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THE RIGOURS OF WINTER

he year 2001 has marked a turning point

in the upswing in the French economy
that began five years ago. GDP growth, at
2.1%, is more than a percentage point down
on previousyears. Itistruethat, with the ex-
ception of household consumption, which has
remained dynamic because of strong income
growth, all components of demand were
headed downward from the start of the year.
In line with the exceptional contraction in
world trade, exports have declined steadily.
Reflecting their sensitivity to theinter national
environment, firmsvery rapidly cut back their
investment and adjusted their inventories. As
a direct consequence of the slowdown in
growth, employment has grown much less
rapidly (190,000 jobs created in the market
sector in 2001, as against 530,000 in 2000)
and the decline in unemployment that had
lasted for four years came to an end in the
summer.

On the eve of 2002, the euro zone's interna-
tional environment ismarked by recessionsin
the United Sates and Japan and by the re-
lated difficultiesintheemerging zones. Inthis
depressed economic situation that is simulta-
neously affecting all zones, an upturn in the
American economy will be crucial. Vigorous
action on the part of the authorities, notably
through an unprecedented seriesof cutsinin-
terest rates, has established the conditionsfor
recovery in the United States. But household
demand, affected by the deterioration on the
labour market, could weaken just when in-
vestment, whose fall has had a lot to do with
the slowdown, isabout to have a less negative
effect on activity. This meansthat the Ameri-
can economy would not post any substantial
growth before mid-2002. In these circum-
stances, the euro zonewould stagnatein com-
ing months, with growth based solely on the

rise in household demand. The performance
of Germany would be bel ow the European av-
erage, those of Italy and France somewhat
above.

In France, the 11 September events have
added to the uncertainty. Just when the econ-
omy was posting signs that domestic demand
was holding up well, thistragedy produced an
additional shock that intensified the downturn
in corporate spending. The climate of uncer-
tainty and a configuration in which the vari-
ous demand components are showing
divergent evolutions undoubtedly make any
forecasting exercise more problematical than
usual. The key element is that therise in in-
comes, which hasaccel erated distinctly in H2
2001, is expected to keep consumption rising
at the beginning of 2002 at a rate of 2%, with
the easing of inflation back to a year-on-year
rise of around 1% in June 2002, adding to the
increase in purchasing power. Therisein the
unemployment rate linked to the stagnation of
empl oyment woul d remai n sufficiently modest
not tolead to a build-up in precautionary sav-
ing. With a return to more neutral behaviour
onthepart of cor porate demand, especially as
regards inventories, and an improvement in
foreign trade, the growth rate would again
rise above 1% in the spring, after stagnating
for two quarters. The signals now visible
mean that it is necessary to remain prudent
regarding the possibility of an upturn within
the time-horizon of this note. Conversely,
firms' capacity to react could come into play
just as much on the upside as the downside,
and with the general conditions surrounding
activity, especially in the monetary field, re-
maining favourable, there is nothing to pre-
vent a strong upturn in growth once business
leaders see tangible signs of an acceleration
in the United States economy.
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A world-wide economic downturn

The hard landing for the United States economy that
beganin Q3 2000 wastriggered off by adownturnin
investment, itself brought on by the sudden down-
ward revision in profit expectations linked to the
surge in high-technology and by the worsening in
US companies financial accounts. This downturn
rapidly spread to the whole of theworld. Theimpact
of thelevelling off in world trade was then amplified
in that firms throughout the world reacted strongly
by cutting stocks and cancelling a large number of
investment projects as of the winter of 2000-2001.
Concernsraised by the consequences of theterrorist
attacksin the United States constituted an additional
shock and led to a short-term acceleration in the de-
clinein expectations.

