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Chapter 2 

2001 recession in market economies, healthy growth in transition countries: against the odds, United States housing boom continues

Economic factors affecting forest products market in 2001 and early 2002

Highlights

· The growth of the global economy slowed in 2001, to 2.5%, exacerbated by the terrorist attacks of 11 September 2001 in the United States.

· The three major economies – United States, Japan, Germany – turned down simultaneously and entered into recession in the second half of 2001.

· Despite the global economic slowdown, the economies of nearly all transition countries grew in 2001 with an aggregate growth rate of around 5% in 2001, making this one of the fastest growing regions in the world.

· Russia and the other CIS countries showed particularly strong growth for the third consecutive year.

· Economic growth in the United States is expected to recover in the course of 2002, leading to a more general recovery, however, mid-2002 developments further underscore the fragility of growth forecasts.

· The United States housing boom continued in 2001 and into 2002, despite the economic recession.

· In Europe, construction stagnated in 2001 and minimal growth is expected in 2002. The largest construction sector in the region, Germany, is going through a deep crisis.
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2.1
General economic developments

The analysis below is taken from the Economic Survey of Europe
. The full text of the Survey is available from the UNECE website
. The second part of this chapter focuses on construction developments. 

2.1.1
UNECE region overview

There was a progressive slowdown in the rate of expansion of the global economy in the course of 2001, and a parallel deterioration of the short-term outlook. World output is estimated to have increased by some 2.5 per cent in 2001 compared with a rise of 4.7 per cent in 2000, and the volume of world merchandise trade stagnated. The dominant feature was the synchronous cyclical downturn – the first since 1974-1975 – in the three major economies, the United States, Japan and Germany, which ended in recession. For the industrialized countries as a whole, real GDP increased by only 1 per cent in 2001, down from 3.7 per cent in 2000, the most rapid deceleration in real GDP since 1973-1974 (graph 2.1.1). 

In the UNECE region, real GDP rose by only 1.7 per cent in 2001, against 4.2 per cent in 2000. This considerable slowdown masks, however, a striking resilience of the transition countries to the deterioration in the external economic environment. In eastern Europe, real GDP rose on average by 3.2 per cent in 2001. In Russia, the economic boom lost some momentum, but the annual increase in real GDP still amounted to 5 per cent, down from 9 per cent in 2000. The strength of the Russian economy was a major factor behind the overall buoyancy of economic activity in the CIS.

Global economic developments were overshadowed by the terrorist attacks in the United States on 11 September 2001. The general effect of the attacks has been to worsen the economic outlook, at least in the short term. However, their generally depressing impact on consumer and business confidence throughout the world economy appears to have waned in early 2002.
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There is a broad consensus among forecasters that economic growth in the United States will recover in the course of 2002, and that in its wake the rate of growth in the rest of the world will strengthen as well. The short-term economic outlook, however, is still highly uncertain, not least because of the persistence of the very large domestic and external imbalances in the United States economy, which pose a major risk to a sustained cyclical recovery.

2.1.2
Recent trends in western Europe and North America

The pronounced global downswing reflects a number of factors, the cumulative effect of which increasingly dampened the rate of expansion. A major factor was the abrupt end to the economic expansion, especially the investment boom in information and communication technology (ICT) products, in the United States in the second half of 2000. The United States economy had been the main engine of global economic growth in the second half of the 1990s and when that engine failed, neither western Europe nor Japan were in a position to offset this adverse demand shock.

This demand shock followed on the heels of a significant supply shock, namely, the sharp rise in energy prices in 1999 and 2000 and was only reversed in the second half of 2001. Prices in international equity markets fell strongly in the immediate aftermath of the terrorist attacks of 11 September in the United States. From October, however, equity prices started to rise again as it became apparent that the economic fallout from the attacks would be more limited than originally feared and as expectations about short-term economic prospects became more positive. The fall in share prices led to considerable falls in household financial wealth and this is likely to have contributed to the slowing growth of household expenditures in the industrialized countries in 2001. In early 2002 global equity prices were being supported by expectations of an economic recovery in the United States and positive spillover effects in western Europe and other major regions. 

With hindsight it has become clearer that the United States and global economies were already in a rather fragile state at the time of the terrorist attacks on 11 September. Short-term economic indicators released before the attacks were already pointing to a more protracted slowdown than had previously been expected by many forecasters. Against this background, the attacks were a profound psychological shock that not only increased fears about security but further eroded business and consumer confidence in their short-term prospects.
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The pronounced cyclical downturn in the United States and other industrialized countries has had significant adverse effects on the economic performance of emerging markets and other developing countries. These effects were mainly transmitted via international trade. There was a sharp deceleration in the export growth of developing countries, reflecting the weakening demand for commodities and for ICT goods and services.

The positive economic performance of the euro area since 1999, especially until the first half of 2000, was accompanied by the continued depreciation of the euro vis-à-vis other major currencies, including the dollar, the yen and the pound sterling. The movement in the euro-dollar exchange rate has been particularly remarkable, due not only to euro weakness but also to dollar strength against other currencies. In February 2002, the euro had lost some 25 per cent of its value vis-à-vis the dollar since its launch. Since the changeover to euro notes and coins in early 2002, the euro has failed consistently to breach the 90 cents level against the dollar. The euro also weakened considerably vis-à-vis the yen during the first two years since its launch, by almost 30 per cent, before recouping some of the lost value in 2001. In February 2002, it had depreciated by just over 11 per cent against the yen compared with January 1999.

However, in spring and summer 2002, the dollar weakened against most other currencies, because of doubts about the short-term outlook of the United States economy (graphs 2.1.2 and 2.1.3). As a consequence, the euro-dollar rate was approaching parity in late June 2002. It is worth recalling that two major currencies for forest products markets, the pound sterling and the Swedish krona are not members of the euro zone.

The slowdown of the world economy in 2001 led to weaker demand in international commodity markets and a further pronounced decline of prices (graph 2.1.4). The fall in prices, however, appears to have bottomed out in the final months of 2001 and, for some commodities, was partly reversed. Prices for non-energy commodities in dollars in January 2002 were some 13 per cent below their level of a year earlier.

