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CONSOLIDATION

Aféer weakening towards the end of 2002,
rench growth turned moderately posi-
tiveagain in Q1 2003, thanks to the progress
of consumption, which has been the mainstay
of activity for the past two years. At the same
time, the climate became one of high uncer-
tainty in the waiting period before the war in
Irag. Therapid ending of military operations
failed to producemorethanapartial recovery
inbusinessleaders and households’ expecta-
tions. For thebusinessleaders, thedeclinein
activity in neighbouring countries and the
rapid risein the euro exchange rate provided
two fresh sources of concern. For the house-
holds, the rise in unemployment still consti-
tutes a major worry, slightly compensated by
the decline ininflation linked to the easing of
oil prices. Smultaneously, theimpact on con-
sumption of the purchasing power gains seen
towards the end of 2002 decreased sharply.
In these circumstances, activity is likely to
have stagnated in Q2.

Just before mid-year, the euro zone' sinterna-
tional environment remains unsupportive. In
the United Sates, the awaited signs of in-
crease of growth are still sparse. GDP
growth also remains moderate in the United
Kingdom. Intheeuro zone, activity continued
to stagnatein Q1 and thistendency could well
have continued into Q2, to judge by the latest
business surveys.

For the second half of the year, the capacity
for an upturn seems much more significant in
the United Satesthanintheeurozone. Amer-
ican fiscal policy isdecidedly countercyclical
and the Fed’ s monetary stance haslong been
accommodative. The process of repayment of
cor porate debt and the adjustment in employ-
ment are both longer-established than in Eu-
rope. Finally, the recent evolution in

exchange rates is favouring growth in the
short termin the United States but having an
adver se effect on European business leaders
expectations. In these circumstances, Ameri-
can growth can be expected to accelerate in
H2, while remaining below its long-term
trend. Inthe euro zone, growth in activity is
likelyto remainvery moderate, withtherisein
consumption limited by the budgetary context
and by the continued adjustment in employ-
ment, while recovery in investment would re-
main slow because of the modest demand
outlook.

The French economy, for its part, is likely to
evolvein H2 in a manner very closeto that of
the euro-zone average. Consumption seems
set to grow dlightly faster than 1%, with pur-
chasing power underpinned by the declinein
inflation — the year-on-year priceriseisin
fact expected to bearound 1.5%in December.
Withinvestment projectsnolonger frozenand
with stocks making a slightly positive contri-
bution (but external trade a negative one),
French GDP should rise at an annual rate of
closeto 1.5% starting in Q3, bringing annual
average growth for 2003 to 0.8%. Employ-
ment will probably continue to stagnate, re-
sulting in a steady rise in the unemployment
rateto 9.6% at the end of the year. If thedol-
lar were to continue to dlide, this would be
cause for concern, notably via the threat this
would pose to the German economy. In the
other direction, a possible positive factor
might be arapidimprovement in expectations
in the euro zone under the influence of the
American upturn and theinterestrate cuts ap-
plied by the ECB, which would compensate
for the unfavourable short-term impact of
past movements in the exchange rate. m
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Until May, the situation in world industry
was marked by the wait-and-see attitudes

linked to the Iraqi crisis
|

United States growth came out below potential in
Q1, mainly because of the wait-and-see attitudes
provoked by international political uncertainties, an
attitude which intensified at the beginning of Q2.
The deterioration in the ISM composite index for
Americanindustry that had begunin January contin-
ued through April. In this uncertain environment,
firms preferred to limit production levels, postpone
investment projects and slow the rate of their stock
build-up. Thistype of behaviour waseven more pro-
nounced inthe United Kingdom, where GDP slowed
downin Q1.

Intheeuro zone, theindustrial productionindex rose
in Q1 at the samerate asin the United States (0.1%).
Business climate indicators in manufacturing show
that thisslacknesshas continued to persistintheeuro
zone during the spring, deteriorating further in May
at a time when the United States index rallied
strongly (cf. Graph 1).

