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The President’s words
Creating People Advantage 2011

Certain challenges in uncertain times

Financial crisis, debt crisis, currency crisis: the intensified competition for financial capital and credit ratings is currently confronting companies and national economies with great short-term uncertainty, without a common concept of the necessary measures. Unlike in the finance department, however, the greatest challenges for HR managers are clear, quantifiable, and long-term. While finance ministers, bankers, and CFOs can hope for a calming of the capital markets, the already arising shortage of qualified employees and executives is a reality for HR managers for which there are no positive forecasts, only negative statistical facts. HR managers can and must face this challenge and find the best possible responses. If they succeed, this also increases the chances of realizing the longstanding aspiration of the HR function of taking over the role of strategic partner and enabler within the company. Which priorities and measures are HR managers applying to prepare their organizations for the future? For the third time, after 2007 and 2009, BCG, together with the European Association for People Management, conducted a survey among the HR managers of the most important European companies
. More than 2,000 HR managers from 35 European companies and a wide range of industries took part in the survey. The focus of the quantitative and qualitative survey was on the question of how HR managers assess the current and future importance of 22 selected HR topics and the development of the corresponding skills within their company.

HR management: the sights are set on the future

Overall, our survey results show that, after the crisis years 2009 and 2010, HR managers are clearly focusing on long-term and forward-looking topics. The issues that HR managers feel are decisive for the present and the future are strategic in nature and of long-term importance: talent management, leadership development, strategic workforce planning, and the transforming HR into a strategic partner show strong need for action. In the following exhibit, these topics are therefore shown in the red zone that signalizes both high future importance and currently low capabilities in the companies.

The environment in which HR managers are currently operating is, in our view, characterized by a number of innovations and megatrends. All HR measures planned for the future will have to take this environment into account.

Four megatrends of decisive importance for any future HR strategy: demographics, diversity, social networks, and globalization

Demographic changes and the accompanying shortage of qualified employees and executives are decisively shaping the room for maneuver in HR management. By 2030, an additional 45 million employees will be needed in Western Europe in order to maintain sustained economic growth. In light of the current population growth rates, this number will be very difficult to reach
. Associated with this growing talent gap is the question, which alternative pools companies can acquire their future employees from. Beyond balancing the age structure of the workforce, companies need to diversify their talent base and embrace untapped pools in terms of gender, ethnicity or educational and social background
. On top of that, employers are confronted with exploring and handling new information technologies, especially the use of social networks, and the associated new forms of direct, informal communication. With the "digital natives" entering the job market HR managers are faced with a generation that thinks, lives, and speaks online. 80% of European Internet users between 16 and 24 post messages in social networks, chats, or blogs. The fourth trend is the expansion of the field in which HR acts. While globalization is hardly a "new" megatrend, the speed of international expansion has left behind the HR departments of many European companies. Between 2003 and 2008, the 50 largest globally active European companies created a total of 500,000 jobs abroad, while their workforce in the domestic markets was reduced by 300,000 employees. Most HR functions currently have no idea how to build up a coherent global HR management system that fulfills the needs of a workforce distributed across the world.

Based on these trends, as well as the priorities on the HR management agenda identified in our survey, we will in the following take a closer look at four strategic topic areas that HR managers have to be prepared for now and in the coming years. 

Make talent not war: identifying and developing tomorrow's leaders today

One of the most effective ways to counteract the coming shortage of talents and executives is a comprehensive talent management strategy that places great importance on internally developing executives and retaining them within the company. This will provide a greater independence from the difficult and resource-intensive fight for scarce talents in the future. A war for talents that is limited only to recruiting and financial incentives is a relic of the 20th century and unsuitable for a job market in which the balance of power is clearly moving towards the side of the talents. Identifying future talents internally, developing them, pointing out their perspectives, and retaining them in the company long-term is HR's primary challenge. Primarily buying talents externally at high cost and quickly losing them to the next highest bidder is an alternative that offers little chance of success.

Although talent management has been at the top of the HR agenda across many countries (see Exhibit 2) since the beginning of our studies in cooperation with EAPM, the perceived importance of this topic has not yet been sufficiently translated into action: More than half of the surveyed companies do not have a dedicated talent management unit at this time. Around 60% of the surveyed HR managers responded that they do not pursue a dedicated strategy for attracting talents or for succession planning. Our survey also showed that the importance of talent management has not yet reached the minds of directors and CEOs: Our survey determined that the CEOs of the surveyed companies spend only an average of less than nine days on talent management each year. 

However, when taking another—differentiated—look at this initially sobering finding, it emerges that the most successful European companies in terms of revenue and profitability have already initiated a significantly larger number of concrete talent management measures: 53% of the most successful European companies have developed a strategy to address talent sourcing and succession problems, while only 27% of the less successful companies have done so. The "high performers" among the companies in the European comparison also have a dedicated talent management unit (55%), use 360° feedback (71%), and support their high potentials in specially developed talent programs (54%), while the "low performers" showed approx. 20% lower values in all three categories.
Diversity management: diverse advantages through diversity

Globalization leads not only to macroeconomic changes, it also changes the internal personnel structure of each individual company. A second response to the undoubted talent scarcity is to tap new recruiting pools and expand existing pools (e.g., by increasing the number of target universities within the country).

