growth
have decreased markedly. Seasonally adjusted and annualised, the rate of change from May
until November amounted to 3.7 per cent and the annual percentage change in November was
down to 4.9 per cent. Despite this slowdown, the annual percentage change of M3 has
continuously exceeded the ECB’s reference value for money growth since the introduction of
the euro (see Chart 4). The question therefore arises as to whether the past two years have
seen a build up of excess liquidity that may pose a risk to future price stability.

Depending on the starting point used, the level of M3 currently exceeds the level implied by
the ECB’s reference value by 1.1 (starting point: mid-1999) to 2.4 (starting point: December
1998) per cent. However, a number of factors mitigate the potential effect of this higher M3
stock on future price developments.

e There was a jump in the level of M3 in January 1999 of 1.5 per cent (19.6 per cent at an
annualised rate) that may have partly reflected a one-time adjustment to the new
institutional arrangements.

e The ECB is experiencing statistical problems in distinguishing between resident and non-
resident holders of money market funds. Since balance of payments statistics suggest that
non-Euro Area residents have increased their holdings of money market funds substantially,
this statistical inadequacy probably leads to an overstatement of growth in the level of M3.

e @Given the existence of a negative output gap prior to Stage Three of European Monetary
Union, money growth should exceed the ECB’s reference value as the gap closes unless
there is a corresponding undershooting of the implicit inflation target.

e Over the last decade the velocity of money has decreased more rapidly than is assumed in
the ECB’s calculations of the reference value for monetary growth. In the 1990s the
velocity of money declined by between 1 and 1'% per cent annually, whereas the ECB
assumes a reduction in velocity of between 2 and 1 per cent per annum, based on trends
observed since 1980 and on money demand functions.

In contrast to money growth and interest rates, the exchange rate is still helping to support
economic activity. Between January 1999 and December 2000 the euro declined by 23 per

§ Using the HICP excluding energy, food, tobacco and alcohol to deflate 3-month money market rates, the real
rate stood at 3.43 per cent in December 2000. The German average, calculated on the basis of CPI and Frankfurt
money market rates was 3.03 per cent between 1975 and 1999, 3.53 per cent between 1985 and 1999 and 3.39
per cent between 1990 and 1999.

? The real yield on 10-year government bonds was 3.6 per cent in December, when using longer-term inflation
expectations of 1.5 per cent that reflect the ECB’s implicit inflation target. The German time period average,
using a 25-month centred average of CPI growth as an indicator of expected inflation, was 4.28 per cent
between 1975 and 1999, 4.63 per cent between 1985 and 1999 and 4.28 per cent between 1990 and 1999.

' 1t is around % percentage points at present whilst the corresponding yield spread in Germany was 0.98 per
cent between 1975 and 1999, 1.11 per cent between 1985 and 1999 and 0.92 per cent between 1990 and 1999.
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cent against the US dollar and its real effective exchange rate fell by 15 per cent. During the
year 2000 the depreciation against the US dollar amounted to 11 per cent, with the real
effective exchange rate declining by 6 per cent.'' Although the euro has recently appreciated
against the dollar — by 11 per cent between the end of October 2000 and the end of December
2000 — we would judge that overall monetary conditions are in all likelihood still
accommodating.

In 2000 the ECB increased interest rates in response to higher than expected GDP growth,
rising oil prices and the depreciation of the euro. Growth rates in excess of trend growth,
stimulated by the lower real effective exchange rate of the euro, were seen as a risk to future
price stability. The combination of high demand and high capacity utilisation allows
enterprises to raise prices more rapidly than they otherwise could, and tighter labour markets
may increase wage pressure. In accordance with its two-pillar strategy, in raising interest
rates in 2000 the ECB was therefore responding to expected inflationary pressures. These
result from high levels of capacity utilisation and growth rates in excess of that which might
be considered sustainable, as well as from the effects of tight labour markets in some
countries on potential inflationary pressures. In the medium term such pressures will be
mirrored in monetary growth.

Given strong economic growth, higher import prices resulting from both higher oil prices and
a lower external value of the euro can exacerbate these risks. However, adverse external
supply shocks, such as the rise in oil prices up to last autumn, do not warrant a policy
response as long as there is no discernible danger that the one-time price level increase is
transformed into higher inflation fuelled by a price-wage spiral. Wage developments are
currently moderate in the Euro Area and there are as yet few signs of higher wage rates in
response to the oil price shock. Wage moderation is the key difference between the current
situation and those following the two oil price shocks in the 1970s.

Chart 6. Real Effective and USD/EUR Exchange Rates (monthly averages)
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Source: ECB, Deutsche Bundesbank, own calculations

Given our forecast for economic growth and inflation in 2001 and 2002, we do not see any
need for a further tightening of monetary policy in the Euro Area. There may even be some
room for monetary easing, particularly if external demand weakens considerably. The recent
slowdown in growth and the appreciation of the euro, along with the current fall in oil prices

" Calculated using ECB data in the ECB Monthly Bulletin; the real effective exchange is based on a broad
group of countries and the consumer price index. Weighting systems differ between this rate and that shown in
our tables, but differences in the magnitude of the fall are not noticeable.
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can all be expected to reduce the risk of failing to ensure future price stability. Nonetheless,
we expect the ECB to keep interest rates unchanged until early 2002 and then to lower the
minimum bid rate on the main refinancing operations by 25 basis points. Clearly the ECB
should act more rapidly and strongly in cutting rates if the Euro Area economy were to slow
down more than we anticipate or the euro were to appreciate by more than we forecast.

5 Monetary policy in the European Union countries outside the Euro Area

Monetary developments outside the Euro Area mirror those inside, although the effects of
exchange rate changes may differ. Policy settings outside the Euro Area countries can on the
whole be seen as designed to keep inflation low in those countries, and there appear to be no
excess pressures present. UK interest rates rose from 5 per cent in the summer of 1999 to 6
per cent by the spring of last year. Since that time they have remained unchanged. Although
output growth has been at or above trend levels, inflationary pressures have yet to develop.
The high level of the Sterling exchange rate has helped to hold down import costs and labour
market reforms have helped to ease capacity constraints. Whilst domestic demand remains
robust, helped by strong growth of public expenditure, we expect that it would be wise to
continue to hold interest rates at their current level. If productivity growth accelerates as we
anticipate, inflation should be kept in check.