Stabilisation of the American economy by
the spring

After slowing down substantially, United States
GDP actually begantofall in Q32001 and thisfall is
expected to continue until Q1 2002. Theseveredete-
rioration on the employment market is now ad-
versely affecting both incomes and household
confidence. Consumption by American households,
which showed itsfirst real signs of weaknessin Q3,
is expected to touch bottom early next year. Con-
versely, the very low level of inventoriesheld by US
firmsgivesreason to hopethat the major de-stocking
recorded thisyear could cometo anend. Itisnow a
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year since the Fed began easing its monetary stance.
The relaxation of fiscal policy was launched in Q3
and afurther set of tax cutsis planned for 2002, al-
though the amount and timing have still not been de-
cided. This means that an upturn in American
activity couldtakeplaceby next spring, althoughitis
impossible to be certain about either the date or the
amplitude. Meanwhile, Japan, which had not man-
aged to rid itself of deflation in the previous up-
swing, formally entered recession in Q2 2001, with
slack consumption and a very fragile financial sys-
tem.

This means that two of the three largest economies
arecurrently inrecession and have brought down the
emerging zoneswith them. South-East Asian coun-

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*
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2
GDP (100%) 0.8 0.9 0.7 0.9 0.4 0.2 0.5 0.0 0.1 0.4 35 2.1 0.7
Imports (27%) 4.9 3.9 4.4 2.0 -1.7 -1.0 -1.5 -0.8 -0.2 0.3 | 15.2 1.1 -1.5
(of which merchandises) (24%) 51 4.1 4.8 2.0 -2.1 -1.2 -1.8 -0.4 -0.4 0.5 | 16.8 0.7 -1.6
Consumption (54%) 0.6 0.6 0.6 0.2 1.3 0.3 1.2 0.4 0.6 0.5 2.8 2.9 2.0
Public consumption (24%) 0.4 0.8 0.4 0.8 0.4 0.6 0.8 0.5 0.6 0.6 2.4 2.4 2.0
Investment (20%) 1.9 2.0 12 1.7 0.6 | -0.3 0.1 -03 | -01 | -0.1 6.2 27 | -05
of which:
Non financial corporated and %) | 18| 23| 21| 24| 04| 01| -02|-05| -03| 01| 71| 36| -09
unincorporated enterprises
Households (5%) 2.3 1.3 -0.2 -0.1 0.4 -1.3 0.1 0.3 0.4 -0.1 4.6 -0.3 0.2
Exports (29%) 4.3 4.3 2.6 2.8 -0.3 -15 -15 -1.7 -0.7 0.1 | 134 1.8 -3.0
(of which merchandises) (24%) 4.4 45 24 23| 02| 25| -06 | -1.7 | -0.8 0.2 | 14.0 12 | -28
Domestic demand 0.8 0.9 0.7 0.6 0.9 0.3 0.9 0.3 0.4 0.4 3.4 2.7 1.4
Contributions to growth
lgtrflrgﬁgggga”d excluding inven- 08| 09| 07| 06| 09| 02| 09| 03| 04| 04| 33| 26| 14
Inventory changes 0.0 | -0.2 04 | -01 | -08 02 | -04 0.0 | -0.1 0.0 03 | -08 | -03
Net foreign trade 0.0 0.2 -0.4 0.3 0.4 -0.2 0.0 -0.3 -0.2 0.0 -0.1 0.2 -0.5

Forecasts
* carry over effect at Q2
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tries specialising in output based on new technolo-
gies (Taiwan, Hong Kong, Singapore) saw adecline
in their activity as far back as the beginning of this
year and the others, whose exports had previously
been somewhat spared, are now likely to suffer more
fromthefall incommodity pricesand theweakening
of United States private consumption. Latin Amer-
icais being subjected to the combined effects of the
Argentinian debt crisis and the American recession.
Russia, which had benefited from a positiveincome
shock thanks to the rise in oil prices in 1999 and
2000, seemsfor thetimebeing to be holding up well,
on the back of dynamic domestic demand. The cen-
tral and eastern European countries, although con-
taminated by the market slowdown in the euro zone,
are a so being buoyed up by relatively robust private
consumption.

Finally, the United Kingdom is showing resistance
tothedownturnintheworld economic situation. Al-
though gradually weakening, activity should be un-
derpinned by continuing growth in private
consumption and by an accommodating fiscal pol-

icy.

