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PICKING UP AGAIN

Fol lowing the marked slowdown in growth
in 2001, the French economy has got
some colour back in its cheeks since the be-
ginning of the year. In symmetry with what
was seen towards the end of last year, there
has been a recovery in business leaders' ex-
pectations, a halt to the de-stocking behav-
iour and a revival in exports. Even so, while
household consumption continues to make
progress, investment is still sluggish.

The end of the spring findsthe euro zone' sin-
ternational environment apparently buoyant.
In the United Sates, growth was boosted in
the early part of the year by massive fiscal
support andisnow set to persist, although at a
more moderate pace. In the short term, the
curb on the development of a new upswing
phase lies not so much in the very large exter-
nal deficit asin the need for companiesto put
their accounts in order. In the wake of the
American economy, emerging Asia is experi-
encing a recovery and the Japanese economy
isreviving, although with no guaranteethat it
has definitely emerged from recession. The
Latin American economies remain handi-
capped by the Argentinian crisis.

Growth intheeuro zoneturned positive again
in Q1, thanks to the recovery in external
trade. This, coupled with major re-stocking
this spring, has meant a recovery for the in-
dustrial sector. However, domestic demandis
picking up only gradually, notably in Ger-
many. The continuing steep rise in pricesin
theearly part of the year has held back house-
hold consumption. However, inflation in the
euro zoneisnow easing off and therisein the
European currency should provide further
support for this tendency. With a better tone

on the employment market dueto thereturnto
growth, the conditions are now in place for
the strengthening of consumptionthat isprob-
ably indispensable if investment is to get go-
ing again.

Household consumption in France has been
more dynamic than inits partner countriesin
the recent past because of stronger income
growth. It has also provided backing for
growth. Having weakened towar ds the end of
last year, the GDP growthrateroseto0.4%in
Q1 and should be better still in Q2, benefiting
fromtherebound effect related to thereversal
of inventory behaviour. This improvement in
activity should gradually have repercussions
for employment, although firms are likely in
the short term to be cautious about hiring, in
view of theneed torehabilitatetheir accounts,
which gad substantially deteriorated in 2001.
Asaresult, the unemployment rateislikely to
stabilise only during H2. Household con-
sumption seems set to rise at a steady rate of
2%, against a background of continuing ro-
bust income growth —although not asfast as
last year —and the slow return of underlying
inflation to bel ow 2%. The year-on-year price
rise, which has now fallen back to around
1.5%, can be expectedtoriseat thevery end of
theyear astheresult of an adver se base effect.
With investment gradually picking up again,
growthwould beinstalled on a path of dlightly
better than 2.5 %. On an annual average ba-
sis, GDPisexpectedtorisein 2002 by 1.4%in
France and 1% in the euro zone. The princi-
pal uncertainty surrounding this prediction
liesin the evolution of the dollar. If its depre-
ciation were to gather pace this could end by
having an impact on European business|ead-
ers expectations. m
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Slower growth in the United States

following the upturn at the start of the year
____________________________________________________________________|

The slowdown in the American economy that had
begun in mid-2000 came to an end at the beginning
of thisyear. Having been virtually stagnant through-
out 2001, economic activity rallied strongly in Q1
2002. Two factors explain the strength of this recov-
ery: ahighly expansionary fiscal policy and the re-
versal of inventory behaviour. Thefirst of these took
the form of accelerated growth in public spending
and especialy sharp tax cuts in favour of house-
holds, permitting a sharp re-acceleration in private
consumption at the end of last year. The resumption
of stock building, which reflects the recovery in
American firms expectations, made a contribution
that was all the greater because of the massive scale
of last year’ sde-stocking, accentuated following the
11 September terrorist attacks.

However, thesetwo upturn factors, which have made
it possibletotrigger off therecovery, arelikely to see
their effects fade rapidly. In these circumstances,
United States growth can be expected to be at amore
modest rate in the second part of theyear. Therisein
household spending would return more in line with
that of earned incomes, which have slowed down
distinctly in the past year as aresult of the deteriora-
tionin employment and are now likely to stabilisein
view of the slow improvement on the employment
market. Productiveinvestment, meanwhile, at atime
when monetary policy is still highly accommodat-
ing, should return to an upward path. After falling
continuously for two years, it would benefit from the
improvement in the corporatefinancial situation and
from the relatively favourable demand outlook.