Interest rates in Denmark rose after the ‘no’ vote on Euro Area membership, and this will
have tightened monetary conditions, but the differential with rates in the Euro Area has since
declined. We expect it to decline to around 25 basis points by the latter half of this year. With
domestic demand having strengthened last year and signs that the labour market may have
begun to tighten we expect the Swedish Riksbank to raise interest rates to around 5 per cent
over the course of 2001.

6 Low wage pressure in the EU

There are several reasons why it is important to monitor wage developments in the European
Union. Firstly, they provide a signal of potential inflationary dangers. The ECB and other
central banks all want up to date and comprehensive information about aggregate wage
developments in the Euro Area and the rest of the EU. Secondly, movements in relative
wages caused by differences in wage settlements across economies may have adverse effects
on the competitiveness of producers in different countries.

In order to obtain comparable information about wage developments across countries it is
best to focus on unit labour costs. The method of calculation is similar for all countries, as it
uses data for the total compensation of employees and the total volume of output derived
from the respective national accounts. Nominal wage developments are not very meaningful
by themselves. What matters is the impact on costs induced by wage movements, and this can
be assessed only after movements in productivity are taken into account. One problem is that
some EU countries do not have readily available national accounts data on a quarterly basis.
Thus we concentrate on eight Euro Area countries, which comprise more than 90 per cent of
the total Euro Area economy, plus the UK.

We focus on the growth, rather than the level, of unit labour costs measured in national
currencies, and thus consider only domestic wage pressures. Exchange rate movements do, of
course, matter when judging competitiveness and it may even be the case that present wage
movements are determined by past exchange rate movements. It is possible for wages in one
country to grow faster than in another whilst the economy adjusts to a new equilibrium if this
just reflects a past undervaluation of the currency. In case of a country with an overvalued
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currency the contrary may happen and wages should be expected to grow less rapidly than
elsewhere.

Chart 7. Whole Economy Unit Labour Costs (National Currencies, 1995=100.0)
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These factors have to be kept in mind when interpreting differences in the rate of growth of
unit labour costs across European countries. They may be part of an adjustment process and
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thus sustainable. However, in the Euro Area, with fixed nominal exchange rates, movements
in national unit labour costs should converge in the long run. A country with high wage
settlements relative to productivity growth either faces a deterioration of its external trade
balance and rising unemployment or it adjusts to bring wage settlements back into in line
with the other Euro Area countries. If it does so promptly, the adverse effects of a temporary
appreciation in relative costs could even be avoided.

Weighted unit labour costs in the eight Euro Area countries were rising at about 2 per cent
per annum in the mid-1990s, much lower than in the US at that time. In subsequent years
growth moderated further, and there was even a temporary decline in 1997. Thus in recent
years there have not been strong wage pressures which could endanger price stability within
the Euro Area. On the contrary, moderate wage movements have helped to restrain price
inflation by compensating for other inflationary factors such as the temporary depreciation of
the euro and higher energy costs. In our forecast this moderation is expected to continue, with
unit labour costs forecast to rise by 1% per cent in the Euro Area this year and 1.3 per cent in
2002. In contrast to the experience from earlier oil price shocks, we do not expect to see
higher wage demands to compensate for higher energy prices. In the UK unit labour costs
have until last year risen much more rapidly than in any of the Euro Area countries, with the
exception of Spain. This reflects strong wage growth and weak growth in labour productivity.

It is important to look at individual Euro Area countries to assess whether national wage
settlements are similar or not. We use national unit labour costs relative to the Euro Area
average. Chart 7 shows the movements in national costs over time, along with the weighted
Euro Area data. Costs in Germany, and to a lesser extent Austria, have risen much more
slowly than those in the Euro Area as a whole. Unit costs in the Euro Area excluding
Germany have risen by about 8 per cent more than in Germany since 1995. This may reflect
currency misalignments in the mid-1990s. However German export performance has been
strong throughout the period, and if German cost restraint continues we would expect that
Germany will experience a further improvement in export performance.

There are three countries in which unit costs have risen much more rapidly than in the overall
Euro Area - Spain, Italy, and to a lesser extent, the Netherlands. Unit costs have risen by
between 10-15 per cent since 1995. The fact that Spanish export performance has been strong
suggests that the faster growth of labour costs in Spain can be seen in part as a reflection of
currency undervaluation in the second half of the 1990s. Whilst it cannot continue
indefinitely, faster growth of costs in Spain may be sustainable for some time. Similar
consideration may apply to the Netherlands given the long period of wage restraint since the
early 1980s. In Italy the continuation of a relative increase in unit labour costs may constitute
a problem in the medium term.

The impact of labour costs on domestic price levels can be evaluated using the GDP deflator.
Movements in consumer prices will also reflect variations in the price of imported goods and
services and fluctuations in nominal exchange rates.'? Data limitations are basically the same
as those for unit labour costs and so we focus on the same group of countries as before.

In the Euro Area the GDP deflator rose by around 3% per cent in 1996. In following year
inflation declined rapidly and prices fell in the second half of 1997 in the aftermath of a
decline in unit labour costs. Since 1998 inflation has been low, and in the early part of last
year was around 1 per cent. The GDP deflator for the individual countries and the constructed
measure for the Euro Area are shown in Chart 8. The pattern is similar to that for unit labour

"2 Movements in export and import prices may also affect the measured GDP deflator since it is typically
constructed from expenditure-based estimates of GDP.
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costs, with Spain, Italy and the UK experiencing the most rapid increases over time. If the
upward pressure on costs from wages is low, then domestic inflation rates should also be low
as long as there is no “profit inflation”. The increase in the GDP deflator has been lower in
Germany than elsewhere.

Chart 8. GDP Deflators (National Currencies, 1995=100.0)
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Chart 9. Real Unit Labour Costs (National Currencies, 1995=100.0)
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The data on unit labour costs and the GDP deflator can be combined to reveal information
about movements in the profit share in national economies. Dividing unit labour costs by the
GDP deflator (real unit labour costs) gives the share of labour in national income. If all wage
cost pressures are reflected in prices then real costs will not change. If real costs decline over
time, then the share of profits in national income has risen. For a given capital-output ratio,
profit margins and profitability must thus have risen. Our data suggest that on average the
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profit share has risen slightly in the Euro Area since 1995, whilst in the UK it is a bit lower
than five years ago.

Looking at the individual countries, Finland has experienced the largest improvement in
profitability. There has also been an increase in Italy, Austria, Belgium and Germany, as
shown in Chart 9.