The dissipation of uncertainties should
breathe new life into the American and

British economies
|

Several factors are likely to give arenewed boost to
consumption in the euro zone's two principal part-
ners. Thefal inthe oil price will benefit household
purchasing power. After peaking at over 34 $/barrel
at the beginning of March, the Brent price fell by
more than 10 $ with the ending of the military inter-
ventioninlrag. Fallingmoreintolinewithitsfunda-
mentals, the oil priceislikely to stabilise at around
25 $/barrel until the autumn, before easing back
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slightly towards 22 $ by the end of the year. These
tendencies would mean adeclinein inflation. Con-
sumption would be underpinned by the easing of the
negative wealth effects linked to the steep falls in
stock-market pricesin 2002.

In addition, investment should resumeitsinterrupted
growth in both the United States and the United
Kingdom, thanksto an improvement in expectations
and especidly to the easing of monetary and finan-
cial conditions. Therecovery in stock-market prices
and thedeclinein risk premiums reflect the more fa
vourable perception of companies financial situa-
tions on the part of the capital-providers.
Expectations regarding the evolution in leading
rates, which have already fallen to historically low
levels, are still headed downwards, notably in the
United States since the announcements made by the
Federal Reserve at the beginning of May. All things
considered, the present situationisone of easier bor-
rowing conditionsfor firms, and thisis propitiousto
an acceleration in investment.

FRANCE: GROSS DOMESTIC PRODUCT (volume) BY TYPE OF EXPENDITURE

(at 1995 prices seasonally and working-day adjusted data, % change from previous period)

2001 2002 2003 20012002 | 2003
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

GDP (100%) | 06 |-0.1 | 04 |-03| 07 | 05| 03 |-01| 03| 01| 03| 04| 21 | 12| 08
Imports (27%) | -1.6 | -1.6 | -0.9 | -1.3 1.6 0.8 09 | -0.6 0.7 0.8 1.0 1.2 1.4 0.7 2.3
Consumption (54%) | 1.3 | 03 | 08| 02| 02| 04| 04| 04| 06| 01| 03| 03] 27| 14| 15
Public consumption (23%) 0.6 0.6 1.3 0.6 1.4 1.1 0.7 0.7 0.1 0.6 0.6 0.6 3.2 4.1 2.2
Investment (20%) 0.5 | -0.9 0.1 | -05 00 |-04 | -07 | -11 0.4 0.2 0.3 0.6 21 |-14 | -04
of which:
Non financial corporated and 150y | 4 | 04 | 00 | -08 | -02|-14|-09|-17 | 05| 03| 05| 09| 35| -28|-09
unincorporated enterprises
Households 5% | 11|-09| 06| 00| 00| 11| 01 |-02)|-01|-02| 01| 01| 08| 08| 0.0
Exports (29%) | -03 |29 | 02 |-18 | 16 | 18 | 08 |-05 |-07 | 00 | 02| 0.8 | 1.8 | 1.2 | 0.1
Contributions to growth
Internal demand ex. inventory changes| 09 | 0.1 | 08 | 0.1 | 04 | 04 | 03| 02 | 04 | 02 | 04 | 04 | 26 | 14 | 13
Inventory changes -0.7 0.2 | -0.7 | -0.2 0.3 | -0.2 0.1 | -0.2 0.2 0.0 0.1 00 | -0.7 | -04 0.1
Net foreign trade 04  -04|03)|-02| 00| 03| 00| 00|-04]-02)|-02)|-01] 01| 02 |-06

Forecast
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A moderate upturn in activity islikely to follow the
improvement in demand from householdsand firms.
Theacceleration in growthin Q32003 islikely to be
lesspronounced inthe United Kingdom (0.4%, com-
pared with 0.3% in Q2) than in the United States
(0.7% and 0.3%), as consumption will be lesslively
than in 2002, given that the resources derived by
households from mortgage refinancing will have
slowed down substantially.

World trade should gradually benefit from this im-
provement in the American and British economic
situations. The ending of the wait-and-see attitudes
should bring about a revival in imports into both
countriesin Q2 and thiswould be bol stered by an ac-
celeration in exports, helped by the recent deprecia-
tion of the dollar and sterling versus the euro.