A diverse workforce also has further clear business strategy advantages: Not only are diverse teams more innovative and successful, a personnel structure marked by diversity enables a greater intersection between employees and the different segments of a heterogeneous customer structure. Furthermore, the growth markets of a globalized world are suitably reflected in a diverse workforce. This is of immense significance for the local acceptance of globally active companies. However, despite these many known arguments, the management boards of large European companies continue to be characterized by homogeneous leadership teams. An analysis of 40 randomly selected Euro Stoxx 50 companies showed that 93% of board members are male, 49% are between 51 and 60 years of age, and 86% are of European origin—and it should be noted that these same companies generate on average 40% of their revenues outside of Europe, and the share of female customers is steadily increasing as well.

Thus, the topic of diversity still shows a deficit in terms of both perception and action. While age and generational diversity is seen as an important area for action, comprehensive diversity management that also takes into account aspects such as gender, national origin, and educational background is assigned relatively low future importance. This blind spot is consequently reflected in the measures for diversity promotion beyond the statutory regulations. While 80% of the European companies surveyed in our study apply at least three diversity measures, these are for the most part relatively fundamental, partially legally required measures such as flexible working time models or parental leaves. In addition, there is a lack of effective infrastructure: Our survey showed that even in European companies with more than 5,000 employees only every fourth organization appoints internal diversity officers.

Diversity management is not a separate add-on to HR's task list. It needs to be understood and embedded as an imperative that spans across all core HR activities from strategic workforce planning, to recruiting, development and performance assessments. Sustainable diversity programs measure progress. Reliable and quantifiable diversity data and KPIs that get anchored into individual targets for the management are a necessity to ensure success.    

Opportunities and risks: how social networks are revolutionizing HR

The times in which social networks, blogs, and instant messaging are used only by very specific, Internet-savvy groups are over. Social media have long become mass media that are an integral part of life for most employees. Facebook alone currently has more than 750 million users who on average spend more than half an hour on the site. More than 145 million users are registered at the three largest professional online networks: 100 million at LinkedIn, 35 million at Viadeo, and 10 million at Xing. The enormous dynamics of social networks are best illustrated by Google's recently launched Google+, which attracted 10 million users in its first two weeks alone.

The topic will gain additional importance and influence once future talent groups that grew up with the Internet enter the job market. HR managers, who are themselves often still part of the Baby Boom generation and learn about the trends in social media at best from their own children, will not get around analyzing and leveraging the opportunities and risks offered by these new challenges.

The HR managers surveyed in our study are certainly aware of the enormous potential offered by social networks. Almost three-fourths of the surveyed managers see opportunities for their company's branding, and half of them see opportunities for recruiting in different employee segments.

However, this positive assessment of social networks as a unique opportunity for companies is accompanied by a certain risk that companies are also aware of: Almost half of all companies surveyed in our study fears the disclosure of confidential data and one-third of the surveyed companies fear unwanted recruiting competition from competitors. 

Overall, it can be said that if companies pursue a consciously planned strategy in their handling of social networks, the opportunities outweigh the risks. It is thus all the more careless that around 60% of all companies in our survey have not yet created a dedicated unit for social media, despite the fact that the organizational establishment of social networks is a decisive prerequisite for seizing the opportunities of social media.

Based on a self-assessment of their social media capabilities, the companies we surveyed can be divided into the two segments "champions" and "rookies." 40% of the social media champions have a detailed Web 2.0 strategy, while this is the case for only around 11% of the rookies. 37% of the champions have formulated concrete guidelines for handling of social networks, while only 17% of the rookies have done so. 74% of the champions benefit from a clear top management commitment to actively embrace social networks, while this is the case for only 44% of the rookies.

HR without borders: how HR can prevail in a globalized world

The ongoing globalization in many companies has increasingly raised the demands towards HR departments in recent years. HR managers will only be able to advance towards the ideal of a strategic partner if they can confidently navigate an international environment. This is all the more true for the HR departments of multinational companies: 66% of the employees in the 50 largest internationally active European companies work outside their home country. However, this global dimension is currently reflected in few HR departments at corporate headquarters, where there is frequently still a strong focus on management of the domestic workforce, while international coordination and cooperation is neglected.

While the HR managers of many multinational companies are aware of the challenges, few are already looking for the right structures, processes, and systems for the HR function. Our study shows that HR departments have not yet developed a common understanding of the global structure of the HR function and accordingly have not yet set up a standardized process for transforming the HR department into a truly global player. A corresponding trend is if at all visible in the processes "HR strategy," "talent management," "performance management," and "compensation"; in these areas, at least 40% of the surveyed companies state that they are developing multi-country concepts.

HR departments must therefore gain transparency on the current situation and then carefully consider which activities should be rolled out globally, whereby the focus should be less on the savings potential and more on the quality of the HR work. Global structures and processes must be fundamentally brought to life, which requires employees with international experience. However, HR departments still often find it difficult to attract highly qualified talents with international experience. The recipe for success is "HR for HR." This motto covers primarily three levers: recruiting, development, and rotation.

Recruiting: HR managers should expand and diversify the divisions from which they recruit employees. It is important to recruit employees with diverse functional and personal backgrounds. Development: The necessary change in the HR personnel structure cannot be achieved through personnel recruiting alone. What is needed is targeted development opportunities for existing employees. Rotation: The implementation of rotation programs in the HR department is difficult, but necessary as the requirements towards employees increase. If you look not only at the skills of most HR employees, but also at their professional experience and personal background, most HR departments hold only few employees with long-term international experience or professional experience outside of the HR function. Oftentimes, the majority of employees have spent their entire working life in human resources, many of them in the same position and the same location for many years.

In an increasingly globalized working environment, this is fatal, because the increasingly relevant capability of thinking and acting globally cannot be developed through theoretical training. The offering of cross-functional and cross-business unit rotation measures or international exchange programs, on the other hand, can help these employees to permanently expand their own intellectual horizons. 