In the Finnish economy unit labour costs rose less than the Euro Area average whereas the
GDP deflator was only slightly above other EMU countries. Hence the improvement in
relative profitability can be seen to result from moderate wage settlements. A similar picture
is apparent for Germany and Austria. Wage restraint was stronger in these countries, but
domestic inflation rates were significantly lower than in Finland. But in Italy, and to some
extent Belgium, it is relatively high inflation rather than relative wage restraint that has raised
relative profitability. In Spain and the Netherlands profitability remained almost unchanged
compared to 1995.

Taking these results together, it appears that the Euro Area countries have made a lot of
progress in controlling wage pressures and domestic inflation during the past five years.
Some countries in the Euro Area with relatively high rates of growth in unit labour costs have
also enjoyed strong growth and good export performance. Spain and the Netherlands are
notable examples. Thus this must be seen as part of the adjustment process that would be
expected to result from an undervalued currency, and does not imply a significant lack of
competitiveness. In Italy the relatively high rates of growth of unit labour costs could lead to
some deterioration in competitiveness in the medium term.

7 Convergence and divergence of inflation in Europe

Factors underlying inflation differentials within a monetary union

At the end of last year the Euro Area economies had inflation rates that varied between 1 and
5 per cent. This might be seen as worrying for the ECB, as countries may be diverging in a
way that cannot be contained because of the lack of national monetary policy instruments in
the economies with high inflation rates. These problems might induce the ECB to lose its
focus on its primary objective, medium term price stability in the Euro Area. We do not
expect this to be the case, as current divergences are not such as to cause excessive concerns.

As discussed in the preceding section there are situations in which inflation differentials may
not be only sustainable but, to a given extent, even desirable and so may not be a concern for
the policy makers. Differences of prices, both in levels and in growth rates, are not
necessarily a problem even within an integrated area if, for instance, higher inflation rates are
experienced by countries with lower price levels. Indeed, inflation differentials may reflect
not only different cyclical positions but also structural differences among countries that could
take longer to be reduced. Nevertheless, within a monetary union, persistent inflation
differentials could easily undermine the competitiveness of high inflation countries, weaken
growth and push up their unemployment. Hence in some circumstances the single monetary
policy may be too tight for some countries and too loose for others. Policy-makers in high
inflation countries may have to face this problem with a tighter fiscal policy and/or structural
reforms designed to increase labour market flexibility and improve productivity.

e Inflation differentials may arise for short periods of time because of ‘noise’ in price
indices, and thus in inflation rates. For instance, patterns of consumption are not the same in
all countries, implying that the weights used to obtain the national HICP differ. Hence, even
if the inflation rate were the same at product level, headline inflation could differ across
countries for some time. In addition, differences in the timing of indirect taxes and changes
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in the prices administered by the government may affect inflation differentials over the very
short run, as may different seasonal factors influencing the prices of unprocessed food.

e A common currency will make price comparisons more transparent, and this may lead to
a reduction of inflation differentials. However this process may be slow, as euro notes will
not circulate until 2002. The effect of the common currency on the level of prices will
depend on the degree of competition in each market and barriers to increased competition
embedded in national tax and regulatory structures.

e Conjunctural and structural factors may also influence inflation differentials in the short
to medium term. Cyclical influences in inflation may vary across countries, with for
instance the EMU entry level for the real effective exchange rate affecting differentials. In
addition an asymmetric reaction to external shocks across the Euro Area could lead to
inflation divergence until the shocks are absorbed.

Medium term structural factors can also influence relative inflation levels. Price levels and
output per person hour are related, with lower productivity countries having lower wages and
hence lower costs in service provision and a lower overall price level. We would expect that
productivity levels tend to converge in Europe and hence we would expect that price levels
tend also to converge. We would expect to observe this in particular for Greece, Spain and
Portugal, whose per capita GDP is well below the EU average. Higher productivity growth
will mean higher wage growth. As productivity tends to be low in non-tradable sectors
(typically services), any spillover of these wage increases from tradable to non-tradable
sectors results in a relatively high average rate of consumer price inflation in the low income
countries.

Some empirical evidence

In terms of per-capita GDP and price levels, there are still differences between the European
countries, as can be seen in Table 9, which reports the indexes of per-capita GDP in the
fifteen countries'®, population and prices at the start of EMU. In 1999 the highest per capita
income at constant prices (Denmark) was three times the lowest (Portugal), well above the
dispersion of the per capita income in the main regions of the United States. Nevertheless,
nine out of fifteen countries are within 25 percentage points either side of the average, which
is similar to the differences observed amongst the main US regions. The differences in
national consumer price levels measured using current market exchange rates at the start of
the EMU are lower; the highest level (in Denmark) was less than twice the lowest (in
Portugal). Not surprisingly, the ranking of the countries is almost the same, supporting the
usual finding of a positive correlation between the level of prices and the level of the
development of a country.

Charts 10 and 11 show the standard deviation, as a measure of dispersion, of GDP annual
growth rates and inflation for the fifteen EU countries. The variability of the standard
deviation is large, as it assigns equal weight to countries independently of their relative size.
However despite these factors, there is a discernible downward trend in the dispersion of
GDP growth rates. This is expected to continue over the next two years. The dispersion of
consumer price inflation rates has, on the contrary, risen since the second half of 1999.

13 Per-capita GDP is not measured using PPPs in this table because productivity differences are of particular interest in
examining real convergence. Some care is required in drawing comparisons across countries as the picture can vary
considerably according to whether data at PPPs or market exchange rates are used. This applies particularly to the data on
per capita GDP in this table.
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Table 9. GDP and the Price Level in the European Union

Per-capita GppY Populationm Price levels”

Austria 109.16 8079 97
Belgium 118.25 10203 92
Denmark 148.76 5301 117
Finland 120.98 5153 105
France 115.69 58847 101
Germany 125.99 82024 100
Greece 50.42 10522 75
Ireland 95.31 3719 88
Italy 80.29 57588 83
Luxembourg 146.04 426 90
Netherlands 120.27 15706 94
Portugal 49.36 9968 68
Spain 68.20 39371 75
Sweden 118.86 8851 107
United Kingdom 83.93 59128 99
EMU 103.60 291086 -

EU-15 100.00 374888 -

Notes: (1) 1999 estimates using Eurostat data for real GDP at 1995 prices and 1995 exchange
rates. (EU=100).