The weakening in European corporate de-
mand that began in early 2001

With hindsight, 2001 will be noted for the collapsein
international trade. For thefirst timein morethan 20
years, world demand for euro-zone countries’ ex-
portsislikely to have shown at | east four consecutive
quarterly falls.

Theeurozoneasawholewasunabletoresist thisex-
ternal demand shock, despite its relatively low de-
gree of openness”, as this was accompanied by a
reversal in businessleaders’ expectations. Although
faced with European household demand that was ac-
celerating again — after absorbing theimpact of the
higher oil price— firmsin fact reacted very rapidly
to the rising uncertainty by shelving numerous in-
vestment projects and by massive de-stocking. The
resulting downturn in European inter-industry trade,
especially in the intermediate goods branch, aggra
vated the decline in exports of each European coun-
try takenindividually, while at the sametimeleading
to corresponding declines in their imports.

The rising uncertainty linked to the terrorist attacks
on United States merely amplified this tendency.

Allinall, activity in the euro zone has been dragged
down by the sharp declinein corporate demand. Af-
ter rising by around 9%, productive investment
seems to have been on a downward path of 4%
throughout 2001®. In addition, de-stocking is
thought to havelopped Y2apoint off euro-zone GDP.

The French experience matchesthistendency at Eu-
ropeanlevel. In particular, the contribution of stocks
is estimated to have held back activity by 0.8 of a
point.

Moreover, after rising at a rate of 10% in 2000, in-
vestment by French firms slowed down sharply, re-
turning to an annual growth rate of the order of 1%in
H1 2001 before declining since Q3 at arate of be-
tween 1% and 2%.

Admittedly, Frenchfirmshadto facethedownturnin
the world economic situation in a less sound finan-
cial situation. In 2000, under the impact of the
higher oil price, and thenin 2001 under theimpact of
the deterioration in productivity, corporate profit ra-
tios were reduced, impairing firms capacity to fi-
nance investment out of their own resources. In
addition, the halt imposed on issues of equity capital
following the fall on the stock market beginning in
Q2 2000 meant that the source of almost half their
external financing dried up.

In 2001, the downturn in the momentum of French
imports reflected the very severe adjustment in cor-
porate demand. Importsin H1 fell even more than
exports, with the drop particularly marked in thein-
termediate goods branch as the result of the
de-stocking tendency. Moreover, just as hew-tech-
nology products had pushed up French imports in
2000, the marked decline since then is contributing
to the scale of the present fall.

Stocking tendencies likely to have a more

neutral impact on activity in H1 2002
_____________________________________________________________________|

In Franceandintheeuro zoneasawhole, the present
outlook for demand, especially from abroad, gives
no reason to expect arapid recovery in corporatein-
vestment, whichislikely to continueto declinein H1
2002, as suggested by the initial estimates derived
from the investment survey of French industry car-
ried out last October.

Ontheother hand, following the marked de-stocking
tendency in H1 2001 and its continuation brought on
by the additional shock which the events of 11 Sep-
tember have produced on expectations, corporatede-
mand could benefitin H1 2002 from areturnto more
neutral stocking tendencies.

(1)Exports and imports are each equivalent to 14% of euro-zone
GDP.

(2)Eurostat does not publish figures for corporate investment in
the euro zone. The figures given here are orders of magnitude, ob-
tained by adding together corporate investment ex construction for
the principal countries.
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Thiswould diminishthedeclineinimports. Thesit-
uation is likely to be much the same in the other
countries, so that exportswould al so ceaseto decline
by next spring.

Slight rise in unemployment
_____________________________________________________________________|

Following the record level of job creation (530,000)
posted in the competitive sectors in 2000, 2001 has
been marked by a distinct weakening in Q2 in ten-
dencies on the labour market. 160,000 market-sec-
tor jobswere created in thefirst half but probably no
morethan 30,000inthesecond. Allowingforlagsin
the adjustment of employment to activity and the
fact that theimpact of thereductioninworking hours
will besubstantially smaller thaninthe past, depend-
ent employment in the competitive sectorsis likely
to post aslight declinein H1 2002. However, when
thenon-market sector istaken into account, total em-
ployment islikely to show asmaller slowdown, nota-
bly thanksto new jobs expected to be created as part
of the “contrats-emplois-solidarité” arrangements.