The spot price of crude oil (Brent crude) fluctuated around $26 per barrel during the first eight months of 2001, but fell sharply in the aftermath of 11 September and the more pessimistic assessment of short-term prospects for the world economy (graph 2.1.5). 
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$18-$21 a barrel, their lowest level since mid-1999 and below the target range of $22-$26 a barrel set by the Organization of Petroleum Exporting Countries (OPEC).

For the year as a whole, real GDP in the United States rose by 1.2 per cent, the weakest growth rate since 1991 (table 2.1.1). All of the average increase in real GDP in 2001 was due to the growth of personal and government consumption expenditures, although these were largely offset by falling investment and exports.
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 There was a marked slowdown in the rate of economic expansion in western Europe during 2001. For the year as a whole, real GDP rose by only 1.3 per cent, down from 3.5 per cent in 2000, and the smallest increase since 1993. This outcome partly reflects the slump in Turkey, where real GDP fell by more than 7 per cent in 2001, but in the European Union, real GDP rose by only 1.7 per cent in 2001, half the annual rate in 2000. Performance was broadly similar in the euro area.

Falling oil prices and weakening consumer demand contributed to a marked decline in rates of inflation in the second half of 2001. 

The tendency for rapidly weakening growth was general. The year 2001 was thus a cyclical turning point for countries such as Finland, France, Ireland, the Netherlands, Portugal and Spain where an upswing had been sustained for a number of years. The falls in the average annual growth rates of real GDP were particularly sharp (some five percentage points) in Finland and Ireland. 

The marked weakening in the overall growth rate in 2001 masks a severe recession in the [image: image7.wmf]70
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manufacturing sector, where output fell throughout the year, leading to a pronounced decline in capacity utilization rates. In December 2001, manufacturing output was some 5.5 per cent lower than 12 months earlier. 

Among the three major economies of the euro area, in France, the long economic upswing that began five years ago petered out into a decline of real GDP by 0.1 per cent between the third and fourth quarters of 2001. One of the main factors behind this was the sharp slowdown in the rate of growth of private consumption expenditures against a background of bleaker labour market prospects and falling consumer confidence. There was also a slowdown in the growth of government consumption. 

In Germany, the economy moved into recession in the second half of 2001. Private consumption, which at the beginning of the year had been stimulated by the reduction of income tax rates, fell in the second half of 2001. Falling employment contributed to a decline in real disposable incomes in the third quarter of 2001 and households’ propensity to spend was dampened by pessimism about the short-term economic outlook. The deep crisis in the construction sector (see section 2.2) continued to subtract from overall economic growth. The continued decline in construction, underway since the final quarter of 1999, moderated somewhat in the last two quarters of 2001.

In Italy, economic growth was very uneven during 2001. Virtually all of the expansion was concentrated in the first quarter, when it was still being driven by fixed investment and stockbuilding. Economic activity broadly stagnated in the next two quarters, and in the final quarter real GDP fell by 0.2 per cent as a result of massive destocking. 

Outside the euro area, real GDP in the United Kingdom rose by 2.3 per cent in 2001, significantly above the western European average but masking a steady slowdown in the course of 2001. As in 2000, buoyant private consumption was the main source of economic growth. Household spending was supported not only by the gains in income stemming from strong employment growth but also by the willingness of households to borrow, which was partly stimulated by rising house prices.

Outside the EU, Turkey suffered a deep financial crisis in 2001 after the February devaluation led to turmoil in the financial sector and a deep recession. All the major components of domestic demand fell considerably. Exports were the only support to domestic activity but they were unable to prevent GDP from falling by over 7 per cent (as compared with 2000). 

2.1.3
Trends in the transition economies

Despite the negative repercussions of the global economic slowdown, 2001 turned out to be a relatively successful year for the UNECE transition economies. With the exception of the former Yugoslav Republic of Macedonia, all of them posted positive rates of GDP growth and in some of them they were higher than in 2000 (table 2.1.2). The transition economies’ aggregate GDP increased by 5 per cent, making them one of the fastest growing regions in the world. 

The main factor behind this outcome was buoyant growth in the Commonwealth of Independent States, where a strong recovery continued for a third consecutive year.
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As in 2000, Russia remained the principal engine of growth for the CIS countries in 2001, with a 5 per cent increase in GDP. After the 1998 financial crisis, the Government introduced sweeping policy reforms, which have led to major structural adjustments in the economy and have moved it on to a path of strong growth. Considerable progress has been made in strengthening the Russian fiscal and judiciary systems, in rehabilitating the banking sector and the payments system in general, and in reducing administrative interference in the economy. The exchange rate realignment after the August 1998 financial collapse – equivalent to a competitive, real devaluation – provided an important stimulus to local producers, encouraging import substitution on a large scale. In addition, from mid-1999 until the fall of 2001, the Russian economy benefited substantially from the surge in world oil prices. Between 1999 and 2001, Russia’s GDP increased by almost 21 per cent, giving a much needed boost to popular support for the reforms. All the indications are that the Russian economy has crossed an important threshold in its systemic reforms, making the process of its transformation to a market economy now look irreversible.

Another important development in the CIS region has been the continuing strong recovery of two of the larger economies, Kazakhstan and Ukraine, both of which had some of the highest rates of GDP growth in 2001. In the case of energy exporting Kazakhstan, the recent record rates of growth (13.2 per cent in 2001 after 9.8 per cent in 2000) reflect both the impact of a favourable external environment and of balanced policies, which have helped to broaden the base of the recovery while maintaining macroeconomic stability. In Ukraine, strong domestic demand contributed to the 9.1 per cent GDP growth in 2001. The recent disinflation effort (which reduced the year-on-year inflation rate to single digits for the first time since independence), coupled with growing real incomes, has given a boost to consumer and investor confidence.

