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Highlights

Recovery is on track but corporate debt is a risk

» Having fared much better than many of its Eurozone neighbours during the global financial
crisis, we expect France to continue to outperform much of the Eurozone over the next few
years. We forecast GDP growth at 1.2% this year and an average of 2% year-on-year in
2011-14. However, this does not mean that France will enjoy a smooth recovery, as rising
unemployment and corporate deleveraging could knock the recovery off course.

> As in the other Eurozone economies, we expect growth to have faltered at the beginning
of this year, weighed down by the cold weather and the fading impact of some stimulus
measures. In addition, a recovery in the labor market is still some quarters away. We expect
further rises in unemployment throughout this year, from 9.6% in 2009Q4 to peak at 10.5%
at the turn of 2010/11.

»> The recovery in France will be aided by the sound financial position of French households.
Consumers have relatively low levels of debt and do not need to go through the same degree
of painful adjustment as in US, UK, Spain or Ireland. Although the savings ratio increased
during the recession, as a response to increased uncertainty around job and income
security, this was not the same level as many other European coutries. As the recovery
builds momentum during 2010 and unemployment stabilizes, French households will be able
to free up some of these savings and increase spending.

> The financial position of French businesses appears less healthy as non-financial companies
have seen debt rise to around 150% of GDP. As with personal debt, this is also lower than in
other Eurozone countries on average, but quite a bit higher than levels in Germany, for
instance. Moreover, leverage has merely levelled off during the crisis. High levels of debt
could see French businesses go though an extended period of deleveraging as well as
limiting their ability to borrow. As a result, we expect investment by French business to be
broadly unchanged this year and to expand by around 3% in 2011.

» The French fiscal position appears stretched with the deficit at around 8% of GDP in 2009.
However, a large part of the increase in the budget deficit is accounted for by automatic
stabilizers. The budget deficit should therefore narrow significantly as growth resumes and
spending falls. As a result, the discretionary measures required to rein in the deficit are
smaller than in many other countries. We expect the deficit to fall to around 6.75% in 2011
and to 3% of GDP by 2014. The government's priorities seem to have shifted to the medium
term, with the ‘Grand Emprunt’ aimed at boosting innovation and growth and the start of
a long overdue debate on the pension system. However, the government'’s poor results in
the March regional elections may dent its appetite for reform.
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Recovery is on track but corporate

debt is a risk

France fared relatively better in the crisis ...

France has weathered the crisis relatively well, with a smaller fall in
GDP than in most other developed economies. Peak-to-trough GDP
fell by 3.5% in France compared with 5.7% in the rest of the
Eurozone. The country has benefited from not being too exposed
to financial and housing markets or to world trade. For instance,
while exports account for around 30% of French GDP, for the rest
of the Eurozone, exports (including within the Eurozone) account
for 50% of GDP. Moreover, large automatic stabilizers have also
helped buffer the impact of the crisis on household incomes:
government transfers that account for around 20% of consumers'
disposable income increased by 5% last year, providing a useful
offset to a marked slowdown in wage income.

... and should grow faster than average in coming years
We expect the French economy to grow slightly faster than the
Eurozone average over the next few years; GDP growth is forecast
at 1.2% this year and 1.8% in 2011. In the medium term, we expect
growth to average 2% per year during 2012-14, which is around
0.2% points higher than in the rest of the Eurozone.

However, this does not mean that France will enjoy a smooth ride
along the recovery path. French growth was surprisingly high side in

2009Q4, at 0.6%, while the Eurozone as a whole only increased by
0.1%. Nevertheless, as in the other Eurozone economies, we
expect growth to have faltered at the beginning of this year,
weighed down by the cold weather and the reduced effects of
some stimulus measures. Business confidence, which improved
rapidly in the summer last year, has slowed down or even reversed
according to the services PMI. In addition, industrial production
and exports have been volatile in recent months. We estimate that
GDP growth was only 0.1%in 2010Q1.

When measured by the labor market, the recovery still seems to be
some quarters away. We forecast further rises in unemployment
throughout this year, from 9.6% in 2009Q4 to peak at 10.5% at
the turn of 2011. Indeed, like their peers in other Eurozone
countries, French companies have held on to more workers than
warranted, given the slump in production. In order to restore
profitability, businesses are beginning to delay new hiring until
activity levels rise. After a sharp plunge at the beginning of the
crisis, temporary employment started to rise again in the second
half of 2009. Instead, the number of permanent jobs continues to
decline. This is likely to continue for a while, until growth is more
established in France and amongst its main trade partners.

Table 1
France (annual percentage changes unless specified)

Source: Oxford Economics

2009 2010 2011 2012 2013 2014

GDP 2.2 1.2 1.8 2.2 2.0 2.0
Private consumption 0.8 0.5 1.2 1.9 2.0 2.0
Fixed investment -7.0 -0.6 2.8 3.2 2.9 2.5
Stockbuilding (% of GDP) -0.8 -0.7 -0.6 -0.5 -0.5 -0.4
Government consumption 1.6 1.5 0.9 1.1 1.2 1.2
Exports of goods and services -10.9 3.0 4.8 6.7 6.1 5.8
Imports of goods and services -9.6 0.9 3.9 5.8 5.8 5.5
Consumer prices 0.1 1.4 1.7 1.8 1.9 1.9
Unemployment rate (level) 9.4 10.6 10.9 10.3 9.5 8.8
Current balance (% of GDP) -2.0 -2.4 2.4 2.3 2.2 -2.3
Government budget (% of GDP) -7.5 -8.7 -6.9 -5.2 -3.9 -3.1
Government debt (% of GDP) 84.6 91.3 96.1 98.6 99.6 99.7
ECB main refinancing rate (%) 1.1 1.0 1.6 3.3 4.3 4.3
Euro effective exchange rate (1995=100) 129.7 124.8 122.0 119.7 117.7 116.3
Euro-US dollar exchange rate ($ per € ) 1.39 1.34 1.32 1.30 1.29 1.27
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Figure 1
Households' debt
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Sound households balance sheets should help
consumption ...