Thiswould mean astablelevel of employment inthe
first half of next year.

In these circumstances, the slight rise in the unem-
ployment rate can be expected to continue, to around
9 Y% in June 2002, compared with 9.0% in Decem-
ber 2001, returning to its October 2000 level.

Household incomes still robust, despite

slowing down
_____________________________________________________________________|

The slowdown in employment isleaving itsmark on
the evolutionsinthetotal wagebill and in household
disposable income.

Other components of income remain dynamic, how-
ever, and therisein wagesin the competitive sectors
remains relatively firm, although still somewhat at-
tenuated by thewagerestraint linked to thereduction
inworking hours. Under the combined impact of the
sharpfall in unemployment in 2000 and thewage ad-
justments linked to past rises in inflation, growth in
the averagewagein fact acceleratedin H1 2001, toa
year-on-year rate of 2.8%, as against 2.4% a year
earlier. Under the impact of the present disinflation
and the increasing unemployment, wages are ex-
pected to slow down dlightly by next spring.

All in all, under the impact of the slowdown in em-
ployment, the wage bill in the competitive sectorsis
aso likely to slow down considerably, from an an-
nual rate of morethan 6% until mid-2001 to arate of
just above 3% in mid-2002. The total amount of
wages received by households is likely to stand up
somewhat better, thanksto the accel eration in wages
and salaries paid out by general government.

UNEMPLOMENT RATE IN FRANCE
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Household incomes enjoyed the benefit of further
tax cuts in H2 2001. The cuts in rates for al in-
come-tax brackets, aswell astheintroduction of the
PPE (employment premium), reduced taxes by 4.3
billioneuros. Therenewal of thispremium for asum
of 1.2 million euros, announced by the government
aspart of its consolidation package, will again boost
income growth this winter.

Finally, 2001 has been marked by an accelerationin
benefits paid out to households through the adjust-
ment of pensions and the risein unemployment ben-
efit (increased allowances, ending of the degressive
nature of benefits in the framework of the PARE®
and theriseinthe number of unemployed since Q3).

This meansthat gross househol d disposable income
growth will have slowed down in 2002 under theim-
pact of the slowdown in earned income, but, given
that it was still rising at avery rapid rate in the early
part of 2001, its growth rate can be expected to con-
tinueto berelatively robust. |naddition, the ongoing
declineininflationisexpectedtolast and would pro-
vide support for purchasing power gains. After
peaking at 2.3% in May, inflation has eased in H2

(3)“ Plan d’ Aide au Retour al’Emploi” , a joint public-private con-
ditional package to help those who are out of work.
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2001 under theimpact of the declinein prices of pe-
troleum products. At the same time, underlying in-
flation has continued its slow growth, reflecting the
diffusion of past risesin the il priceand thedepreci-
ation of the euro.

On the assumption that the euro exchange rate stabi-
lises at USD 0.90 and that the ail price is around
USD 20 per barrel in the spring, the tendency in en-
ergy prices would continue to be negative. More-
over, food prices should return to normal after the
exceptional events that affected them in 2001, lead-
ing to a favourable base effect on the year-on-year
figures recorded in mid-2002. Besides, by this hori-
zon, underlying inflation is likely to ease back to
around 1.5%. The diffusion of imported inflation
should be coming to an end, while the deterioration
in the economic climate will mean a distinct reduc-
tionin pressuresontheproductive system. A aresult,
overall inflation should be at 1.1% in June 2002,

All things considered, following a record rise of
3.7%in H1, household purchasing power can be ex-
pected to slow down under theimpact of the deterio-
ration on the labour market, although still growing
relatively favourably. Inthe middle of next year, its
growth carry-over islikely to be of the order of 2%
(by comparison, itamountedto 2.7%in mid-2001).