Although an important growth engine for the neighbouring CIS countries, Russia was not in fact the fastest growing economy in the region. Of the remaining 11 CIS member States, in 2001, 8 had annual rates of GDP growth higher than that of Russia. In most cases (Armenia, Kazakhstan, Republic of Moldova, Turkmenistan, Ukraine and partly Tajikistan), strong growth was underpinned by the expansion of exports. Commodity exporters benefited from favourable external market conditions while others were able to take advantage of rising import demand within the CIS itself. However, the surge in economic activity was mostly confined to the first half of 2001; in the second half of the year, there was a notable deceleration both in output and export performance throughout the CIS.
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In 2001, strong rates of growth prevailed in most of the eastern European and Baltic States as well. In Croatia, the Czech Republic, Romania, Slovakia, Latvia and Lithuania, the rate of GDP growth not only accelerated from 2000 but was also above expectations at the start of the year. Economic activity remained high and in line with expectations in Albania, Bosnia and Herzegovina, Bulgaria and Estonia. In contrast, growth decelerated in Hungary and, especially, in Slovenia; in these two economies the effects of weakening western European import demand were probably most pronounced. Nevertheless, in both countries the annual rates of GDP growth were considerably higher than the western European average.

Two economies, Poland and the former Yugoslav Republic of Macedonia, have recently encountered serious economic difficulties. After nine years of uninterrupted and rapid expansion, the Polish economy came to a near standstill in 2001. The reasons for this are complex and deep-seated but they are indicative of the continuing fragility of the transition economies and the fact that even the more advanced reform countries are prone to unexpected setbacks. 

In view of the increasing openness of the transition economies and given the considerable weakening of global trade in 2001, their relatively strong performance in 2001 comes as a surprise. It is therefore instructive to seek reasons for their greater resilience in 2001 than in the mid-1990s to similar shocks: 

· First of all, thanks to the successful implementation of reforms which have bolstered consumer and investor confidence, domestic demand in the transition economies has generally been growing steadily in recent years. The recent global downturn has affected domestic demand (both private consumption and investment) in these economies to a lesser extent than in most of the industrialized countries. This relatively robust domestic demand helped to cushion the transition economies from the effects of the deteriorating external environment. 

· Secondly, thanks to recent productivity gains, most eastern European transition economies have been able to improve their cost competitiveness vis-à-vis their main trading partners. Owing to the fact that the productivity differential vis-à-vis western Europe was apparently retained in 2001, the transition economies held on to these gains or even enlarged them. The ongoing improvement in their competitive position obviously helped eastern European exporters to perform better on western European markets in 2001 than some of their competitors. 

2.1.4
The current outlook

In the spring of 2002, there were increasing signs that the pronounced cyclical downturn of 2001 has started to bottom out. The short-run outlook, however, remains very uncertain and the prospects are for only a gradually strengthening recovery in 2002.

In the United States, economic conditions showed signs of improving in early 2002. The sustained fall in industrial activity since the beginning of 2001 petered out into a small increase in output in the first two months of 2002. 

The consensus of forecasters is now for an annual increase in real GDP in the United States of about 1.5 per cent in 2002. This annual average masks expectations of a somewhat more pronounced strengthening of growth in the second half of 2002. These, in combination with a meagre growth of profits, will continue to depress business fixed investment which, for the year as a whole, is expected to be less than in 2001. Domestic demand will be supported by the considerable monetary stimulus which is already in the pipeline, although this has not fed through to interest rates at the longer end of the maturity spectrum and banks have tightened borrowing conditions (graph 2.1.6) Unfolding developments in summer of 2002, such as business collapses due to accounting problems and the decline of the dollar further underscore the fragility of growth forecasts. 
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In western Europe as a whole, real GDP is forecast to increase by 1.4% in 2002, largely a reflection of weak domestic demand and the external environment. In the Euro area, the fall in real GDP in the final quarter of 2001 is generally expected to be followed by a small increase in economic activity in the first quarter of 2002. The confidence of consumers, industrial managers and producers of services has improved somewhat in the first two months of 2002. In line with the expected profile of the United States recovery, economic activity is expected to strengthen in the second half of the year. 

Economic growth in Germany, the largest economy of western Europe, was only 0.6 per cent in 2001, the smallest increase since 1993. Little improvement is expected in 2002, with the annual growth rate forecast at about 0.75 per cent. The general government deficit rose to 2.7 per cent of GDP in 2001, close to the 3 per cent ceiling established in the Stability and Growth Pact. This narrowly circumscribes any scope for discretionary fiscal measures designed to support economic growth.

Among the other member countries of the euro area, economic growth in France is expected to hold up somewhat better than in Germany and Italy, partly because of a more expansionary fiscal policy. Other national growth rates in 2002 are forecast to range from 1.1 per cent in Austria, Belgium and the Netherlands to some 3.75 per cent in Ireland.
Outside the euro area, in the United Kingdom, a relatively moderate slowdown in the rate of economic growth to 2 per cent is forecast for 2002 (down from 2.3 per cent in 2001). This mainly reflects continued vigorous growth in private household consumption and a large increase in public sector spending. Moreover, there are increasing concerns about the sustainability of the recent surge in private household debt, which is at record levels relative to income. 

It is generally expected that growth will moderate somewhat in the transition economies in 2002: according to the available official forecasts, aggregate GDP in the CIS will grow by close to 5 per cent, in the Baltic States by slightly more than 4 per cent and in eastern Europe by some 2.75 per cent. The average figures for the subregions are very much dominated by the expected developments in two of the largest economies in the region: Russia and Poland. In Russia, the 2002 budget assumes a 4.3 per cent rate of GDP growth. It should be noted, though, that the Russian Ministry of Economic Development drafted three possible growth scenarios for 2002, depending on the expected development of world oil prices, and the one that underlies the 2002 budget corresponds to the “optimistic” scenario in this set.

In Poland, after prolonged consultations and policy debates, a revised 2002 budget reflecting the Government’s anti-crisis programme was finally voted in March. The budget contains a number of austerity measures. This adjustment is expected to have a negative impact on economic activity: the rate of GDP growth in 2002 incorporated in the budgetary framework is just 1 per cent, similar to the outcome in 2001.

In the rest of eastern Europe, the Governments of Bulgaria, Croatia, the Czech Republic, Hungary, Romania and Yugoslavia envisaged some deceleration of growth in 2002 as compared with 2001. The most frequently quoted reason for this expected slowdown are the lagged effects of the global and western European slowdown. Nevertheless, the annual rates of GDP growth in most of these countries are expected to remain in the range of 3 to 4 per cent. In contrast, according to official forecasts, GDP growth in Slovakia is expected to accelerate in 2002, consolidating the adjustment effort undertaken in 1999-2000, while the former Yugoslav Republic of Macedonia envisages a return to growth after the 2001 downturn.