All things considered, growth in the United States
should beat anannual rate of 2.5%-3%inH2, having
been more than 4% in H1.
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More dynamic world trade
|

Recovery in the United States has also led to an up-
turn in imports and this has breathed new life into
world trade.

The Asian economies were the first to benefit from
the recovery in demand for high-tech products and
from the strength of consumption by American
households. Economic recovery in these countries
accordingly took placeat an early stage. Onthe other
hand, Latin America continues to suffer the conse-
quences of the crisis in Argentina. A concern to
maintain monetary stability hasled central banksto
raise interest rates sharply and this is holding back
domestic demand. The Central and Eastern Euro-
pean countries, highly dependent on their exportsto
the euro zone, are gradually seeing their prospects
improve. The United Kingdom isin the same situa-

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

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

2000 2001 2002 2000(2001 {2002
QL | Q2 | @ | Q4 | Q1 | Q2 | Q3 | Q4 | Q1 | Q2 | Q3 | Q4

GDP (100%) 1.1 0.9 0.5 1.3 0.3 | -0.1 05 | -04 0.4 0.8 0.7 0.7 4.1 1.8 1.4
Imports (27%) 38 | 37| 40| 31 |-23 |-18 |-1.0 | -3.2 23 | 23 | 28 19 |151 | 0.1 | 24
(of which merchandises) (24%) | 36 | 34 | 42| 36 | -25|-16 |-09 | -39 | 28| 26 | 32| 22 |155 | 03 | 31
Consumption (54%) | 08| 03| 05| 06| 12| 02| 10| 03| 02| 06 | 06 | 05 | 29 | 27 | 18
Public consumption (23%) 05| 09 | 05 11|, 03| 05| 09| 03| 07| 08| 06| 06| 28| 25| 25
Investment (20%) 2.8 15 1.9 19 |-01 |-03| 03| 02| 02| 00| 02| 04| 83| 26| 06
of which:
yf‘flzggf)’;‘;aé 2"; Z‘t’é flg‘;g :"S”d (12%) | 28| 12| 31| 28| -08| 01| 00| 03| 01| 00| 03| 06| 89| 33| 06
Households (5%) 22| 12 |-03|-05| 02| -1.3 0.3 | -0.1 0.1 | -01 0.0 | -0.1 4.1 | -08 | -0.2
Exports (29%) 35 4.2 2.4 31 -04 |-27 |-08 |-24 2.1 1.0 1.2 25 136 1.0 1.1
(of which merchandises) (24%) 34 39| 23| 34|-03|-25|-05|-29| 28| 13| 15| 29 133 | 15| 21
Domestic demand 12| 07| 08| 10| 07| 02| 08| 03] 03| 05| 05| 05| 39| 26| 17
Contributions to growth
Internal demand ex. inventory changes| 1.1 | 0.7 | 08 | 1.0 | 0.7 | 0.2 | 08 | 03 | 03 | 05| 05 | 05 | 38 | 26 | 17
Inventory changes 00|00, 0103,-09|01|-03|-09|01)| 07| 05| 00| 04]-10)| 00
Net foreign trade 0.0 0.2 | -04 0.1 05 | -0.3 0.0 0.2 00 | -0.3 | -04 0.2 | -01 03 | -0.3

Forecast
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tion: a recovery in the industrial sector has taken
shape in Q2, helped on by the revival in European
inter-industrial trade, but at the sametime household
consumption, hitherto highly dynamic, is likely to
slow down. However, an expansionary policy with
regard to public spending should bolster thereturnto
growth.

The euro zone likely to benefit from

the upturn in the inventory cycle
|

After declining towards the end of 2001, euro-zone
GDP returned to modest growth in Q1 2002, thanks
to the upturn in world activity and the resulting in-
creasein external demand. In thisimproved climate,
European industrial leaders expectations, as re-
ported in business surveys, have shown amarked up-
turn since February. Theimprovement inthedemand
outlook, the improvement — more recent and more
modest — in the price outlook and the fact that
stocksarenow regarded asbeingonthesdimsideare
al indicators that inventory behaviour is being re-
versed this spring throughout the euro zone. Activity
in Europewould thusbenefit fromasimilar tendency
to that seen in the United States, but with aslight de-

lay.

France has participated inthismovement. Already in
Q1 2002 stock movements, by returning to neutral
after being distinctly adverse towards the end of last
year, have contributed to the upturn in French activ-
ity. Thisneutrality should now bereplaced by amore
markedly positive contribution, providing a supple-
ment to growth in both Q2 and Q3.