Pieter Haen

President EAPM
A) EAPM organization

1) Profile, objectives and activities
The European Association for People Management (EAPM) was founded in 1962 by the national associations and professional institutions of personnel management in France, Germany, Sweden, Switzerland and the United Kingdom. 

The Association forms an umbrella body of national organizations which represent HR professionals. It is purely professional and specialist in nature. It is an experience exchange organization without profit-related objectives. It is independent of all employers', trade union, state or political bodies. The Association operates under Swiss Law. 
The EAPM is the European representative body for people management and it also maintains relations with non-European countries. 
EAPM objectives and missions are:
· Promote and develop knowledge of people issues, HR activities, and their importance to industry, commerce and both public and private sector administration. 
· Provide encouragement and support to personnel experts to set up and develop their own national associations in European countries which do not yet have them. 
· Establish and maintain contacts with its member organizations and with other national and international organizations active in the same or similar fields. 
· Organize conferences, congresses and study visits; it will publish information and pursue all other objectives which directly or indirectly correspond to the aims of the Association. 

The composition of the board is as following:

President: Pieter Haen (Netherlands) till October 2011. Filippo Abramo (Italy) has been recently elected and will be president in October 2011.

Vice-President: Kim Staack Nielsen (Denmark) till October 2011.

Past President: Rudolf Thurner (Austria) till October 2011.

General Secretary: ANDRH (France) Catherine Carradot till October 2011. 
In October 2011, CIPD (UK) will replace France.
Treasurer: Max BECKER (Switzerland) has officially taken treasurer office in June 2010.

Auditor: Even BOLSTAD (Norway)
The executive board is as following:

Jorge CAGICAS (Spain), Carmen CUCUL (Romania), Ute GRAF (Germany), Marcin KASPEREC (Poland), Lena KRAITSIK (Sweden), Michael Mc DONNEL (Ireland), Jackie ORME (UK), Baiba PEDRAUZE (Latvia), Piret PUSS (Estonia), Rudolf THURNER (Austria). 
The members of EAPM are:
Austria, Bulgaria, Cyprus, Czech Republic, Denmark, Estonia, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Latvia, Malta, Netherlands, Norway, Poland, Portugal, Romania, Russia, Serbia, Slovakia, Slovenia, Spain, Sweden, Switzerland, Turkey, United Kingdom, Belgium (corresponding membership), Croatia (observatory status), Greece (Probationary membership), Macedonia (F.Y.R.O.M - Probationary membership), Serbia (observatory status), Montenegro (Probationary membership).
2) Major EAPM events
EAPM Congress

The next EAPM congress will take place in Istanbul, Turkey, during the European People Management Conference organized by Peryön on September 28-30, 2011. The theme of the conference is “Convergence: rethinking the role of People Management as the catalyst”.

The 2013 congress will be organized by CIPD, when celebrating its 100th anniversary.
EAPM HR Award
The 2nd edition of the European HR Award will take place during the 2011 European People Management Conference previously mentioned. 
The national jury of every EAPM - participating member organization will designate one national winner who will be granted free participation and accommodation during the Conference in Turkey. Once the national winners are known, the essays will be sent to the European Conference Committee who will designate the Award Winner for 2011. Will be selected, those who can describe and explain best, with the most original and creative vision: how “People” and “performance” strategies, targets and practices, have been converging?
EAPM Vice presidency election

The vice presidency election will take place during the Delegate Assembly in Istanbul on September 28th. Two candidates: Brigitte Dumont from France and Soili Johansson from Finland.

3) EAPM's Financial Policy

       Max Becker, Treasurer EAPM 

EAPM is a not for profit (and not for loss!) association which is basing its financial commitments on the membership fees of all associated members - these amounts being differentiated according to the size of the country member organizations.   Expenses for delegates as well as Exco members are carried by their home organization.  Also, function holders of EAPM (President, Vice & Past President, Auditor, Treasurer) are not financially compensated by EAPM.

EAPM does, with its funds, support several projects such as HRM development projects in Europe or enhancing the communication with its members, e. g. with a complete reshuffling of its website.  Furthermore, we support country organizations which are contributing to the EAPM agenda (e.g. by organizing Exco meetings etc.)  The bulk of our expenses goes to running the Secretary General function which is changing locations every 3 years: in 2011, it will be moved from France (ANDRH) to the UK (CIPD). All planning and executive coordination goes via the General Secretary. EAPM is also a member of the World Federation of Personnel Management Association (WFPMA), contributing to the financial stability of the latter. 

In the past 2 years, EAPM was able to present a well-balanced P/L statement to its members. Funds which were accumulated in the past are conservatively invested in assets in both EUR and Swiss Francs (the latter gaining in value considerably towards the EUR made it possible to even strengthen the balance sheet).  The responsibility for the EAPM Treasury Function went from Martin Zuber to Max Becker (CH) at the Delegates Assembly 2011, the Auditing Function from Filippo Abramo (I) to Even Bolstad (N).
B) European economy overview

1) Recovery stalls amid financial market crisis
Economic growth in the EU is slowing. GDP grew strongly in the first quarter of 2011, but slowed down substantially in the second. Over the summer, signs of a more extensive weakening in global demand and world trade emerged, as the recovery lost steam in the US, and growth in some emerging market economies has moderated somewhat. Hopes that the sovereign debt crisis would gradually fade were disappointed. Financial market conditions deteriorated sharply over the summer on the back of sovereign debt concerns in the euro area and anxiety about the outlook for growth and fiscal sustainability in the US. 
Growth in the second half of 2011 is now expected to be subdued, coming to a virtual standstill towards the end of the year. The soft patch predicted in the spring forecast is now likely to deepen but will not result in a double dip. This subdued outlook is underpinned by the weakening of consumption growth, the deterioration of business and consumer sentiment, the likely impact of the financial market stress on confidence and investment cost, the drag from accelerated fiscal tightening in some Member States and the expected slowdown of external demand. 