After two years of robust economic growth, some slowdown is expected in the Baltic States in 2002. The deceleration is likely to be more pronounced (with GDP growing by some 4 per cent or even less) in Estonia and Lithuania, both of which are rather dependent on external factors (a very high degree of openness in the case of Estonia and a strong reliance on oil processing and exports of refined products in the case of Lithuania). In Latvia, where strong GDP growth in 2001 was mainly underpinned by buoyant domestic demand, aggregate output is likely to continue to grow at a high rate (around 5 per cent) in 2002.

Despite a certain slowdown, the CIS is likely to remain the fastest growing subregion within the UNECE area in 2002. According to official forecasts, Ukraine’s GDP is expected to grow by 6 per cent in 2002, although some private forecasters are less optimistic. In February, Kazakhstan’s parliament approved a medium-term economic programme, which envisages GDP growing at an average annual rate of some 5 to 7 per cent in 2002-2004. In Georgia the budget projections envisage growth of 3.5 per cent in 2002, although the Ministry of Economy, Industry and Trade is more optimistic and expects it to be in the range of 4.9 to 7.1 per cent. In the majority of the other CIS countries, Governments are expecting GDP growth rates in the range of 5 to 8 per cent in 2002.

2.2
Construction sector developments

This section presents short-term trends in construction in Europe and North America. Where information is available, the section focuses on new residential construction, plus the repair and remodelling market, because these sectors use the most wood.

2.2.1
North American residential construction
2.2.1.1
United States residential construction

The United States housing boom that began following the recession in the early 1990s, continued in 2001 (although there was a dip following terrorist attacks of 11 September 2001), despite the economic recession that plagued the rest of the economy (graph 2.2.1). Booming housing and mortgage activity (refinancing and new purchases) have been instrumental in cushioning the severity of the just ended recession. During 2001, housing (new housing and remodelling) was a direct beneficiary of 10 Federal Reserve Board rate cuts. Housing plays a major role in the United States economy, historically accounting for approximately 20% of real GDP growth (40% in 2001) when the following are included: new homebuilding, remodelling, purchases of home furnishings, and home services such as gas and electricity. In addition, there is the wealth effect from changing house prices that affects consumer spending, and property tax revenue for local governments. The saying – “as goes housing, so goes the economy” is particularly true this year. 
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Although housing did well in 2001, the rest of the construction sector did not fare as well. The reason is that the recession was caused primarily by a sharp pull back in business investment, including non-residential building construction. In fact, nonresidential building construction was off 4% in real dollars during 2001. The only reason the real value of total construction did not fall for the first time in 10 years, was due to the stellar performance of the residential sector and some help from public construction (table 2.2.1).

2.2.1.2
United States residential construction in 2002 and beyond
Housing markets have held up better than expected through June of 2002, thanks in part to an exceptionally mild winter, attractive interest rates, and resilient consumer confidence, as the recession’s impact on jobs was modest. However, because housing activity never really slowed down during the recession, there is little “pent up demand” in the system, and therefore, residential activity is not expected to play the traditional role of leading the economy forward through the remainder of 2002. Therefore, most analysts expect housing to pull back modestly in the second quarter, pick up some in the final six months and finish the year with total starts about the same as the 1.6 million level in 2001. Looking further out, most analysts expect 2003 demand to be similar to 2002; however, if recent trends with the weakening United States dollar continue, interest rates will rise, thereby negatively affecting housing affordability (table 2.2.2). The fall in the dollar has been expected for some time, and the concern is that if it falls too far too fast, this could fan inflation and slow the current economic recovery, thereby further affecting all construction activity.

Non-residential comprises three components (each of which has a public and private sector): building construction, non-building construction, and repair and remodelling. The sector that uses the most wood is building construction. Through the first quarter of 2002, private, non-residential building construction was down 18%, with most of the weakness in industrial and office construction although there was some strength in the education sector. Public sector construction (including non building), in contrast, was up 16% in the first quarter, with public housing, industrial, educational, and hospital construction leading the way. Most analysts expect private, non-residential building construction activity to remain subdued; at least until the manufacturing sector rebounds late in 2002. The Engineered Wood Association’s (APA) forecast for non-residential building construction calls for a 3.4% decline in 2002, but rebounding in 2003 and later years (graph 2.2.2). Non-building construction includes bridges, highways, and sewer projects. This segment increased 4.2% in 2001, but is expected to cycle down in 2002 and 2003 before rebounding in 2004 (APA, Report E68). 

2.2.1.3
Canadian construction market

The Canadian economy fared better than the United States in 2001, and their housing industry reflected this difference. Canada, as a North American Free Trade Agreement partner, is heavily tied to the United States market, shipping over 80% of its exports to the United States, accounting for one-third of Canada’s GDP. Canadian starts have improved steadily the past several years, growing from 137,000 in 1998 to 163,000 in 2001, a 20% increase. In 2001, starts were up 7.3% and through April 2002, they are up 22% over the first four months of last year. 

Canadian housing activity is expected to remain buoyant through the rest of 2002, with total residential construction investment (new housing plus remodelling/renovation) projected to increase 6.8% (Toronto Dominion Bank, Quarterly Economic Forecast). However, activity in the non-residential construction sector is not as strong with business investment in non-residential structures up less than 1% in 2001 as weakness began in the second quarter of the year. Non-residential weakness continued in 2002, as the value of non-residential permits fell 5.9% in the first quarter of 2002, the fourth consecutive quarterly decline. The rebound in manufacturing (which was not hit as hard as its United States counterpart) is expected to begin late in the second half of 2002 and strengthening through 2003. This should compensate for an expected modest slowdown in the residential sector in 2003 as higher interest rates accompany a strengthening economy.