(2) Thousands of persons in 1998; source Eurostat.
(3) January 1999 in D-Marks, Germany=100; source: OECD Main Economic Indicators
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Chart 10. Dispersion of GDP Growth Rates in the EU
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Source: EUROFRAME database; GDP numbers for 2000-2002 use our forecasts.

Within EMU there is evidence that the increasing inflation seen in recent months is
associated with an increased dispersion. The small countries'* have been the primary source
of changes in dispersion. Charts 12a-b show that since the second half of 1999 inflation
divergence has increased between the small countries but not the big ones. The convergence
of the GDP growth rate appears stronger for the big four countries and more than
compensates for the higher dispersion among the small countries.

' As the convergence of inflation could be a particular problem for the Euro Area, the following analysis concentrates on the
member countries. Austria, Belgium, Finland, Ireland, Luxembourg, The Netherlands, and Portugal are included in the small
countries group whereas Germany, France, Italy and Spain are the big countries.
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The pattern of inflation convergence must be judged in the light of the potential structural
inflation differential in countries with low incomes and rapid productivity growth. In the
short run it is not possible to disentangle whether this structural differential is the cause of the
observed differences. However, it is probable that higher inflation in Belgium, Finland, the
Netherlands, and possibly Italy, is due to other factors.

Chart 12a: GDP Dispersion in the Euro Area
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Analysis of prices for individual products indicates that the recent observed aggregate
inflation divergence is not due to the oil price shock. The divergence of inflation rates for
traded goods has fallen since the start of EMU, whereas those for services show a widespread
divergence from the beginning of last year, supporting the hypothesis of structural
differentials. Thus we need to understand the reasons of the higher inflation in Finland,
Belgium, the Netherlands and Ireland.

Italian inflation has recently been stable, helped by the beneficial effects from the
liberalisation of telecommunication services. Inflation differentials with respect to the other
main countries have been declining, due to the acceleration of French and German inflation.
For the smaller countries with high per capita GDP, higher inflation is associated with higher
growth and is hence potentially a short-term risk. Nevertheless, specific national features
have to be taken into account. For instance, we do not consider the inflation in Finland
worrying as growth is driven by net exports. The industrial transformation towards high
technology products, especially in the telecommunications sector, together with the
liberalisation of the sector itself, have contributed to the significant progress achieved. For
Ireland and the Netherlands some doubts remain on the sustainability of growth without the
risk of inflation acceleration, given the tight condition of their labour markets.

In October 1999 the ECB acknowledged: “The current size of the inflation differentials
within the euro area does not appear particularly large or unusual”". Since that time the
dispersion of the inflation among the big four EMU countries has not increased, despite the
oil shock. However, divergence has occurred between the small countries.

15 See ECB Monthly Bulletin, October 1999, page 36.
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Chapter IV. Developments in Individual Countries

The individual country forecasts reported in this Chapter were produced by the
EUROFRAME group of Institutes using the National Institute Global Econometric Model,
NiGEM. The report is the result of a co-ordinated programme of work by the Institutes. The
views reflect a consensus of those of the Institutes, inevitably with compromises. The
assumptions on which the country forecasts are based are discussed in Chapters I and II
above. They are based on common interest rate and exchange rate assumptions and a
common external (to the EU environment) and developments in each country affect the
outcomes in other countries. Hence the forecasts can be described as coherent and internally
consistent.

1 Austria

The strong upturn in the Austrian business cycle is being held back after only one year by the
effects of weaker international activity and a moderation in domestic demand. Economic
growth is projected to slow to 2.4 per cent this year from 3.4 per cent last year. Growth could
pick up again in 2002, when the slowdown in the international business cycle is expected to
be coming to an end and the fiscal stance in Austria is likely to be a little less restrictive.

The government plans to achieve a balanced budget by 2002 through increases in indirect
taxes, personal income tax and corporate taxes, as well as cuts in social transfers, such as
pensions and unemployment benefits. These measures are likely to bring down general
government net borrowing from 1% percent of GDP in 2000 to close to balance by 2002.
They will, however, restrict the growth of household disposable incomes and private
consumption. We expect the growth of household expenditure to ease from 2.7 per cent in
2000 to about 2 per cent in 2001 and 2002, with a small decline in the savings ratio.

Harmonised consumer price inflation is expected to have peaked in 2000 at a rate of 2.0 per
cent. With the inflationary impact of energy prices set to fade and growth of unit labour costs
likely to remain moderate, the annual average rate of inflation is set to ease to 1.4 per cent by
next year. The slower pace of output growth will moderate the rate of employment growth
this year, but the standardised unemployment rate may still fall a little further and average 3.2
per cent this year and next.

2  Belgium

Output growth accelerated during 1999 and the early part of 2000. However recent indicators
of industrial activity suggest that the growth rate has now begun to ease. We expect that GDP
growth will have peaked at 3.9 per cent in 2000 and moderate to just under 3 per cent this
year and next.

Domestic demand strengthened markedly last year. Fixed investment remained strong, while
the growth of private consumption rose to an estimated 2.9 per cent from 1.8 per cent in
1999. Employment growth has also been buoyant, with the standardised unemployment rate
having declined from 9.6 per cent at the beginning of 1998 to an average 8.5 per cent last
year. Reductions in social security costs in 2000 and 2001, along with measures to boost
youth employment introduced in April 2000 (the Rosetta plan) are continuing to help
stimulate job creation. The unemployment rate is projected to decline further to under 8 per
cent in 2002. This should help the government to achieve the first budgetary surplus for fifty
years in 2001.

Developments in the Belgian economy continue to be closely linked to the pattern of global
trade. The growth of export volumes accelerated from 5 per cent in 1999 to an estimated 12
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per cent in 2000, giving a strong impulse to the Belgian economy. It is expected to ease to 7%
per cent this year and next. Intermediate goods are a significant proportion of Belgian
merchandise exports, and thus the prospects for exports are closely linked to the state of the
economic cycle elsewhere in Europe.

The openness of the Belgian economy also means that movements in import prices can have
a significant impact on consumer prices. In November the harmonised index of consumer
prices was 3.7 per cent higher than a year earlier, even though there has been little change in
unit labour costs over the same period. We expect inflation to moderate quickly and average
1.7 per cent in 2001 and 1.3 per cent in 2002, helped by the recovery in the euro and the
lower level of oil prices.