The appreciation of the single currency
means that the euro zone is unlikely to
benefit greatly from the revival

in world trade
|

Despite the more favourable international environ-
ment, foreign trade is unlikely to provide much of a
boost to euro-zone growthin 2003. The contribution
of foreign trade to growth, which was negative at the
end of 2002 and nil in Q1 2003, is likely to remain
close to zero until the end of the year. The virtually
uninterrupted appreciation of the euro in the past
year has in fact brought about a deterioration in the
Zone's price-competitiveness. Asaresult, exportsto
non-euro-zone countrieswoul d not benefit to thefull
extent from the recovery in theimports of the zone's
two principal partners (United Kingdom, United
States). Trade within the zone would have difficulty
inmaking up the shortfall because of the sl ackness of
demand within the zone. In France, it would be nec-
essary to wait until Q4 before seeing any export re-
covery take shape, when demand from within the
zone would become more buoyant (cf. Graph 2).

Under the impact of the deterioration
on the labour market, household
consumption in the euro zone is

likely to rise only very moderately
|

Household consumption is not expected to permit a
marked recovery in the euro zone, rising at a quar-
terly rate of 0.3% in the second part of 2003. Thisis
because the slowdown in employment growth since
the beginning of 2002 can be expected to continueto
hold back household income. Moreover, therisein
the unemployment rate is likely to encourage pre-
cautionary saving (cf. Graph 3). After deteriorating
during the winter, household confidence has risen
dlightly since April, following the ending of the con-
flict in Iraq (cf. Graph 4) but remains morose in
many euro-zone countries.
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Meanwhile, thefall intheoil pricein Q2 should help
to bring about a decline in inflation and this would
bolster purchasing power. Taking the assumptions
adopted for the oil price and assuming a stable ex-
changerate of 1.15 $totheeuro, inflationintheeuro
zone can be expected to stabilise at around 2.0%, af-
ter peaking at 2.4%thiswinter. Inthecaseof France,
inflation should fall even more, to stand at 1.5% in
December 2003 compared with 2.0% in June
(cf. Graph 5), athough a dight acceleration in the
prices of manufactured products and food excluding
seasonal producesislikely tobring about asmall and
temporary risein coreinflation in H2 2003.

Asin the other countries of the euro zone, however,
the declinein overall inflation would be too small to
keep the French population’'s purchasing power ris-
ing at thesamerateasin 2002. For onething, earned
income would be adversely affected by the deterio-
ration on the labour market in the early part of the
year. Infact, the unemployment rateislikely to con-
tinue to rise throughout the year, to stand at 9.6% in
December. The sharp slowdown in job creation is
unlikely to be compensated by the relatively rapid
growthinwagesdueto past pricerisesand, toasmall
extent, to the adjustment in the minimum wage gen-
erated by the «levelling-up» of the guaranteed
monthly wage and the hourly minimum wage rate.
Another factor operating in the same directionisthe
fact that certain exceptional incomerisesin 2002 in
theform of tax cutsand asubstantial growthinsocial
benefits will not be repeated in 2003. In particular,
modifications to the unemployment benefit system
can be expected to restrict the payment of claims. In
the end, purchasing power growth is expected to be
1.2% in 2003, down from 2.0% in 2002.

Given this slowdown in incomes, growth in French
household consumer spending will probably be
moderate, close to the euro-zone average. This
means a further diminution in what has been a spe-
cific feature of the French economy until now,
namely stronger consumption growth than in neigh-
bour countries. This introduces a contrast to previ-
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ousforecasts, which were based on amaintenance of
thisspecial feature. Householdincometurned outin
fact not to be as high as was forecast in 2002, partly
under the impact of a sharp reduction in income
linked tothefall in stock-market returnsand ininter-
est rates. An additional factor was the
greater-than-expected deterioration on the labour
market in Q1 2003, as aresult of the declinein GDP
in Q4 2002. This meansthat consumption, after be-
ing bolstered in Q1 (arise of 0.6%) by the energy
consumption due to the cold weather and by the im-
pact of thetax cutsintheprevious quarter, can be ex-
pected to slow down, recording an annual growth
rate of between 1.0% and 1.5% in H2.

The improvement in financing conditions
likely to mean a gradual recovery
in investment

Despite the weakness of export demand and the
moderate growth in household consumption, corpo-
rate investment is expected to recover gradually be-
tween now and the end of the year in all the
euro-zonecountries, although firmsremain preoccu-
pied by the need to put their balance sheetsin order.
Thereduction in the uncertaintieslinked to theinter-
national political situation and the improvement in
financing conditions should finally make up for the
lacklustre short-term demand prospects.