GDP growth for 2011 as a whole is set to remain unchanged from the Commission's spring 2011 forecast for the euro area (1.6%) and to be slightly lower for the EU (1.7%). This is essentially due to the stronger-than-expected first quarter. However, based on an update for the seven largest EU Member States, the quarterly growth profile has been revised down considerably. Growth projections for the EU are now at 0.2% in both the third and the fourth quarter, revised down by 0.2 and 0.3 percentage points, respectively. For the euro area, growth is projected at 0.2% in the third and 0.1% in the fourth quarter, also revised down by 0.2 and 0.3 percentage points respectively. The downward revisions concern all the Member States under review, suggesting both a common factor and a re-coupling of growth dynamics. Nonetheless, growth is expected to remain uneven across Member States. 

Inflation in the EU is now expected to moderate faster than was envisaged in the spring. After surging in the first half of 2011, commodity prices have recently declined somewhat. With weaker economic growth going forward, HICP inflation in the EU and the euro area is also now expected to moderate slightly more quickly, reaching respectively 2.9% and 2.5% for the year as a whole, and remaining above 2% until the end of 2011. 

High uncertainty prevails at the current juncture. Some of the downside risks considered in the spring forecast have now materialized. Nonetheless, the risks to growth remain clearly tilted to the downside. Conversely, risks to the inflation outlook have now abated somewhat since spring and are considered as balanced.
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World growth is losing steam 

The pace of the world economy has slowed in the first half of 2011. In advanced economies, the expected progressive shift from public to private demand has been delayed, leading to subdued growth and persistently high unemployment. The deceleration of growth has been especially marked in the US, where the need for deleveraging, weak labor markets and a beleaguered housing market are still weighing on consumer and business confidence. Most emerging economies continued to display robust growth, although this has moderated in some Asian countries on the back of slower external demand. In addition, economic policy tightening – imposed to prevent overheating in several emerging economies – has also put a damper on growth. 
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Even though the recent slowdown partly reflects temporary factors, such as high commodity prices and global supply-chain disruptions caused by the Japanese natural disasters, the short-term growth prospects remain weak. Global financial markets deteriorated sharply during the summer. Moreover, weak employment and consumption prospects continue to weigh on the economic outlook. 

Looking ahead, leading indicators point to a continued moderation in the world economy in the second half of 2011. World trade has decreased across most regions in the second quarter of 2011 and indicators suggest a continuation of this weak trend in the third quarter. The global Purchasing Managers Index (PMI) for manufacturing has declined since March and reached the lowest level in two years in August. Overall, global output is projected to grow by some 4% in 2011, which is a downward revision of about ½ pp. compared to the spring forecast. 

At the time of finalizing this interim forecast, the global economy is weak and a double-dip recession, although unlikely, cannot be excluded. The downside risks to the global growth outlook have increased compared to those highlighted in spring, especially as some risks have materialized. Confidence among consumers and investors has weakened in advanced economies over past months, and took a clear additional downward shift in August as a result of the sovereign debt challenges, the political gridlock in the US over the debt ceiling and governance tensions in Europe. Overheating pressure in many emerging markets and still-high oil prices – considering the cooling global cycle – also pose risks to the recovery. The lack of progress in reducing global imbalances further complicates the global risk outlook. 

Financial markets stress has intensified over the summer 

Over the past months, tensions in sovereign debt markets in the euro area have increased and spread further, on account of rising uncertainty about public debt sustainability. Concerns about a global economic slowdown and the protracted political negotiations on raising the US federal debt ceiling have added to stress in markets, while the measures agreed by the euro-area Heads of State and Government only temporarily calmed the markets. Benchmark long-term interest rates dropped sharply, to below 2% for the 10-year maturity, both in the US and the euro area, amid an investor flight to quality and the prospect of slowing growth in the global economy. Meanwhile, equity markets corrected sharply with banking sub-indices being particularly affected. The correction in stock prices seems to go beyond what could be expected from a reassessment of the growth outlook alone and rather seems to reflect a general shift in risk sentiment.
Renewed tensions in the banking sector pose a downside risk for the real economy, though overall lending conditions have so far remained favorable. 

Tensions in the interbank money market have increased again, and bank funding has become more difficult. In the money market, the 3-month Libor-OIS spread has widened significantly since June and, at around 75 basis points, is now at the highest level since spring 2009. The amount of overnight deposits at the ECB has also risen strongly, to over 150 bn euro in early September, indicating that banks are hoarding cash rather than lending to each other. In early August, the ECB re-introduced a 6-month refinancing operation and announced that full liquidity allotment will be available at least until the second quarter of 2012. Investor concerns about an erosion of banks' asset quality and funding risks seem to have increased, although many banks have pre-funded for the current year. The cost of insuring EU bank bonds against default has risen significantly as reflected in the increase in banks' CDS prices. If bank funding problems persist, the need for deleveraging is likely to impact on bank lending behavior. This would in turn deepen and broaden the transmission of financial market stress to the real economy.
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Financing costs for non-financial corporations and households have so far increased only moderately and remain low by historical standards. Over the past months, for non-financial corporations, the increase in the cost of issuing shares has been offset largely by a decrease in the cost of bank loans. For households,

the cost of long-term loans for house purchases has remained stable. These aggregate developments however mask some cross-country heterogeneity, with lending rates in Member States with sovereign debt problems having increased more markedly. The latest ECB data points to a slight slowdown in euro-area bank lending to the private sector in July. Credit standards for both loans to non-financial corporations and housing mortgages have been tightening moderately. Demand for bank loans has been slowing down and is expected to remain subdued in the months ahead. Overall, there are no signs of serious credit constraints for the time being.