3 Denmark

After five years of robust growth, economic activity in Denmark slowed in 1999 due to fiscal
tightening from the ‘Whitsun package’. Private consumption was particularly subdued, with
little growth in real disposable incomes. A similar picture was apparent last year, with private
consumption estimated to have risen by just 0.3 per cent. However corporate expenditure
appears to have strengthened considerably, in part due to strong external demand. Exports
continued to rise at a healthy pace last year, helped by the strength of demand in Germany
and Sweden, which are Denmark’s two most important trading partners. Gross fixed capital
formation rose sharply in the first half of 2000, helped by construction repairs following
winter storms. For the year as a whole we expect to see growth of around 9 per cent in fixed
investment, helping to boost real GDP growth to just under 3 percent.

Real GDP growth is forecast to moderate this year, mainly due to a slowdown in gross fixed
investment growth from last year’s exceptional pace. Recently published leading indicators
point to a slight acceleration in private consumption growth this year. Consumer confidence
rose in October and November 2000, after falling in September in response to uncertainties
about the referendum over membership of the Euro Area. A further decline in the savings
ratio along with a gradual pick-up in the rate of growth of real household disposable incomes
during the course of this year is expected to boost private consumption. However the slower
rate of growth in Denmark’s export markets embedded in this forecast will be reflected in a
moderation in export growth this year. Overall, we expect to see GDP growth of close to 2%
per cent in 2001.

A further moderation in external demand, as output growth slows in many Euro Area
economies and slower fixed investment growth is expected to offset a further acceleration in
private consumption growth in 2002. However, the gradual easing of monetary policy should
act to support growth in 2002 and beyond.

Despite the Danish rejection of membership of monetary union we expect that the krone will
continue to track movements in the euro, with the short-term interest rate differential between
Denmark and the Euro Area expected to close gradually over the course of this year. Fiscal
policy is expected to become slightly expansionary this year, particularly at the local
government level, in line with the Fiscal Act for 2001. The general government budget will
nevertheless remain well in surplus during the forecast period, bringing further sizeable
reductions in the gross debt stock.

4  Finland

Finland’s GDP grew by 4.2 per cent in 1999. It is forecast to have risen by 5.7 per cent last
year and to rise by 4.5 per cent in 2001. The volume of exported goods and services is
projected to have risen significantly in 2000. Exports from the electronics industry have
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continued to grow rapidly and exports from other sectors started to recover following the
cyclical upturn in the other EU countries, Asia and Russia. Finland is relatively specialised in
the production of electronics equipment, which accounts for 28 per cent of merchandise
exports and 23 per cent of industrial output. Export growth may slow in 2001, with some
industries experiencing capacity constraints and others facing a moderation in external
demand.

Private consumption is expected to rise by 3.9 per cent in 2001, in line with the estimated
growth in 2000. Income tax cuts and faster growth in real wages will provide a significant
boost to real disposable incomes this year. Total gross fixed investment is forecast to rise by
6 per cent in 2001 after growth of 8 per cent in 2000. Residential construction has been
growing rapidly since 1997 after having declined significantly in the early 1990s. We expect
the growth rate to decelerate gradually during the next few years, as the stock of buildings
has now been replenished. Higher interest rates may also subdue housing investment. But
equipment investment is likely to remain strong, with the manufacturing sector experiencing
capacity shortages.

High oil prices and the weak euro caused inflation to accelerate last year. As the contribution
of these factors weakens in 2001, the inflation rate can be brought back down to about 2 per
cent. A further improvement is expected in labour market conditions, with the unemployment
rate projected to average 9 per cent in 2001, the lowest rate since 1991.

In 2002 GDP growth is expected to moderate to around 4 per cent. The gradual slowing of
global economic growth will act to further slow the growth of export volumes, both directly
and indirectly, via weaker export demand in Europe and Asia. In particular, the electronics
sector will find it difficult to sustain current rapid production growth, and capacity shortages
may also persist in paper manufacturing. The inflation rate will remain under 2 per cent as the
euro continues to appreciate and oil prices remain stable, and the unemployment rate is
expected to decline to under 8§ per cent by the end of next year.

5 France

GDP growth in France was above the average for the EU in 1998 and 1999. We estimate that
output rose by 3.1 per cent last year, just below the rate achieved in the EU as a whole.
Activity is expected to continue to expand rapidly this year, with GDP forecast to rise by a
further 2.9 per cent. Industrial production is buoyant, consumer confidence is high and
unemployment is declining rapidly. Growth may however slow to 2.6 per cent in 2002 as the
temporary stimulus from income tax reductions starts to fade and external demand moderates.

There are some signs that inflationary pressures may have begun to build up. Capacity
utilisation is historically high, inventories are at a low level, delivery lags have begun to
lengthen and some industries are reporting labour shortages. However we do not expect to
see a significant acceleration in inflation over the coming year, with harmonised consumer
price inflation expected to average 2 per cent this year after averaging 1.8 per cent last year.
Continued strong growth in corporate fixed investment should help to stabilise capacity
utilisation, and labour shortages are present only in a small number of sectors, such as
construction. In the industrial sector the proportion of firms with labour shortages is lower
than at the end of the 1980s. The fall in unemployment has also been concentrated amongst
the low-skilled where there was previously considerable excess supply. In 2002, inflation
should drop back to 1.3 per cent.

The recent reductions in working time have actually helped to keep labour costs in check
because of public subsidies. Some firms have negotiated reforms to working time in which
the effective working time has been reduced by less than 4 hours a week. Productivity gains
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have been made and wage increases have been modest. The shortening of the working week
is assumed to raise employment by 200-250,000 within three years. The number of
employees in employment has risen substantially since 1998, with payrolls expected to have
risen further by between 500-550,000 both last year and this. Low wage increases, past cuts
in social contributions and incentives to undertake part time employment have all contributed
to this rapid growth. Total employment has also been raised by the public sector scheme to
stimulate youth employment. In all, total employment is projected to rise by 1.9 per cent this
year after growing to 2.4 per cent in 2000.

Strong employment growth helped to boost disposable incomes last year. These were also be
raised by the reductions in both direct and indirect taxes. This will still be the case this year,
although the reforms are partially offset by slower growth in social security expenditure. The
rate of growth of private consumption is forecast to accelerate from 2.4 per cent in 2000 to
2.9 per cent in 2001.