Three factors have contributed to the easing of mon-
etary and financial constraints in the euro zone.
First, firms obtaining their finance on the bond mar-
ket benefited in Q2 2003 from adeclinein their risk
premiums. Second, the easing of market rates,
bringing about adeclinein borrowing ratesin Q1, is
a positive factor for firms obtaining their finance
through borrowing. Third, the rally on the stock
markets between mid-March and end-May made up
for the declineinthe early part of theyear. Thissta-
bilisation meansthat external financing viashareis-
suesor shareexchangesisnolonger being penalised.
Theimprovement in stock-market pricesisalsoare-
flection of an improved profit outlook and thistoois
favourable to investment.

InFrance, firmsareinfact more optimisticregarding
their investment projects. Questionedin April 2003,
business leaders in the industrial sector indicated
that they were holding to their forecasts of arisein
their investment. In particular, the sharp risein en-
terprise creation in Q1 2003 (arise of 6.6% in the
three months to April compared with the same pe-
riod of the previous year) could be a further sign of
the recovery in their expectations. Moreover, the
upturnrecorded in Q1 for IT investment could bethe
sign of areversal of trend, as seemsto be confirmed
by theordering intentionsof I T wholesalers. Finally,
after almost two years of declining investment, the
trough seems to have been passed, as was already
suggested by the upturn in Q1. Corporate invest-
mentislikely torisethroughout 2003 (cf. Graph 6).
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The improvement in borrowing conditions should
also encourage less restrictive inventory behaviour.

In France, this financial easing is taking place at a
time when firms are regarding their stocks as on the
light side. Thismeansthat they should gradually be
revising their behaviour towards inventories so that
after two years in which inventory changes made a
negative contribution to growth, the contribution
should be dlightly positive in 2003.

Corporate demand therefore likely to

underpin production in H2
|

The combination of aone-off slowdown in domestic
demand and an unsupportive international environ-
ment can be expected to lead to a distinct downturn
in production in Q2 in the euro zone. This «bad
patch» in Q2 isillustrated by the situation in France:
production is likely to contract in manufacturing,
transport and wholesale distribution, reflecting the
decline in exports. Retailing and services, better
sheltered from the hazards of theinternational situa-
tion, are likely to grow at what are still positive but
lessfirm rates, reflecting the slowdown in consump-
tion.

The recovery in corporate demand, reflected in the
gradual accelerationininvestment, should neverthe-
less make it possible to return as of this summer to
firmer production rates, although still below poten-
tial. InFrance, in particular, first transport and then
wholesale trade would benefit from this support.
Manufacturing production would accelerate more
gradualy, inlinewith therecovery in exports, stimu-
lated towards the end of the year by more vigorous
exchanges between the euro-zone countries.

Thisimprovementin productionintheeuro zoneasa
wholein H2 would a so be intensified by the ending
of the deterioration in the construction sector. Euro-

pean business surveysin fact indicated an improve-
ment inthebusinessclimatein thissector intheearly
part of 2003. The recovery in private investment
could bolster activity in thissector, following thelow
point reached in France in Q2 2003 (cf. Graph 7).

France and the euro zone set to remain
in a consolidation phase until the end of

the year
|

Against a background of continuing slowdowns in
domestic demand and foreign trade, the euro zone's
GDPisexpected torise at arate of 0.2% per quarter
in the second part of the year. Activity would be
slightly firmer in France, with growth of 0.3%in Q3
and 0.4% in Q4, giving an annual average increase
for 2003 of 0.8%, asagainst 0.5% for theeuro zone.

There are a number of unknowns that could affect
this scenario. The upswing in the economic cycle
could be more pronounced, and activity firmer, if
businessleaders’ expectationswereto pick up faster
than expected. In particular, the T investment cycle
could be the deciding factor for amore rapid upturn
in total investment than the traditional determinants
are suggesting. A more marked upward movement
onthefinancial marketscould haveasimilar effect.

Conversely, continued appreciation of theeuro could
curb exports to countries outside the euro zone and
have a negative impact on European business |ead-
ers expectations, and this would have an unfavour-
able effect on growth. m

FRANCE: INVESTMENT AND BUSINESS CLIMATE
IN CONSTRUCTION
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