A slowdown of the economic recovery 

The recovery in the EU economy is slowing. Following a robust 0.8% q-o-q growth in the first quarter of this year, GDP grew by a meager 0.2% in the second quarter in both the EU and euro area. This was partly a pay-back for the strong first quarter and remained broadly in line with the Commission's spring forecast.
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While some rebalancing of growth towards domestic demand had been observed in the first quarter, net exports have again taken over as the main contributor to growth in the second quarter. Exports expanded by 0.6% q-o-q, down from 2.2% in the first quarter, reflecting the weakening in global demand and world trade. At the same time, imports grew by 0.4%, leading to a positive contribution of net trade to growth of 0.1 pp. Gross fixed capital formation grew by 0.4% q-o-q, down from 1.2% in the first quarter. Both private and government consumption contracted by 0.1%. As a result, the contribution of domestic demand to growth was nil. Ongoing balance-sheet adjustment in the private sector is likely to contribute to the weakness of domestic demand. Inventories made a small positive contribution to growth (0.1 pp.). The slowdown in the second quarter reflects not only the impact of higher oil prices, but also less buoyant global growth and increased uncertainty in the wake of the looming sovereign debt concerns in Europe and elsewhere.
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Looking ahead, GDP growth is set to moderate in the second half of the year, suggesting a period of weak growth in the EU that is longer and more pronounced than the soft patch expected in the spring forecast. The expected further softening in the global economy and sovereign debt concerns are set to continue to weigh on growth during next half of the year, and possibly beyond the time horizon of this Interim forecast. Based on an update of the outlook for the seven largest Member States, GDP is now expected to expand by 0.2% in both the EU and euro area in the third quarter, and by 0.2% in the EU and 0.1% in the euro area in the fourth. This represents a considerable downward revision compared to the quarterly profile expected in the spring forecast (0.2 pp. and 0.3 pp. respectively in the third and fourth quarter).

Uncertainty and weaker external demand are weighing on consumer and business confidence. Both business and consumer sentiment have deteriorated sharply since the spring. The Commission's Economic Sentiment Indicator (ESI), starting from a very high level, has followed a downward trend since it peaked in March 2011. In August, the decline pushed the indicator below its long-term average. It stands now at its lowest level since January 2010. While surveys show a marked deterioration in their forward-looking components, the weakening in confidence is broad-based and households' and companies' assessments of the current situation are also on a downward trend. The deterioration in confidence is observed among all the largest EU Member States, suggesting a strong common element in the change in the outlook. The composite PMI for the euro area has followed a trend similar to the ESI and in August it was approaching the 50 point threshold between contraction and expansion of economic activity.
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Growth forecast for the EU economy revised down 

For 2011 as a whole, GDP growth is now forecast at 1.7% in the EU and 1.6% in the euro area. It thus remains unchanged in the euro area compared to the spring forecast and represents a 0.1 pp. downward revision for the EU. While the annual growth figures have hardly changed thanks to the stronger-than-expected first quarter, the quarterly profile for the second half of the year has been revised downwards.

significantly, reflecting the slowdown in world growth, sovereign debt concerns and the deterioration in business and consumer confidence. 

The downward revision for the second half of the year is broad-based across EU countries. However, growth rates remain different across the Member States covered by the interim forecast. Annual growth in 2011 in Poland and Germany is projected at 4.0% and 2.9% respectively, while in Italy and Spain the recovery is more muted with a projection of 0.7% and 0.8% respectively.

Inflation pressures abating in the EU 

In the first half of 2011, developments in consumer-price inflation were dominated by volatile, but on the whole rising, global commodity prices and weak labor markets. Nevertheless, inflation seems to have peaked in the second quarter of 2011, driven on the one hand by still high energy prices and by downward base effects on the other.
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Euro-area headline HICP inflation rose to 2.8% in the second quarter of 2011, in line with the spring forecast. Core inflation (i.e. HICP inflation excluding energy and unprocessed food) reached 1.8% in the same period, about ¾ pp. higher than in 2010. In the EU, headline inflation was 3.2% in the second quarter, less than 0.1 pp. higher than in the spring forecast. 

Feeble labor market conditions kept wage growth at a moderate pace in the euro area in the first quarter of 2011. At the same time, the year-long fall in annual unit labor cost seems to have come to a halt, reflecting an increase in compensation per employee equal to productivity gains. 

Looking ahead, the headline inflation rate for 2011 is slightly revised down both in the EU and the euro area (-0.1 pp. compared to the spring forecast) and is expected to reach 2.5% and 2.9% respectively. However, within the euro area, projected developments are somewhat divergent, with the Netherlands being the only Member State with an upward revision, following lagged increases in administered gas prices in reaction to oil-price increases in the first half of 2011. Outside the euro area, inflation has been revised up in the UK on account of announced increases in energy prices due in the second half of the year. 