The pressure on consumer prices induced by higher oil prices has been eased temporarily by
the recent reduction in mineral oil taxes introduced by the government. Additional tax
reductions worth 56 billion francs are also planned this year. The pace of fiscal consolidation
will thus moderate, as the government has chosen to distribute the unexpectedly strong
revenues it has recently received rather than to pay off debt. The general government budget
deficit is projected to remain roughly unchanged this year and to fall from 1.3 per cent of
GDP to 1 per cent of GDP in 2002.

6 Germany

GDP is projected to have risen by 3 per cent last year, which is the fastest rate of growth seen
since the unification boom of 1991. Growth has been led by the external sector which has
benefited from strong external demand and the depreciation of the euro. The volume of
exported goods and services is projected to have risen by 11.3 per cent, after growth of just
4.6 per cent in 1999.

For the year as a whole, domestic demand has continued to grow at the same pace as in 1999,
although the quarterly rate of growth slowed in the course of the year. The growth of private
consumption eased in 2000, partly as a result of slower growth in real disposable incomes,
whereas public consumption recovered after declining in 1999. Business investment
remained comparatively buoyant, reflecting improvements in sales and profits expectations as
well as the high rate of capacity utilisation, which in the manufacturing sector rose to its
highest level since 1990. But housing investment continues to be subdued, reflecting higher
interest rates and a weak housing market, particularly in East Germany. The upturn in
production has raised the rate of employment growth and allowed the unemployment rate to
decline further'®. However, the improvement in the labour market has continued to be
confined largely to West Germany. In East Germany structural adjustment is still going on,
with a need to reduce excess capacity in the construction sector.

In the second half of 2000 the deterioration of the economic environment in the wake of
rising oil prices and tighter monetary policy led to a pronounced decline in consumer and

' The overall employment picture changed considerably last year following a major revision to the labour
market statistics to take better account of the large and increasing number of marginal part-time employees. On
a national accounts basis, the number of employed was revised upwards by almost 2% million in the first quarter
of 2000, with the increase in employment from the cyclical nadir in spring 1997 revised to 1.2 million compared
to only 390,000 according to the old figures. Hours worked were also revised upwards substantially, but to a
lesser degree than the number of employed, and labour productivity was thus been revised downwards. The new
data are incorporated in our forecast numbers.
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business sentiment and a slowdown in economic activity which is likely to continue into this
year. Gross fixed investment will continue to be adversely affected by the downturn in
construction activity in East Germany, which is not expected to come to an end until the latter
part of 2001. However fiscal policy will be expansionary this year, with tax cuts due to be
implemented that amount to 1.1 per cent of GDP and are only partly offset by slower growth
in expenditure and lower depreciation allowances. In total the net fiscal stimulus is likely to
be 0.4 per cent of GDP. In addition, export growth is expected to remain reasonably strong, at
7.2 per cent, despite some moderation in external demand.

Against this background, it is expected that in the first half of this year growth in real GDP
will continue to be substantial before slowing down to an annualised rate of growth of around
2 per cent in the second half. For the year as a whole, GDP is expected to rise by 2.4 per cent.
In 2002, economic activity will gradually gain momentum again reflecting the improved
world economic environment, lower oil prices and increased German competitiveness within
the Euro Area. Employment growth is expected to moderate over the forecasting horizon.

With the effects of higher oil prices and the weakness of the euro beginning to fade,
harmonised consumer price inflation is forecast to slow to 1.6 per cent and 1.4 per cent in
2001 and 2002, respectively, after averaging 2.1 per cent last year. The rate of growth of unit
labour costs is forecast to remain low at 0.4 per cent in 2001 and 0.8 per cent in 2002

7  Greece

In January 2001 Greece joined the Euro Area. Recent years have seen a marked improvement
in economic performance, with GDP estimated to have risen by 4.1 per cent in 2000. Inflation
differentials with the rest of Europe have continued to narrow, and the general government
budget deficit has been reduced to less than 1 per cent of GDP.

However it is going to be very difficult to hold inflation down in the short-term. Interest rates
were reduced by over 4 percentage points last year in the run-up to entry into monetary
union. We expect that on average short term interest rates will be 2)4 percentage points lower
this year than in 2000. Fiscal policy is not expected to be tightened significantly, and there is
a possibility of some easing if electoral pledges are to be met. But greater exchange rate
stability and the moderation in oil prices should help to restrain inflation, and significant
wage pressures are unlikely with the unemployment rate forecast to be still above 10 per cent
this year and 9% per cent next year. The opening up of the telecommunications and energy
markets, which previously benefited from a derogation granted by the European Commission,
could also help to reduce inflationary pressures. Harmonised consumer price inflation is
expected to average 3.2 per cent in 2001, some 0.3 percentage points higher than in 2000.

Growth is forecast to remain strong, led by business and public sector fixed investment. Entry
into the Euro Area has helped to boost business confidence and the moderate collective wage
agreement for this year should help to sustain profitability. The improving economic climate
has also been reflected in consumer confidence; private consumption is expected to grow by
more than 3 per cent a year both in 2001 and 2002. GDP growth is expected to accelerate this
year to 4.2 per cent and remain robust at 3.7 per cent in 2002, when continued acceleration in
domestic demand may be more than offset next year by rising import volumes.

8 Ireland

In 1999 GDP grew by 9.8 percent. We expect that growth will have remained close to this
rate this year, but may slow to 7' per cent in 2001 and 7 per cent in 2002. The surge in Irish
output has been underpinned by improvements in the supply capacity of the economy, and
pulled along by strong external demand growth helped by the sustained weakness of the euro.
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Strong growth of fixed investment has increased productive capacity, especially in foreign-
owned manufacturing firms. The supply of labour has been growing by almost 4 per cent a
year over the last three years, and has been significantly augmented by net inward migration.
With the unemployment rate having now fallen under 4 per cent, some 7 percentage points
lower than in 1995-6, there are clear signs of tightness in the labour market.

The Irish real exchange rate was probably undervalued on the formation of the Euro Area.
This has underpinned growth, but also contributed to the rising inflationary pressures that
have been seen recently, as has the overall openness of the economy to non-Euro Area trade.
Harmonised consumer price inflation is forecast to average 4.1 per cent this year after rising
by 5.4 per cent in 2000. Capacity constraints are likely to place further upward pressure on
wages and prices. The original National Pay Agreement for 2001-2 has had to be restructured
in the face of higher than expected price inflation. Whilst falling import prices may help to
keep consumer price inflation in check, unit labour costs are forecast to rise by 5 per cent this
year and next.