2.2.2
European construction developments
2.2.2.1
Total construction
The total value of the construction sector output (excluding expenditures for services, and the do-it-yourself (DIY) market) in all 19 Euroconstruct countries
 reached 954 billion euros in the year 2001(figure 2.2.1). By 2004, it is projected to increase to 991.2 billion (2001 prices), and should exceed 1,000 billion euros by 2004 in current prices. New construction contributed 57% while the remainder was used for renovation and modernization. In the residential sector, new and renovation and modernization have similar shares, while the other two sectors show mostly new work and less renovation and modernization. 

Combining new and renovation work, residential construction is by far, the largest sector, accounting for 46% of the total, with non-residential share at 33% and civil engineering the smallest at 21%. For 2002, the most recent available estimate from Euroconstruct experts (June 2002) is for near stagnation overall (0.5% growth). The 11 September 2001 terrorist attacks in the United States had a particularly negative impact on global consumer confidence, delaying private investment spending on residential and non-residential construction projects. Euroconstruct expects a gradual improvement in private sentiment in the Euroconstruct region beginning in the second half of 2002, and this will be reflected in higher spending in the construction sector. 

Europe’s construction industry is dominated by Germany, which accounts for over 22% of the western European market. It is followed in importance by the United Kingdom, France and Italy (graph 2.2.3). In Germany construction investments supported economic activity in the first half of the 1990s, but since then they have weakened considerably and actually dampened overall economic growth. 

There are expectations that a trough may have been reached in 2001 – but this remains to be seen. In 2001, there was a sharp fall in both residential investment and non-residential business construction investment compared with preceding year. Public sector construction investment fell (with the exception of 1999) for the ninth consecutive year in 2001. The decline in construction investment continued to be above average in eastern Germany and affected all major construction sectors (residential, non-residential private and public sector investment). 

Residential investment in eastern and western Germany since the second half of the 1990s has been depressed by excess capacities (and related deteriorating expectations for rates of returns) for multi-family buildings. Also the phasing out (or lowering) of generous fiscal incentives (such as less favourable depreciation allowances) in the second half of the 1990s affected rates of return. Excess capacities, moreover, increased the risk of not being able to actually rent the additional capacity and this also dampened investment activity. In contrast, demand for single-family houses continued in general to support economic activity. 

Public sector investment since the second half of the 1990s was restrained by the normalization of activity levels in east Germany (following the heavy front-loading of infrastructure investment in the immediate wake of unification) and tight government budgets given the need to meet the Maastricht fiscal convergence criteria. (Public investment is a discretionary expenditure item and it is therefore often the main victim of fiscal consolidation efforts.) 

Business sector (non-residential) investment in western Germany since the second half of the 1990s was influenced by the varying strength of the business cycle. There were also indications of overcapacities, which limited new construction activity. 

In eastern Germany, generous fiscal incentives entailed significant excess capacities notably for office space and retail sales space. The curbing of these incentives has depressed demand, but there still remain sizeable idle capacities.
2.2.2.2
Outlook for total European construction

According to the latest Euroconstruct summary and forecasts (Euroconstruct, Dublin June 2002), after growth of 3.6% in 1999, growth slowed in 2000 to 2.8%, and then stagnation set in with no growth in 2001, and minimal growth (0.5%) expected in 2002. Growth is expected to approach 2% per year during 2003 and 2004 (table 2.2.3). According to Euroconstruct, “the structural differences between the four central and eastern European countries and the mature economies of most of the western European countries are very clearly reflected in the composition of construction output”. Central and eastern European construction is overwhelmingly dominated by new non-residential construction and civil engineering, while in the western economies, repair and maintenance is increasing share significantly (table 2.2.3). Growth in construction output is expected to be substantially higher in central Europe than in western Europe. Total value of construction for central and eastern Europe is forecast by Euroconstruct to expand by almost 10% over the four years to 2004 compared with a more modest 4% expansion for western Europe. This differential growth pattern is due in part to the different construction mix with many of the civil engineering and some non-residential investments being funded from the public sector, which is less affected by the events of the 11 September terrorist attacks.

The outlook for different types of construction activity is also mixed. Civil engineering (both in western Europe and the central and eastern European countries) is the most resilient sector, and is expected to grow about 3% per annum over the period. In contrast, growth in new residential construction will moderate while modernization and renovation activity are expected to remain healthy. New non-residential activity is also expected to remain subdued over most of the forecast period. 

Looking at housing construction market growth by individual countries (table 2.2.4), we see that the United Kingdom is the only major western European country expected to enjoy consistently good growth over the forecast period from 2001 to 2004. A major boom in house prices (new and existing) is under way in the United Kingdom to levels which may not be sustainable. Germany and France are not expected to attain solid growth until 2004. In contrast, the central and eastern European countries are all expected to experience robust growth over the next few years. As mentioned previously, this is a reflection of higher spending on civil engineering in this part of Europe. 

2.2.2.3
Residential construction

As presented at the Euroconstruct conference in June 2002, there are significant differences in residential construction activity across the Euroconstruct partner countries. Germany is currently experiencing a major recession in this sector; while Ireland, Spain, and Portugal return to normal; Sweden is rebounding after a collapse; France and Italy maintain good growth; and the United Kingdom remains at a historically low level. Housing accounts for a large share of construction activity, approaching 435 billion euros in the 19-country Euroconstruct zone. Western European housing accounts for almost 50% of construction company turnover while the comparable amount is much lower in eastern Europe (25%) due to heavier emphasis on non-residential and civil engineering. Currently, the existing housing stock is approaching 200 million units, and this bodes well for future renovation, maintenance and improvement activity. In fact, as Europe’s low fertility rates negatively impact demand for new housing, the aging housing stock will means renovation and modernization expenditures will, for the first time, exceed new housing investment. (Interestingly, similar trends are happening in North America, however, R&M won’t exceed new housing investment until the end of the decade) There are also significant regional differences or factors influencing new residential construction activity in Europe. In the West, the aging population will continue to reduce demand, while in the central and eastern European countries, demand for new housing is 2 to 3 times supply, and this will support strong new house construction activity for the rest of the decade. 