As already highlighted in the spring forecast, inflation is set to stay fairly high in the second half of 2011 and ease only gradually towards the end of the year, without posing a risk to medium-term price stability. This profile follows the fading direct impact on inflation of both past hikes in commodity prices and the changes in taxation in some Member States. Furthermore, import prices are expected to moderate to some degree, reflecting less buoyant growth outside the EU. The remaining slack in the economy and weak labor market conditions are expected to keep inflation in check, though core inflation is set to gradually continue on a rising trend, in line with slowly recovering wage and unit labor cost growth. 

Flagging recovery weighs on labor markets 

With the recovery in its third year, labor market conditions in the EU and the euro area have been gradually improving over recent quarters. Since the beginning of the recovery in 2009, labor input in terms of hours worked in the euro area has picked up. Since autumn last year the number of persons employed has also moved up (by 0.5% in the EU and 0.3% in the euro area in the first quarter of 2011). The delayed and more moderate response in headcounts represents the reversion of the working-hour adjustment that characterized the downturn during the crisis.
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The unemployment rate has been almost stable in 2011, remaining at around 9½% in the EU and at around 10% in the euro area – only marginally lower than a year ago. As compared to mid-2010, the aggregate hides divergent developments across the reviewed Member States, with some reporting improvements of up to 1 pp. (e.g. Germany) and others recording deteriorations of up to 1 pp. (e.g. Spain). With the recovery slowing in 2011, the prospects for further improvements in the EU and the euro area have waned somewhat. According to both survey indicators of firms' employment expectations as well as the PMI employment index, both households and corporates have revised their employment expectations downwards. 

Turning to public finances, the available information suggests that, despite a downward revision of economic growth in the second half of 2011, the budgetary outcome for the EU and the euro area as a whole will be close to the one projected in the spring forecast. Government revenues are likely to be broadly in line with what was previously expected and additional consolidation measures have been taken in some Member States since the publication of the spring forecast. 

A full assessment of prospects for public finances and the labor market will be carried out in the Commission's upcoming autumn forecast.

Downside risks to the growth outlook 

Some of the downside risks to earlier forecasts – such as financial turmoil and a lower momentum of global growth - have materialized and entered the central scenario. However, new risks have also emerged, and the risk balance for the EU growth outlook remains tilted to the downside for 2011 and beyond. 

First, while the financial turmoil has already had an impact on confidence, a more substantial spillover to other market segments and to the real economy cannot be excluded. Uncertainty about the implementation of policy measures to combat the sovereign debt crisis, and doubts about their appropriateness, continue to alarm financial markets. The baseline forecast scenario depends crucially on the ability of economic policy to prevent or interrupt negative feedback loops between sovereign debt concerns, banking sector fragility and slowing growth. Second, significant fiscal sustainability challenges are yet to be tackled not only inside the EU but also in key countries outside. The resulting fiscal consolidation efforts may weigh more on domestic demand than currently envisaged. Third, the inflation concerns in some of the emerging market economies may trigger more measures than currently envisaged and make the EU's external environment more difficult than assumed in the forecast.

Turning to the upside, should global growth turn out more resilient than assumed in the baseline, EU exports would benefit more than expected. A larger decline in oil prices could bring somewhat larger respite to real income and consumption. 

Risks to the inflation outlook in 2011 seem to be balanced. The considerable slack remaining in the economy and markedly lower inflation expectations should keep underlying inflation in check. However, sharp price increases in some asset classes may signal the risk that excess liquidity starts to fuel HICP inflation. Moreover, continuing political tensions in some oil-exporting countries could cause abrupt changes in oil prices that would constitute risks to price stability in the short to medium term.

2) Growth and inflation prospects in the seven largest Member States 

1. Germany – growth moderation after a vigorous start into 2011 

German real GDP is projected to grow by 2.9% in 2011, i.e. 0.3 pp. more than expected in the spring forecast. This upward revision reflects the economy's very dynamic start into 2011, while prospects for the second half of the year are more moderate than forecast earlier. 

Real GDP expanded vigorously by 1.3% q-o-q in the first quarter of 2011, partly due to temporary factors. Some payback for this strong performance in terms of slower subsequent quarterly GDP growth was to be expected. In the event, real GDP edged up by a mere 0.1% in the second quarter. The impact of the shutdown of nuclear energy plants is an additional special factor which helps put this subdued performance into perspective. Positive growth contributions came from non-construction investment and inventories. Imports expanded more strongly than exports, so that net external trade acted as a drag on growth. Private consumption disappointed, possibly reflecting not only the pickup in inflation, but also increased uncertainty. 

While the second-quarter performance is likely to have understated the underlying growth momentum, risks have nevertheless increased and indicators point to continued moderation in growth in the second semester relative to the beginning of the year. The external environment has deteriorated over recent months, consumer confidence has been dampened by mounting uncertainty amid the ongoing debt crisis, and firms' assessment of the business outlook has been on a downward trend since spring, albeit starting from a high level. However, capacity utilization remains high and the backlog of orders should continue to underpin production as well as investment especially in the third quarter. Furthermore, still-favorable labor market developments and the moderation of inflation should mitigate the impact of uncertainty on private consumption. Overall, growth should be predominantly driven by domestic demand, given the projected slackening of exports in the second half of the year and still-lively import growth. 

After inflationary pressures had intensified on the back of rising oil prices in late 2010 and early 2011, consumer-price inflation is now slowing. HICP inflation is set to average 2.3% for the year as a whole, 0.3 pp. less than in the spring forecast, mainly because of abating energy prices. 