The only tool available to the Irish government to reduce these inflationary pressures is fiscal
policy, but it is too early to be confident that this will prove successful. The government has
been running a budget surplus, even adjusted for cyclically strong receipts, and announced a
package of tax cuts in the December Budget. These may be unwise in the current situation.

9 Italy

The cyclical upturn in Italy gained considerable momentum in the first half of last year,
helped by strong domestic and external demand. GDP is expected to have risen by 2.7 per
cent in 2000, which would be the fastest rate of growth since 1995. Net exports are expected
to have contributed 0.3 percentage points to GDP growth last year, after reducing growth by
1% and 1 percentage points in 1998 and 1999 respectively.

There are now signs that economic conditions in Italy have moved closer to those in the
wider Euro Area. In November the harmonised consumer price inflation rate of 2.9 per cent
in [taly was the same as the rate in the aggregate Euro Area. In recent months consumer price
inflation has been higher than expected, and this could have some effect on wage bargains
over the course of 2001. But recently negotiated wage contracts suggest that any rise in
earnings and unit labour costs should be modest, and harmonised consumer price inflation is
forecast to average 2.3 per cent this year. Employment is also expected to continue to rise
strongly this year.

Fiscal policy is to be relaxed this year, which will partly offset the lagged effects of the oil
shock on incomes and the gradual downturn in export market growth. The tax reductions
should help to support disposable incomes, allowing private consumption growth to rise to
2.3 per cent this year. The income and corporation tax cuts proposed by the government in
the 2001 Budget Bill may mean that the general government budget deficit will fall only to
1.2 per cent of GDP this year, compared to a deficit of 1 per cent planned in the Stability
programme.

In 2002 GDP growth is expected to rebound to 2.7 per cent. Domestic demand will benefit
from a sharp reduction in inflation to 1.6 per cent, a rising propensity to invest and the return
towards a less restrictive policy stance. This will allow the unemployment rate to fall further
to an average 9.4 per cent, some 2 percentage points lower than in 1999.

A period of improved economic conditions offers an opportunity for Italy to undertake
further structural reforms. These are needed to help deal with issues such as high youth
unemployment, low female participation in the labour force, regional economic imbalances
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and a lack of competition in many product markets. Although steps to promote market forces
have been taken in public utilities and some sheltered services, many sectors have yet to be
subject to reforms. The persistent differential in core inflation between Italy and the Euro
Area can be reduced temporarily by the promotion of greater product market competition as
this is likely to reduce price-cost mark-ups and hence the price level.

10 The Netherlands

GDP growth is expected to slow to 3.3 per cent this year and 3 per cent in 2002 after having
risen by an estimated 4.2 per cent last year. Strong production gains in recent years were
largely based on increasing consumption, fuelled by rapidly rising employment and wealth
effects from surging share and property prices. This year household real disposable incomes
are expected to rise 4% per cent, mainly due to the introduction of the new tax system. The
tax shock will temporarily raise the savings ratio of households, postponing extra spending
partly into 2002, whereas wealth effects on consumption are bound to weaken. Private
consumption is expected to rise by 4 per cent this year and by 3.6 per cent next year. Strong
output growth and tightening labour markets also induced an investment spree over the last
four years, with problems in recruiting labour encouraging firms to raise the capital intensity
of production. However slower growth of profits may help to ease investment growth to
between 3.5-4 per cent. The moderation of external demand and the forecasted real
appreciation of the euro is bound to slow down export growth as well.

Employment rose by an average 3 per cent per annum in the latter half of the 1990s. Growth
slowed to 2 per cent in 2000, with tight labour markets forcing employers to raise
productivity. Employment growth is forecast to decelerate further to 1.2 per cent by 2002,
which could imply a small rise in the unemployment rate next year, albeit from a very low
level. The long-planned tax reform took effect at the beginning of this year. Direct taxes have
been lowered, offset in part by a rise in VAT-rates from 17.5 per cent to 19 per cent. The rise
in indirect taxes is likely to lead to a significant, but temporary, acceleration of consumer
price inflation in the current year.

11 Portugal

Over the past seven years, Portuguese output growth has been faster than in the rest of the
EU. The first signs of a slow down in domestic demand appeared last year. GDP growth rose
by just 0.2 per cent in the second quarter to a level 2.6 per cent higher than a year earlier,
with a marked slowdown in the rate of growth of private consumption. Business survey
indicators for the manufacturing sector have become slightly more optimistic since last
summer and the rate of output growth now appears to be close to estimates of the long-term
potential rate. GDP growth is forecast to stabilise at just under 3 per cent this year and next.

In 2001 and 2002 we expect investment to remain the main engine of growth, rising by 5%
and 3% per cent respectively. With the growth of domestic demand remaining strong at
around 3’ per cent this year and 4 per cent in 2002, consumer price inflation is expected to
accelerate slightly this year to average 3 per cent. Harmonised consumer price inflation is
expected to be around 1 percentage point above that in the Euro Area both this year and next.
Export growth is expected to moderate as world demand slows, whilst import growth is
anticipated to remain strong in line with domestic demand.

Employment grew by 1.8 per cent over the year to the third quarter of 2000, pushing the
unemployment rate down to an average of 4.1 per cent over the first three-quarters of the
year. As the Portuguese economy approaches full capacity, employment growth is expected
to slow down, with the unemployment rate averaging 4 per cent this year and next. The fiscal
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position has improved steadily over the past four years, although by less than might have
been expected given the sustained growth in output. Rapid growth in tax revenues from
improved tax collection was partially offset by faster than planned growth in public
expenditures last year. Overall, we estimate that the general government budget deficit
declined to 1.3 per cent of GDP in 2000 and will drop to under 1 per cent of GDP this year,
broadly in line with the targets outlined in the Stability and Growth Programme.

12 Spain

Spanish GDP is expected to have grown by around 4 per cent in 2000 for the fourth year in
succession. The gradual easing in the rate of growth of domestic demand has been more than
compensated for by the acceleration of growth in exports, linked to the weakness of the euro.
The volume of exported goods and services is projected to have risen by 10.7 per cent last
year, after growth of 6.6 per cent in 1999. In contrast, the growth rate of import volumes has
moderated a little as private consumption growth has eased. Growth in investment spending
began to gradually abate in the second half of last year in the face of higher financing costs.
Fixed investment growth is likely to have fallen to 6 per cent in 2000, considerably lower
than in the previous two years.