The residential construction sector was understandably impacted by the 11 September terrorist attacks effect on the employment and income, both of which help to determine residential investment. Consequently, total European housing investment should stabilize in 2002, with negative growth of 0.2% following the 1.8% drop in 2001, but finally recovering to 1% plus growth during 2003 – 2004 (Table 2.2.5). Regionally, western Europe should stabilize in 2002 as Germany recovers, but continuing problems in Poland will hold back central and eastern Europe in 2002. Looking further out, western Europe’s old age demographics will keep the recovery modest (although renovation and maintenance growth will partially compensate).

The 4 Euroconstruct central and eastern European countries should return to more solid growth. 

Looking specifically at single family versus rental housing (apartments or flats), the outlook is more positive for the single-family sector owing to strong supply of flats during the past several years (table 2.2.6). 


This, of course, bodes well for demand for wood products. Of course, lifestyle and cultural traditions also impact preference for single family versus flats. For example, 70% of starts are single family in Ireland, the United Kingdom, and the Netherlands, while apartments are the predominant housing type in southern Europe. 
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Sources: National Association of Realtors (resales) and United States Bureau of Census (starts), 2002.


























FIGURE 2.2.1


Construction sector in Europe, 2001


(Billion euro)
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Source: Euroconstruct, Executive Summary: European Construction Market Outlook, June 2002.





Table 2.2.1


 Value of United States construction, 2000-2001


�
(billion 1996$)�
�
�
�
2000�
2001�
Change


(%)�
�
Total construction�
707�
723�
2�
�
Private building construction�
555�
559�
1�
�
Residential 1�
321�
330�
2�
�
Non-residential�
180�
173�
-4�
�
Private, other2�
20�
23�
12�
�
Public construction3�
152�
164�
8�
�



Note: 1Includes improvements. 2Non building construction. 


3Public funding sources.


Source: United States Department of Commerce, Bureau of the Census, Annual Value of Construction Put in Place, Report C30, 2002.





TABLE 2.2.6


Single family housing outlook, 2000-2004


(1,000 units)


�
2000�
2001�
2002f�
2003f�
2004f�
�
Austria�
21�
19�
18�
17�
16�
�
Belgium�
23�
21�
21�
22�
23�
�
Denmark�
9�
10�
10�
10�
11�
�
Finland�
12�
10�
11�
11�
12�
�
France�
199�
191�
180�
180�
185�
�
Germany�
230�
185�
171�
181�
190�
�
Ireland�
41�
42�
38�
38�
36�
�
Italy�
66�
67�
67�
62�
61�
�
Netherlands�
61�
57�
53�
50�
54�
�
Norway�
16�
15�
15�
15�
15�
�
Portugal�
36�
35�
32�
30�
30�
�
Spain�
166�
145�
135�
130�
130�
�
Sweden�
8�
7�
7�
8�
8�
�
Switzerland�
14�
13�
13�
13�
13�
�
United Kingdom�
137�
135�
129�
133�
140�
�
�
�
�
�
�
�
�
Western Europe (EC - 15)�
1037�
952�
899�
898�
924�
�
�
�
�
�
�
�
�
Czech Republic�
13�
14�
16�
16�
16�
�
Hungary�
13�
17�
20�
22�
25�
�
Poland�
15�
41�
48�
60�
80�
�
Slovakia�
36�
7�
9�
11�
12�
�
�
�
�
�
�
�
�
Central and eastern Europe (EC - 4)�
74�
79�
92�
108�
133�
�
�
�
�
�
�
�
�
Euroconstruct countries (EC - 19) �
1111�
1031�
991�
1007�
1058�
�
Source: Euroconstruct, Dublin, June 2002.
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GRAPH 2.2.3


Total construction output in Euroconstruct countries, 2000
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Note: CEECs include Czech Republic, Hungary, Poland and Slovakia. Nordic Countries include Denmark, Finland, Norway and Sweden.


Sources: Euroconstruct, Executive Summary to the European Total Construction Market Outlook, 2002.


























TABLE 2.2.4


Single family housing outlook, 2000-2004


(Annual growth rate in % at 2000 constant prices)


�
2000�
2001�
2002f�
2003f�
2004f�
�
Austria�
1.29�
-2.98�
-1.06�
1.57�
1.48�
�
Belgium�
5.50�
-4.04�
-2.20�
3.91�
4.31�
�
Denmark�
3.90�
-2.57�
1.02�
3.00�
2.55�
�
Finland�
7.48�
-1.01�
-1.02�
1.04�
4.04�
�
France�
7.02�
1.69�
0.60�
0.93�
1.81�
�
Germany�
-2.54�
-5.76�
-2.13�
0.16�
1.67�
�
Ireland�
6.14�
2.81�
-0.95�
-0.14�
0.86�
�
Italy�
5.56�
3.99�
2.27�
1.28�
0.57�
�
Netherlands�
3.35�
0.62�
-0.61�
1.27�
1.63�
�
Norway�
4.23�
-1.00�
0.31�
1.94�
1.11�
�
Portugal�
6.30�
2.58�
1.20�
2.17�
-1.53�
�
Spain�
6.50�
5.51�
3.50�
2.18�
1.56�
�
Sweden�
2.31�
0.55�
2.51�
5.75�
3.62�
�
Switzerland�
1.52�
1.27�
-0.44�
1.39�
2.08�
�
United Kingdom�
1.48�
3.43�
2.84�
2.44�
1.95�
�
�
�
�
�
�
�
�
Western Europe (EC - 15)�
2.93�
0.21�
0.66�
1.43�
1.61�
�
�
�
�
�
�
�
�
Czech Republic�
4.71�
9.54�
5.14�
5.36�
5.40�
�
Hungary�
4.64�
7.67�
8.69�
10.62�
9.78�
�
Poland�
1.01�
-7.76�
-6.75�
2.18�
7.51�
�
Slovak Republic�
3.76�
1.24�
0.08�
2.12�
2.56�
�
�
�
�
�
�
�
�
Central and eastern Europe (EC - 4)�
2.24�
-2.40�
-1.83�
4.38�
7.44�
�
�
�
�
�
�
�
�
Euroconstruct countries (EC - 19) �
2.80�
0.10�
0.50�
1.50�
1.90�
�
Source: Euroconstruct, Dublin, June 2002.