2. Spain – weaker external environment weighs on the recovery 

The Spanish economy gained some momentum at the beginning of 2011. Real GDP growth surprised on the upside in the first quarter at 0.4% q-o-q, driven mainly by exports and an acceleration in public consumption ahead of the local and regional elections in May. In the second quarter, growth slowed to 0.2%, with net exports and strengthening private consumption being the main drivers. 

High private-sector imbalances accumulated during the housing boom and record-high unemployment continue to weigh on the outlook for the Spanish economy. Moreover, a weakening global environment and heightened uncertainty are expected to negatively affect growth prospects in the remainder of this year, prompting some deceleration in growth in the third and fourth quarter. Thanks to the better-than-expected first half, Spanish real GDP is, however, still projected to expand by 0.8% in 2011.
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Private consumption is set to remain subdued as a result of still substantial household debt and high unemployment. Public consumption is set to shrink further, after the temporary spike in the first quarter, as Spain continues with its ambitious fiscal consolidation program. Investment is recovering only slowly in an environment of high corporate indebtedness, excess capacity and difficult access to credit. Hence, net external demand continues to be the main driver of the Spanish economy. Spanish exports have so far maintained their momentum, with growing importance of markets outside the EU. 

Inflation is forecast to reach 2.9% in 2011, up from 1.8%1 last year. This is mainly due to increasing oil prices in the first half of the year and administered price increases. In the meantime, oil prices have come down from their peak and stabilized at a lower level. Moderating wage growth has resulted in lower unit labor costs, easing inflationary pressures. In the remainder of 2011, inflation is expected to further decline due to base effects, as the inflationary impact of past increases in VAT, excise duties and electricity prices gradually fades. 

3. France – growth hinging on the resilience of confidence 

After real GDP expanded by 1.5% in 2010 the economy continued accelerating in the first quarter of 2011 and grew by 0.9%. However, it came to a halt in the second quarter, partly reflecting exceptional factors such as the after-effect of the car-scrapping premium and very uneven growth contributions from inventories. Netted out of these elements, the declining growth profile of the first part of the year would have been softer. For the second half of the year, GDP is expected to increase by a moderate 0.2% in each quarter, which should translate into 1.6% for the year as a whole. 

The downward revisions compared to the Commission's spring forecast are mainly due to negative confidence effects weighing on domestic demand, as well as a less buoyant external environment than expected in spring. Private consumption half of the year. Unemployment, already high since 2009, has increased further over the last three months. As a result, disposable income will turn out weaker, despite a softening outlook for inflation. The high uncertainty associated to the ongoing debt crisis is weighing on consumer confidence but is also increasingly affecting investment decisions. 

Against the background of weaker consumption growth and retreating capacity utilization, investment is expected to weaken in the coming two quarters. Even though interest rates are set to remain low by historical standards and the latest fiscal consolidation measures are not expected to significantly affect economic activity, given their size (0.05% of GDP in 2011), the unusually high uncertainty about the growth outlook is weighing strongly on investment. 

Only minor support is expected from export demand. To the extent that lower expectations for domestic demand should drive imports down, GDP growth could still benefit from the contribution of the external sector. However, exports are forecast to decelerate as well, in line with the deterioration in the global outlook. 

The annual HICP inflation forecast is broadly in line with previous projections (2.1% instead of 2.2%), as the impact of lower oil prices is offset by various measures associated with the latest fiscal package, notably the increase of excise taxes. 

4. Italy – a halting recovery 

The Italian economy has been recovering at a modest pace since the trough of the recession in 2009. Real GDP expanded by 1.3% in 2010 as a whole, but in quarterly terms growth already eased in the second half of 2010, to just 0.1% in the fourth quarter. This sluggish performance continued in the first quarter of 2011, when Italy's real GDP expanded by only 0.1%. In the second quarter, however, GDP growth picked up somewhat (0.3%), contrary to most other euro-area countries, on the back of a rebound in industrial production. 

1 As of January 2010, the Spanish Statistical Institute adopted a new methodology for calculating inflation, without updating it for previous years. This break in the series leads to a growth rate of 2% for 2010 inflation in Spain.  
Recent developments point to a relapse in economic activity in the second half of 2011. Moderating global demand is set to weigh on exports, which have driven the recovery so far. Still weak labor market conditions and inflationary pressures are expected to restrain real disposable income and thus dampen private consumption. Finally, the recent tensions in financial markets are set to increase firms' financing costs and thus adversely affect their investment decisions. Similarly, forward-looking consumer and business confidence indicators, have fallen markedly over the last few months. 

Quarter-on-quarter, real GDP is expected to remain flat in the second half of the year, which for 2011 as a whole implies growth of 0.7% – a 0.3 pp. downward revision compared to the Commission's spring 2011 forecast. 

After picking up in 2010, the rate of HICP inflation continued to rise in the first half of 2011, mainly due to sustained energy-price increases. In spite of still weak demand, some second-round effects from higher commodity prices were observed in the second quarter of 2011, notably in transport services. By contrast, contractual wage increases remained moderate, mainly thanks to the reformed wage bargaining framework using forecast HICP inflation excluding imported energy prices as a benchmark. Assuming slightly decreasing oil prices in the second half of the year, inflation is expected to ease somewhat and reach 2.6% in 2011 on average, in line with the Commission's spring 2011 forecast. 