French consumption has been the mainstay of growth for many
years and we expect households to emerge from the doldrums as
the impact of the financial crisis fades. Robust income growth will
help sustain consumption. Average earnings growth was quite firm
last year, despite the downturn. We estimate that it averaged 1.7%,
which given the fall in inflation, generated comfortable increases in
purchasing power for those who kept their jobs. Downward rigidity
in wages is still quite strong in France, more so than say in Germany,
so even though unemployment is forecast to rise, earnings growth
should remain robust. However, this will contribute to inflation
being slightly higher than the Eurozone average.

The recovery in France will also be aided by the sound financial
position of French households. Although as in many other countries
household debt has increased in France in recent years, debt levels
remain relatively low at around 65% of GDP, compared with 73% in
the rest of the Eurozone. Moreover, while French household assets
were battered by the fall in share and house prices, their value has
rebounded sharply since mid-2009 to stand at 190% of GDP,
suggesting a strong overall financial position for consumers.

Figure 2
Business investment
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Although the savings ratio increased during the recession from
below 13% of disposable income in mid-2008 to close to 15% one
year later, as a response to increased uncertainty around job and
income security, this was not to the same level as other European
countries. As the recovery takes hold during 2010 and
unemployment stabilizes, French households will be able to free up
some of these savings and increase spending.

The outlook for savings and incomes combines to point to robust
growth in consumption. Although we forecast consumption to rise
by just 0.5% in 2010, this mainly reflects the impact of the car
scrappage scheme - as a result of this scheme, some car
purchases were brought forward to last year. Although the French
government has tried to smooth out the end of the scheme by
reducing the amount of money given to scrap cars gradually,
monthly data on new car registrations show that the country will
not manage to avoid the wide fluctuations in car sales seen in
other countries. But once the effect of the scrappage scheme fades
and the labour market picks up, consumption is expected to
strengthen and rise by more than 1% next year and around 2% per
year between 2012-14.
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Recovery is on track but corporate debt is a risk

... but high leverage of corporate sector could hamper
investment

The position of the non-financial sector is more of a concern.
French non-financial companies have also increased their debt in
the run-up to the crisis to around 150% of GDP. This is below the
debt levels in other Eurozone countries, but it is higher than levels
in Germany, for instance. Moreover, leverage has merely levelled
off during the crisis. High debt could hamper French businesses’
ability to raise funding either from banks or financial markets,
which would weigh on investment.

Investment will also be hampered by low capacity utilization.
Utilization rates picked up slightly from their low in 2009Q2,

to 73.9% at the beginning of this year, but that is still around

10 points below historical average levels. As of the end of 2009,
French businesses were still cutting investment quite rapidly
(-0.9% in Q4) . According to INSEE's survey, manufacturing
businesses are planning to keep investment at about the same
level this year as last year. This is also what we forecast for total
private-sector business investment. Only from 2011 do we
expect private sector investment to rise substantially, by around
3% per annum.

Deficit reduction to come mainly from stronger growth
The French fiscal position also appears stretched with the deficit
at around 8% of GDP in 2009. Although the French government
did implement a large stimulus package (which has now been
largely spent), part of the increase in the budget deficit is
accounted for by automatic stabilizers. As a result, the discretionary
measures required to rein in the deficit are smaller than in many
countries. So after deteriorating further with the continued rise

in unemployment to around 9% of GDP in 2010, we forecast the
deficit to decline to 3% in 2014.

We expect the deficit to narrow more slowly than the government
expects - it forecasts a deficit-to-GDP ratio down to 3% by 2013,
in line with the EU rules. This is mainly because the government's
consolidation plan relies on overly optimistic assumptions about
medium-term growth. The plan also implies tight control of
government consumption. However, successive governments
have been unable to effectively rein in government consumption
in the past. To achieve the cuts that that the government
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has pledged would require a previously unseen level of fiscal
discipline and commitment.

Despite the current focus on quick deficit reduction in the
Eurozone, the French government's priorities seem to have
shifted to the medium term, with the “Grand Emprunt” aiming at
boosting innovation and growth and the start of a long overdue
debate on the pension system. Both could boost medium-term
growth in France, but the focus should be on the politically much
more difficult pension reform. France looks increasingly behind
its European neighbours in this respect, with a system that is still
much more generous, but also much less viable. A more flexible
and less costly pension system — achieved by delaying the
retirement age and encouraging personal contributions — would
make France more attractive to business. Bringing public sector
pensions in line with those of the private sector would free up a
very large part of the public budget. However, the government'’s
reform appetite is likely to dampen following the poor results in
the March regional elections. Further delays in the reform of the
pension system would have a negative impact on the country's
growth in the medium term.

Figure 3
Government deficit and debt
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