Table 2.2.2


United States housing outlook, 2002-2003


(Million starts)


�
2002�
2003�
�
APA �
1.60�
1.65�
�
NAHB�
1.63�
1.59�
�
RISI�
1.68�
1.68�
�
NABE�
1.63�
1.60�
�
NAR�
1.62�
1.56�
�
Average�
1.63�
1.63�
�
Sources: NAR – National Association of Realtors, May, 2002; NAHB – National Association of Homebuilders May, 2002; NABE - National Association of Business Economists May, 2002; RISI – Resource Information Systems, Inc. May, 2002; APA – the Engineered Wood Association, Report E68, April, 2002.
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TABLE 2.2.5


Total residential construction, 2000-2004


(Real annual growth rates from previous year, %)


�
2000�
2001�
2002f�
2003f�
2004f�
�
Austria�
-1.1�
-6.0�
-2.4�
0.7�
0.4�
�
Belgium�
6.3�
-1.4�
-�
3.3�
4.8�
�
Denmark�
6.2�
-8.1�
2.2�
3.3�
3.4�
�
Finland�
6.0�
-6.0�
0.0�
4.0�
6.0�
�
France�
6.6�
-0.7�
0.9�
0.9�
2.2�
�
Germany�
-2.7�
-7.0�
-2.2�
-0.3�
1.8�
�
Ireland�
7.0�
0.9�
1.3�
-0.5�
-0.7�
�
Italy�
6.5�
4.7�
2.0�
1.2�
0.4�
�
Netherlands�
1.0�
-2.2�
-1.9�
1.3�
2.5�
�
Norway�
9.6�
2.4�
-0.2�
6.8�
-1.8�
�
Portugal�
7.7�
-2.0�
-6.5�
-8.5�
-5.9�
�
Spain�
8.2�
2.9�
2.2�
1.0�
0.4�
�
Sweden�
0.9�
11.0�
0.8�
3.7�
3.5�
�
Switzerland�
-2.1�
-0.9�
-2.2�
1.6�
2.3�
�
United Kingdom�
2.5�
-0.8�
1.7�
2.4�
2.7�
�
�
�
�
�
�
�
�
Western Europe (EC - 15)�
2.7�
-1.8�
-0.1�
0.8�
1.5�
�
�
�
�
�
�
�
�
Czech Republic�
-1.9�
2.7�
6.1�
6.7�
7.4�
�
Hungary�
5.2�
10.0�
15.0�
15.0�
11.0�
�
Poland�
11.0�
-7.3�
-9.7�
-1.0�
4.8�
�
Slovakia�
18.0�
-3.1�
2.3�
3.9�
2.6�
�
�
�
�
�
�
�
�
Central and eastern Europe (EC - 4)�
8.6�
-2.7�
-2.0�
4.3�
6.8�
�
�
�
�
�
�
�
�
Euroconstruct countries (EC - 19) �
2.8�
-1.8�
-0.2�
0.9�
1.6�
�
Source: Euroconstruct, June, 2002.





TABLE 2.2.3


Construction trends by market segment, 2000-2004


(Annual growth rate in %, at 2000 constant prices)


�
2000�
2001e�
2002f�
2003f�
2004f�
�
15 western European countries�
�
�
�
�
�
�
New residential�
2.1�
-4.2�
-2.0�
-0.4�
1.0�
�
Residential renovation and modernization�
2.7�
1.1�
2.3�
2.3�
2.3�
�
New Non – residential�
2.7�
1.7�
-0.7�
0�
1.1�
�
Non – Res. renovation and modernization�
3.6�
2.4�
1.8�
2.2�
2.0�
�
Civil engineering�
2.6�
2.6�
2.9�
4.1�
2.4�
�
Total construction�
2.9�
0.2�
0.6�
1.4�
1.6�
�
4 Central and eastern European countries�
�
�
�
�
�
�
New residential�
8.3�
-3.8�
-5.3�
2.5�
7.4�
�
Residential renovation and modernization�
1.9�
-0.9�
3.5�
7.4�
6.7�
�
New non-residential�
-3.4�
0.7�
-3.7�
1.9�
6.1�
�
Non-residential renovation and modernization�
-1.7�
-2.7�
-3.9�
1.8�
3.3�
�
Civil engineering�
5.0�
-0.9�
0.8�
8.9�
11.9�
�
Total construction�
1.5�
-2.4�
-1.8�
4.3�
7.4�
�
Note: e = estimate, f = forecast by Euroconstruct. 15 western European countries are not EU 15. The 4 central and eastern European countries are the Czech Republic, Hungary, Poland and Slovakia


Source: Euroconstruct, 2002.





Central European transition countries specialize in wood industries





The Economic Survey of Europe 2002 (section 3.4 iii) analyses the changing patterns of manufacturing employment between 1993 and 2000 in four leading transition countries, Czech Republic, Hungary, Poland and Slovakia, and in particular these economies’ specialization by branch. It emerges from the analysis that wood and wood products is one manufacturing sector where these countries, except Slovakia, are specialized and where employment has increased, despite the general falling trend. For the four countries, employment in wood and wood products industry has risen by nearly 11%, while total manufacturing employment has fallen by just over 10%. They are more specialized (especially Poland) in wood and wood products, relative to the European Union average pattern. The share of this sector in manufacturing employment in the four countries is nearly double the corresponding share for the European Union.





Share of wood and wood products in total manufacturing employment 


(%)


�
1993�
2000�
�
Czech Republic�
2.5�
3.0�
�
Hungary�
2.4�
3.0�
�
Poland�
4.3�
5.5�
�
Slovakia�
3.1�
2.7�
�
   Four countries above�
3.5�
4.4�
�
�
�
�
�
   European Union (15)�
2.1�
2.4�
�
Source: Economic Survey of Europe, 2002. 





GRAPH 2.2.2


Non-residential building construction in the United States, public and private combined,                      2000-2005
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Source: APA – the Engineered Wood Association, Regional Production and Market Outlook (for structural panels and engineered wood products), Report E68, 2002.
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Exchange rate of the euro, January 1999-July 2002
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Notes: Dollar per euro are average monthly rates. Real effective exchange rate are quarterly averages.