5. The Netherlands – weak growth continuing into the autumn 

Following a relatively strong fourth quarter in 2010 and first quarter in 2011, the economic recovery slowed markedly in the second quarter of 2011, with real GDP growing by 0.1% q-o-q. This development is due to a pronounced weakening in both domestic and external demand. Private investment contracted by 1.8% on a quarterly basis after a significant pick-up by 7.7% in the first quarter. In addition, private consumption fell for the second quarter in a row, in line with the falling trend in real disposable income in a setting of higher inflation and fiscal retrenchment. The positive contribution of net exports declined in the second quarter. The outlook for the remainder of 2011 is for a positive, yet moderate growth. The Dutch economy is expected to grow by 0.1% in both the third and fourth quarter, implying an annual growth of 1.7%, compared to the 1.9% in the Commission's spring 2011 forecast. 

The 0.2 pp. downward revision mainly reflects worsened global growth prospects, leading to a deceleration in trade. The growth in exports, which has been the major driver of the ongoing economic recovery, is expected to moderate in the remainder of 2011. Private investment is also expected to remain subdued in view of receding business confidence in response to global economic uncertainties. Private consumption is forecast to remain weak for the remainder of the year, following the decline in consumer confidence since the start of 2011, negative real wage growth and adverse wealth effects emanating from the housing and stock markets. In this context, a broad-based recovery will hinge on the resolution of the sovereign debt crisis to help restore confidence in the private sector. 

The HICP inflation rate rose significantly in the first half of 2011, averaging 2.2% compared to 0.9% in 2010. In July, inflation for the Netherlands exceeded the euro-area average. Inflation is expected to remain relatively high for the remainder of 2011, averaging 2.5% over the year. The projected pick-up in inflation in the second half of 2011 mainly results from the sharp rise in oil and gas prices that started towards the end of 2010. Oil and gas prices have lagged effects on inflation in the Netherlands via the biannual adjustment of energy prices based on past price developments. 

6. Poland – externally-driven slowdown looms 

Real GDP growth is projected to reach 4% in 2011 following 3.8% in 2010. While the year-on-year growth figure is unchanged from the Commission's spring forecast, the quarterly profile has changed. Stronger-than-projected growth in the first half of the year is offset by a worsening outlook for the remainder of the year. 

Following a strong first quarter, economic activity continued to be robust in the second quarter of 2011, with real GDP growth reaching 1.1% q-o-q. Growth was driven by domestic demand, increasing on the back of rebuilding inventories and accelerating investment growth. High capacity utilization levels, soaring profitability and improved access to credit spurred the revival of private investment adding to rising public outlays. Consumption kept growing, by 0.9% q-o-q, supported by an improving labor market situation. 

Looking ahead, real GDP growth is projected to ease to 0.6% and 0.5% q-o-q respectively in the third and fourth quarter of 2011. The economic deceleration in the EU and world trading partners is set to take its toll on Poland's exports, initially affecting manufacturing, as evidenced by the recent weak readings of industrial production and leading indicators. Going forward, the deteriorating global outlook is expected to further drag down exports and consumer and producer confidence, translating into more sluggish employment growth towards the end of 2011. Moreover, easing of real wage growth is expected to limit the potential for a further rebound of private consumption. Investment growth is set to reflect continued public capital spending and the recovery in private outlays. 

HICP inflation reached 4% y-o-y in the second quarter of 2011, a notch lower than in the Commission's spring forecast. It is expected to gradually ease to around 3.5%, the upper bound of central bank's inflation target, in the last quarter of the year, reflecting lower growth of food and fuel prices and decelerating domestic and external demand growth. 

7. The United Kingdom – economic recovery moderating but growth remaining positive 

In the second quarter of 2011, UK GDP increased by 0.2% q-o-q, following an increase of 0.5% in the first quarter. The Commission's spring forecast had predicted a rise of 0.6% in the second quarter but this did not materialize due to exceptional events. These included an additional bank holiday due to the royal wedding, record warm temperatures and supply-chain problems in the wake of the Japanese earthquake. Both the construction and services sector grew over the previous quarter. However, production contracted, likely owing to lower energy consumption during the hot weather. The Office for National Statistics estimates that temporary factors may have reduced growth by 0.5 pp. in the second quarter, masking a stronger underlying dynamic. 

Although these temporary factors fade, economic growth is expected to remain sluggish in the second half of 2011 as persistently high inflation and the ongoing fiscal consolidation curtail consumption. The annual growth rate is being revised down from 1.7% to 1.1% largely due to worse-than-expected performance in the first half of the year and the loss of momentum in the world economy. The growth that had been predicted through net exports has not materialized because of a fall in global demand, despite the continued low value of sterling, and this is not likely to change in the near future. Conversely, corporate investment has shown signs of recovery but has yet to play a vital role in driving growth.
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HICP inflation stood at 4.4% in the second quarter of 2011, just 0.1 pp. below the Commission's spring forecast. The fundamental drivers of this inflation appear to be the increased VAT rate, higher commodity prices and sterling's depreciation. The impact of these factors has been unexpectedly long-lived; however since sterling remains well above its recent lows, oil prices have fallen back significantly and no further VAT rises are planned, inflation is still expected to fall significantly beyond the forecast horizon. Nevertheless, there is likely to be a spike in inflation later in the year due to rising home energy prices. As the price rises announced by energy companies were larger than assumed in the spring forecast, the forecast for 2011 inflation has increased from 4.1% to 4.4%.
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� In addition, BCG cooperated with the World Federation of People Management Associations (WFPMA) on two global studies in 2008 and 2010.


� See also "Global Talent Risk—Seven Responses," World Economic Forum and The Boston Consulting Group, 2011


� For more information, see “Hard-Wiring Diversity into Your Business”, BCG/EAPM, June 2011 


� source: EUROPEAN COMMISSION
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