Robust consumption
_____________________________________________________________________|

Thisyear, the sharp risein purchasing power has en-
abled household consumptiontorisecontinually at a
firm annual rate, of the order of 3%. Itislikely to
ease back in H1 2002 under the impact of the slow-
down in income growth, returning to a rate of
dightly better than 296°.

This being so, households are expected to reduce
their saving inthe early part of 2002. Thistendency,
like the corresponding increase in 2001, would be
dueto classic trade-off behaviour aimed at smooth-
ing out variations in income. It would also be en-
couraged by the stabilisation in household
confidence at what continues to be arelatively high
level. Infact, after being exceptionally high in the
early part of 2001, itsfall during the rest of year has
already largely incorporated the deterioration in out-
look for thelabour market, and unemployment isnot
expected to rise other than very gradually between
now and next June.

Purchases of manufactures are expected to weaken
in H1 2002. In particular, the tendency in car pur-
chases, which had been very brisk in 2001, islikely
to be less favourable. Consumption of servicesis
likely to have been curbed in Q4 2001 by the slow-
down in tourism-linked expenditure, as a conse-
guence of the terrorist attacks in the United States,
but it should returnto an annual rate of dightly better
than 3% at the beginning of next year, in other words
to apath slightly less steep than in recent years.

CONSUMER AND BUSINESS EXPECTATIONS
IN FRANCE
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(4)This scenario makes no allowance for the specific effect on
prices of the changeover to the euro. Thefirst conclusionsof are-
view of the impact of the change in currency (see special article)
lend support to this assumption.

(5) No significant impact of the changeover to euro on consump-
tion growth is assumed here.
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Households' investment in housing is likely to re-
main lacklustre, now that the major impact of thein-
centive measures has been exhausted (Perissol and
Besson legidation, cut in VAT to 5.5% early in
2000). Property prices have aready begun to level
off. Residential housing starts, especially for collec-
tive housing, are neverthelessnot pointingtoafall in
investment in the coming half-year.

This scenario for household demand applies also to
other countries in the euro zone, although not asin-
tensely. Having marked time in H2 2000 under the
impact of the higher oil price, European consump-
tion consolidated in H1 2001 thanksto the accelera-
tion in incomes brought about by cuts in taxes and
compulsory contributions applied in the leading
countries (Germany, France, Italy). It seemsto have
maintained amoderate growth rateinthe second half
of the year, suffering from the slowdown in job cre-
ation but profiting fromthedisinflation. InH1 2002,
theyear-on-year growthrateislikely toweaken alit-
tle more, coming out at 1.4%. Here too, the slow-
down in the total wage bill can be expected to leave
its mark on income. Moreover, the tax cutsthat had
boosted it in H1 2001 will no doubt be less substan-
tial for the zone as awhole, with only France intro-
ducing further cuts in the second half of the year,
while the measures planned for 2002 in Germany
and Italy will be on asmaller scale than in 2001.

However the slowdown in European household pur-
chasing power islikely to be cushioned by the con-
tinuing disinflation. The consumer pricerisein the

euro zone, after peaking at 3.4% in May 2001, looks
like being 2.0% at the end of this year and fal to
1.6% in June 2002.

The end of 2001 finds the French economy

close to stagnation
_____________________________________________________________________|

All things considered, the French economy will
prabably post growth of 2.1% for 2001. After being
closeto stagnation in Q4 2001 and Q1 2002, growth
islikely toremain modest inthespring. Atthebegin-
ning of next year, like its European partners, it
should benefit from a return to more neutral corpo-
rate stocking behaviour, aswell asthe continuing ro-
bust, albeit slower, growth in consumption.

This scenario reflects the caution imposed by the
current absence of any tangible sign of agenuinere-
covery in world trade and the uncertainty surround-
ing the exact date of the upturn in expectations.
American household consumption could yet provide
anasty surprise. Inthe other direction, an upturnin
expectationsin Europein the spring could, against a
background of an easing of the monetary stance in
the euro zone, lead to amore rapid and more distinct
improvement through areversal of corporate behav-
iour, involving re-stocking and a revival of invest-
ment. m
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