Source: European Central Bank, 2002.
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Real effective exchange rates of selected currencies, 1999-2002
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Note: JPY is Japanese yen, RUB is Russian rouble, SKR is Swedish krona, GBP is British pound sterling and USD is United States dollar. Deflators are IMF consumer price index-based.


Source: International Financial Statistics, IMF, 2002.
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�	This construction section was written by Dr. Al Schuler, Research Economist, Northeast Forest Experiment Station, USDA Forest Service, 241 Mercer Springs Road, Princeton, West Virginia, United States 24740, telephone +1 304 431 2727, fax +1 304 431 2772, e-mail: aschuler@fs.fed.us and Mr. Craig Adair, Director, Market Research, APA-The Engineered Wood Association, P.O. Box 11700, Tacoma, Washington, United States 98411-0700, telephone +1 253 565 7265, fax +1 253 565 6600, e-mail: craig.adair@apawood.org








�Euroconstruct’s 19 countries: Austria, Belgium, Denmark, Czech Republic, Finland, France, Germany, Hungary, Ireland, Italy, Netherlands, Norway, Poland, Portugal, Slovakia, Spain, Sweden, Switzerland, and the United Kingdom. Note Euroconstruct’s 15 western European countries are not the EU15.Note that Euronconstruct’s analysis of central and eastern European construction is based on 4 countries.
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		EURO		94.2		92.6		91.14		89.55		89.12		87.42		87.4		88.23		86.58		87.49		85.22		83.34		83.46		82.15		80.64		79.41		77.77		80.47		80.11		78.06		76.27		75.68		76.39		79.19		82.66		82.05		82.46		82		80.46		79.28		80.1		82.88		83.73		83.98		82.93		83.67		83.23		82.76		n.a.

		JPY		88.12		86.62		85.31		85.15		83.17		84.44		85.26		89.33		94.48		94.81		96.3		98.33		95.4		92.74		95.13		96.71		96.1		96.08		94.83		95.53		97.89		96.94		96.75		92.58		87.64		89.21		85.75		84.49		85.63		86.09		84.14		84.97		86.39		84.59		84.4		80.48		77.42		77.18		n.a.

		RUB		71.94		74.93		77.94		77.41		80.48		83.33		85.91		85.2		83.46		82.38		82.06		81.96		79.17		79.74		81.18		82		87.15		88.06		91.87		95.43		98.01		100.49		101.89		100.63		99.88		101.89		104.34		106.47		107.85		110.14		110.69		108.26		107.76		108.97		111.07		110.9		112.75		113.43		n.a.

		SKR		97.33		98.3		97.08		96.43		95.51		96.47		97.2		97.37		97.89		96.55		96.86		96.56		95.79		96.65		96.95		97.43		97.14		97.45		95.97		95.03		93.49		91.92		91.02		92.12		91.44		90.19		88.96		88.97		89.07		86.48		86.32		87.22		84.2		84.86		86.1		86.5		88.04		88.11		n.a.

		GBP		123.07		124.36		126.72		127.06		128.27		128.73		127.19		126.96		128.51		129.58		129.86		130.94		133.35		133.3		133.01		135.35		133.23		128.81		129.9		131.42		129.78		133.3		131.23		130.61		128.53		128.13		128.76		129.4		130.01		130.19		130.77		128.92		130.1		129.62		129.74		129.76		130.86		131.41		n.a.

		USD		115.8		118.18		120.41		120.45		120.65		121.42		121.83		119.67		118.6		117.7		118.59		118.82		118.6		121.17		122.05		122.45		125.85		123.82		124.43		125.95		127.91		130		130.8		129.58		129.58		130.65		133.42		135.08		135.24		136.37		136.49		134.1		134.03		134.4		135.82		135.94		137.27		138.97		n.a.

				1999																								2000																								2001																								2002

		EURO		100.00		98.30		96.75		95.06		94.61		92.80		92.78		93.66		91.91		92.88		90.47		88.47		88.60		87.21		85.61		84.30		82.56		85.42		85.04		82.87		80.97		80.34		81.09		84.07		87.75		87.10		87.54		87.05		85.41		84.16		85.03		87.98		88.89		89.15		88.04		88.82		88.35		87.86

		JPY		100.00		98.30		96.81		96.63		94.38		95.82		96.75		101.37		107.22		107.59		109.28		111.59		108.26		105.24		107.96		109.75		109.06		109.03		107.61		108.41		111.09		110.01		109.79		105.06		99.46		101.24		97.31		95.88		97.17		97.70		95.48		96.43		98.04		95.99		95.78		91.33		87.86		87.59

		RUB		100.00		104.16		108.34		107.60		111.87		115.83		119.42		118.43		116.01		114.51		114.07		113.93		110.05		110.84		112.84		113.98		121.14		122.41		127.70		132.65		136.24		139.69		141.63		139.88		138.84		141.63		145.04		148.00		149.92		153.10		153.86		150.49		149.79		151.47		154.39		154.16		156.73		157.67

		SKR		100.00		101.00		99.74		99.08		98.13		99.12		99.87		100.04		100.58		99.20		99.52		99.21		98.42		99.30		99.61		100.10		99.80		100.12		98.60		97.64		96.05		94.44		93.52		94.65		93.95		92.66		91.40		91.41		91.51		88.85		88.69		89.61		86.51		87.19		88.46		88.87		90.46		90.53

		GBP		100.00		101.05		102.97		103.24		104.23		104.60		103.35		103.16		104.42		105.29		105.52		106.39		108.35		108.31		108.08		109.98		108.26		104.66		105.55		106.78		105.45		108.31		106.63		106.13		104.44		104.11		104.62		105.14		105.64		105.79		106.26		104.75		105.71		105.32		105.42		105.44		106.33		106.78

		USD		100.00		102.06		103.98		104.02		104.19		104.85		105.21		103.34		102.42		101.64		102.41		102.61		102.42		104.64		105.40		105.74		108.68		106.93		107.45		108.77		110.46		112.26		112.95		111.90		111.90		112.82		115.22		116.65		116.79		117.76		117.87		115.80		115.74		116.06		117.29		117.39		118.54		120.01
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