Stabilisation on the labour market by

the end of the year
I

After three years of very strong growth, total em-
ployment beganto slow downlast year in France, un-
der the impact of the downturn in the economic
situation. Allowing for the usual lagsinherent inthe
productivity cycle, thisslowdown can be expected to
last throughout H1 2002. After that, the first effects
of the current upturn in activity should befelt on the
labour market, but the impact is likely to remain
modest between now and theend of theyear, asfirms
will initially be coping with the need to rebuild profit
margins, which had narrowed sharply in 2001.
Growth in dependent employment in the private sec-
tor islikely to be no more than 0.2% in H1 2002, be-
fore recovering slightly to 0.3% in H2. Total
employment would rise by 95,000 in 2002, com-
pared with 240,000 in 2001.

In these circumstances, unemployment, which has
tended to rise dightly since the beginning of year,
could level off in H2, with the employment rate
standing at around 9.1% next December.
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Less dynamic growth in household

incomes in France
|

Themarked slowdown in employmentisliableto be
accompanied by a dightly smaller slowdown in av-
erageearnings per head. For onething, therecent de-
terioration on the labour market is likely to have an
impact on wage negotiations. For another, the statu-
tory adjustment in the minimum wage and the
monthly remuneration guarantees will be smaller
than last year. On the other hand, even though infla-
tion haseased in Q2, the spurt inthe early part of the
year will probably have had a delayed braking im-
pact on the slowdown in wage growth, as will the
ending of the wage freezes or wage restraint pro-
vided for in many of the agreements concerning the
reduction inworking hourssigned at the end of 1999
and during 2000.

All things considered, households' earnedincomeis
likely to low down distinctly this year. This ten-
dency would be partly compensated by the continu-
ing strong risein social benefitsand by further cutsin
taxes and compulsory contributions. The initial Fi-
nance Act for 2002 provides for a further reduction
in personal incometax brackets, aswell asaprolon-
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gation of the «employment premium» for atotal sum
not far off the cost of its creation in September 2001
and its repetition at the end of last year.

Inflation to ease in mid-year
|

On top of the slowdown in nominal incomes, allow-
ance also hasto be made for aslight deceleration in
prices on an annual average basis, the result being
that the purchasing power of household incomesis
expected to rise by 1.9% in 2002, meaning still ro-
bust growth, but down on the historic peak of 3.5%
recorded in 2001.

Infact, inflation picked up in France in January and
remained above 2% until April. The January spurt
was due to unfavourable base effects in the case of
energy and housing services, to a steep increase in
prices of fresh produce, and to asmall «euro effect»
(0.1 of apoint). Other contributing factors were the
riseintheoil priceat theend of Q1 andtherevisionin
doctors’ consultation fees, the initial impact of
which was visible in February and whose impact on
overall inflation (allowing for the agreements
reached recently) can be expected to amount to 0.2 of
apoint by the end of 2002. However, inflation has
ebbed in May, ontheback of areturnto normal inthe
case of pricesof fresh produce. Onthe assumption of
a stabilisation of the oil price at USD 25/barrel and
the EUR/USD rateat 0.94, imported inflation should
continue to move favourably. Overal inflation is
likely to be dlightly above 1.5% in the summer and
early autumn, before rising temporarily at the very
end of the year to 2.1%, as the result of an adverse
base effect in the case of energy.

Meanwhile, underlying inflation, which had risen
steadily in the past two years, stabilised in H1 2002
at a somewhat higher level than expected (dlightly
above 2%), under the impact of the sharp risein unit
wage costs and, to a more margina extent, the
changeover to the euro. However, the second-round
effects of the earlier rise in the oil price and the de-
preciation of the euro are now coming to an end.

Given the gradual diffusion of the fall in industrial
selling prices that took place in 2001 and the ex-
pected stabilisation of unit wage costs, underlying
inflation should now decline very gradualy, return-
ing to dlightly below 2% next December.

Recovery in household consumption in H2
I ——

Having been the sole remaining mainstay of French
growth in 2001, consumption began to |ose momen-
tum towards the end of last year under theimpact of
the slowdown inincomes. It has remained lacklustre
in the early part of the year, although the sharp drop
in spending on energy, most probably linked to the
mild winter, tendsto conceal aslightly more positive
underlying tendency.