Economic growth is expected to slow in 2001. Export growth is expected to moderate to 9
per cent in 2001 given the appreciation of the euro and a moderation in external demand.
Slower export growth, tighter monetary conditions and somewhat weaker consumer spending
will also dampen investment during the course of this year”. As a result GDP is forecast to
grow by 3.1 per cent in 2001 and 2.5 per cent in 2002

The main concern for the Spanish economy continues to be price inflation, which remains
high, although energy price inflation appears to have peaked for the time being. The
underlying rate of consumer price inflation continues to accelerate and the inflation
differential between Spain and the rest of the Euro Area rose to 1.2 per cent last November. It
remains possible that the high level of wage indexation in Spain could lead to a modest wage-
price spiral, pushing up the rate of inflation even further.

We expect the unemployment rate to have remained slightly above 14 per cent in 2000.
Although this is still high relative to the European average, the remarkable success of
successive labour market reforms has meant that unemployment has now fallen for six full
years from a peak of 24.4 per cent in the second quarter of 1994. Employment growth is
likely to fall from around 4% per cent this year to an average of around 2 per cent in the next
two years, with the unemployment rate averaging 14 per cent over the next two years.

We expect the final general government deficit to have been 0.3 per cent of GDP in 2000,
which is in line with the latest official target from the Spanish government. For 2001, the
government aims to achieve a balanced budget. We believe this objective can be achieved
given surging tax revenues linked to the current period of strong growth, but the structural
budget deficit has still not been fully eradicated and this budget target may not be sustainable
if growth moderates as we expect in 2002.

13 Sweden

In recent years the Swedish economy has grown more rapidly than the long-term trend rate of
growth of productive potential, helping to close the negative output gap that opened up in the

' The profile of private sector investment with a slowdown in the first half of 2000 and an expected acceleration
in the second means that a substantial slowdown of investment activity during the course of 2001 is not reflected
in the year-on-year growth rate.
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early 1990s. GDP growth has accelerated to almost 4 per cent in recent years, an annual rate
achieved only twice during the past two decades. Economic policy has not been unduly
restrictive. Interest rates have remained low and taxes have been reduced. There was a
decline in public consumption in 2000, but this has not had any overall effect on domestic
demand as it reflects statistical revisions, whereby the Swedish church has been moved to the
household sector.

Output growth is expected to slow from an estimated 3.7 per cent last year to 3.2 per cent in
2001 and 2.8 per cent next year. Although this will moderate the growth of employment,
further falls in the unemployment rate appear likely, with the standardised rate projected to
average 5.7 per cent both this year and next. There are already some signs that the pace of
fixed investment has begun to slow. Profits in the important ICT sector have weakened. A
gradual moderation of wealth effects is also expected to help moderate private consumption
despite further direct tax reductions. Export growth is also likely to slow, with signs of
capacity constraints in some sectors.

Sweden’s situation outside EMU has so far been rather easy and without major strains. The
repo rate of the Riksbank has been lower than that of the ECB and the inflation rate is around
1 percentage point lower than in the Euro Area. This was helped by the appreciation of the
krona against the Euro in the first half of 2000, which has since been reversed. We expect
that monetary policy will be tightened over the coming year, with short-term rates rising to 5
per cent by the latter half of 2001. This will help to offset signs of emerging cost pressures in
the labour market, with wage inflation expected to rise in response to a fairly tight labour
market, as well as the impact of the recent depreciation of the krona against the euro.
Consumer price inflation is expected to average 1.8 per cent this year, which is roughly in the
midpoint of the Riksbank’s target range. The public sector will continue to have a fiscal
surplus, and it may well be larger than the government’s target of 2.5 per cent of GDP in
2001 and 2.0 per cent of GDP in 2002.

14 The United Kingdom

The UK has enjoyed a good macroeconomic performance over the past few years, with
inflation remaining at or below target levels even though unemployment has declined to its
lowest level for over 20 years. GDP growth accelerated from 2.3 per cent in 1999 to an
estimated 3.1 per cent in 2000. Although the pace of the expansion appears to have slowed in
the final quarter of last year, partly as a result of disruptions caused by unusually severe
weather conditions and emergency repairs to the rail network, we expect the slowdown to be
only temporary, with GDP growth forecast to remain around 3 per cent this year, before
moderating to 2.6 per cent in 2002. With limited scope for unemployment to fall much
further, monetary and fiscal caution would be wise. Short-term interest rates are assumed to
remain at 6 per cent throughout the forecast period.

The rise in interest rates during 1999 appears to have had only a modest effect on domestic
demand. Business investment weakened considerably in 2000, primarily in the energy supply
and construction sectors. But household consumption continues to be robust, supported by
high levels of borrowing, strong growth in real incomes and a decline in the savings ratio.
The recent correction in equity prices along with a moderation of house price inflation should
eventually led to a greater propensity to save out of current income, but private consumption
is still expected to rise by 2.9 per cent in 2001. We assume that the government successfully
implements the present plans for public expenditure, with the volume of public consumption
set to rise by 8 per cent during 2001-02 and the volume of public investment set to rise by 50
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per cent. Together these fiscal measures add more than 1 per cent to the level of domestic
demand both this year and next.

The recent fall in unemployment primarily reflects reforms to benefits and the improved
functioning of the labour market, but has also been helped along by the strength of demand.
We anticipate that the standardised rate will settle at 5.3 per cent in 2001-02. Strong
employment growth in recent years has brought a number of people with comparatively low
productivity levels into work and hence overall productivity growth has been subdued.
Greater work experience is expected to help improve the human capital of those brought back
into the workforce, and this should help to stimulate productivity growth. There are already
signs that labour productivity has begun to pick-up, with unit labour costs estimated to have
risen by only 2 per cent in 2000, compared to 4 per cent in 1998 and 1999. If economy-wide
productivity does not continue to pick up, inflationary pressures are likely to rise more
sharply if demand remains buoyant. But if unit costs are kept in check, inflationary pressures
are expected to remain modest, with the rate of growth of harmonised consumer prices
edging up to 1.6 per cent by 2002, from an estimated 0.8 per cent in 2000.

The high level of the effective exchange rate since 1996 has been associated with slow
growth of export volumes. There has been a significant decline in the UK export market share
since that time, but there are signs that this has come to an end recently, particularly in the
manufacturing sector. The rate of growth of domestic demand and GDP have come more
closely into line, so that the external sector is no longer making a large negative contribution
to output growth. However we do not expect to see a further impr