This development means that France has merely
falenintolinewith atendency currently operatingin
the euro zone as a whole, but with a slight timelag
and in more moderate fashion, because the growth
momentum in purchasing power had been compara-
tively more favourabl e than el sewhere, thanksto tax
cuts. Taking Europe as a whole, household con-
sumption in fact levelled off in mid-2001 and stag-
natedin Q1 2002. The principal explanationsarethe
same everywhere: aslowdown in earned incomes as
aresult of the deterioration of labour markets, but
asoanupturnininflationintheearly part of theyear
(with a peak for the euro zone at 2.7% in January).
Quite apart from the direct impact on purchasing
power, these two factors seem also to have prompted
arise in European households' saving. In addition,
their purchasing behaviour may also have been tem-
porarily affected by the changeover to theeuro, since
the impact of this on the overal price level, even
though it has remained limited to a few tenths of a
point at most, generated fears of inflation. Thisin
turn is probably explained by the fact that the prices
of those products and services most affected by
rounding practices are among those with high pur-
chase frequencies. Finally, more limited room for

FRANCE INFLATION BREAKDOWN
contribution of the main items
yoygrowthin %
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manoeuvre in fisca policy in the euro zone meant
that it was not possibleto boost household incometo
the same extent asin the United States.

However, purchasing behaviour can be expected to
relax with the help of this spring’s decline in infla-
tion and later thanks to the stabilisation in employ-
ment. Consumption would then return to an annual
growthrateof closeto 2%inH2 2002, bothin France
and inthezoneasawhole. In the case of France, this
tendency would mean that householdswould reduce
their saving in order to cushion fluctuationsin pur-
chasing power.

Gradual recovery in investment
I —

Firmer consumption growth would be akey element
in the revival in activity in the euro zone in that, by
underpinning the present tendency for businesslead-
ers’ expectationsto improve, it would permit agrad-
ual upturnininvestmentin H2. In general, European
firms are now enjoying favourable financing condi-
tions. Although the cost of long-term borrowing has
recently risen somewhat with the prospect of agrad-
ual tightening of monetary policy, it remains rela
tively low. In addition, the possibilities for firms to
financeinvestment out of their own resources are set
toimprove. An additional factor in Franceisthat cor-
porate accounts should benefit in 2002 from a con-
tinuation of the suppression of the supplementary
10% contribution and the ending of the exceptional
contribution demanded of oil firms.

Investment growth could accelerate beyond the end
of the year, once the final uncertainties concerning
the durability of growth in the world economy have
been lifted.

French exports should continue to rise during 2002,
with the impact of the acceleration in world demand
for French products barely curbed by the recent ap-
preciation inthe exchangerate, especially asthisac-
celeration to alarge extent involves trade within the
euro zone. Imports would recover even more during
the year, being traditionally more affected by any
marked changes in the inventory cycle. Last year,
they seem to have dropped sharply at the time of
de-stocking; now that this movement has been re-
versed, their recovery should also be spectacular.

GDP to rise by almost 1.5% in 2002

The upturn in French economic activity in 2002
would be reflected above all in arecovery in indus-
trial output. Intermediate goods are likely to benefit
from less restrictive inventory behaviour on the part
of industrial firms and from the revival in inter-in-
dustry trade in the euro zone. Production of con-
sumer goods would be stimulated by robust
household consumption and by the acceleration in

FRENCH HOUSEHOLD : CONSUMPTION EXPENDITURE,
PURCHASING POWER AND CONFIDENCE INDEX
5 _yoy growth, in % standardized balances of opinion_ %
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exports. Activity in the services sector, after slowing
down in 2001, should settle at a fairly brisk rate.
Transport would benefit particularly from arecovery
inair transport, following the steep drop recorded in
the aftermath of 11 September. On the other hand,
the construction branch, after several yearsof strong
growth, is likely to continue the slowdown that be-
gan last year. Activity inthe public works sector will
still bear the traces of the post-municipal-election
context, whileresidential housingwill probably tend
to level off.

All thingsconsidered, GDPislikely to grow by 1.4%
on average in 2002. This figure would be roughly
one half-point higher than growth in the euro zone as
a whole, given that the slowdown in consumption
has taken place later and been more modest than
elsewhere. A particularly strong force for growth
this spring would be dynamic inventory behaviour.
In H2, growth should be at an annual rate of dlightly
above 2.5%, on the back of asteady improvement in
consumption and a gradual recovery in investment.
However, this scenario is based on the assumption
that changesin exchangerateswill berelatively lim-
ited. Inthe event of asharp depreciationinthedollar,
especially if it were to weaken businessleaders’ ex-
pectations, the growth rate might be somewhat less
favourable by the end of the year. m
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