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According to the Banque de France’s projections,
finalised at the end of May, French GDP growth should
remain robust in 2018, coming out at 1.8%. It is then
expected to ease slightly to 1.7% in 2019 and to 1.6%
in 2020, but will still remain above current estimates for
potential growth. As a result, the output gap is expected
to close in 2019.

Atfter the soft patch seen at the start of 2018,

GDP growth should stabilise at a quarterly rate of
around 0.4% and its composition is expected to be
balanced. Household consumption should be penalised
temporarily in 2018 by the rise in oil prices, but should
then rebound as of 2019, driven by renewed gains in
purchasing power. Investment growth is expected to
moderate but should still outpace GDP growth. Exports
are projected to remain dynamic, buoyed by robust
global demand, and net trade is expected to make a
neutral contribution to growth over the projection horizon.

Inflation as measured by the Harmonised Index

of Consumer Prices (HICP) should strengthen
temporarily to an annual average of 2.0% in 2018,
driven by sharp growth in energy prices and by
hikes in tobacco and fuel taxes, but is then expected
to fall back to 1.5% in 2019. In 2020, it is projected
to reach 1.8%, buoyed by steady growth in inflation
excluding energy and food, as further declines

in unemployment lead to higher wage growth.

BANQUE DE FRANCE

EUROSYSTEME

KEY PROJECTIONS FOR FRANCE

HICP 0.3 1.2 2.0 1.5 1.8
HICP excluding energy

and food 0.6 0.6 1.0 1.2 1.5
GDP deflator 0.2 0.7 0.9 1.4 1.6

Real GDP 11 23 1.8 1.7 1.6

Contributions to GDP growth
(in percentage points):?
Domestic demand
(excluding changes in inventories) 2.0 2.0 1.6 1.6 1.6

Net exports -0.5 0.1 0.4 0.0 0.0
Changes in inventories -0.4 02 -0.2 0.0 0.0
Household consumption (53%)° 2.0 11 11 1.6 1.6
Government consumption (23%) 1.4 1.4 1.0 0.9 1.0

Total investment (22%) 2.7 4.7 3.2 2.4 2.3
Government investment (3%) 0.1 1.6 2.9 2.1 1.8
Household investment (6%) 2.8 5.6 2.2 1.1 1.9
Business investment
(NFCs-FCs-IEs) (14%) 3.4 52 3.6 2.9 2.5

Exports (30%) 1.5 4.7 41 4.7 4.1

Imports (32%) 3.1 4.1 2.6 4.3 3.9

Real household gross

disposable income 1.8 1.4 1.2 2.0 1.7

Net job creations (thousands) 197 314 196 168 190

ILO unemployment rate

(France and overseas territories,

% of labour force) 10.1 9.4 9.1 8.8 8.3
I N N S

Sources: Insee data for 2016 and 2017 (rebased national accounts published on 30 May).

Blue-shaded columns show Banque de France projections.

Figures are adjusted for the number of working days.

a) Individual contributions may not add up to GDP growth as figures have been rounded.

b) Percentages in brackets refer to each item’s share of GDP in 2017.

French growth should remain robust over the next few years, albeit below its 2017 peak

As of mid-2018, economic activity should grow at an annual average rate of close to 1.6%, which is lower than
the very high rate observed in 2017 (see Chart 1). Growth went through a temporary soft patch in the first quarter
of 2018, a payback following the strong performance in 2017, and this slowdown is expected to continue over the
second quarter of 2018 (quarterly growth of 0.3% according to the Banque de France’s short-term projections).
For the rest of the projection horizon, French GDP should expand at a quarterly rate of around 0.4%. In annual
average terms, it should thus rise by 1.8% in 2018, 1.7% in 2019 and 1.6% in 2020, thereby outstripping the rates
of growth seen before 2013. Growth is expected to remain above potential over the projection horizon, leading to a
marked decline in the unemployment rate (see below).

These Banque de France June 2018 projections were finalised at the end of May and are based on the quarterly
national accounts published on 27 April 2018. They do not take into account the rebased quarterly national accounts
published by Insee on 30 May 2018, which have 2014 as a base year. In these latter accounts, the GDP growth estimate
for 2017 was notably revised upwards from 2.0% to 2.3% (working-day adjusted) but the carry-over effect at the end
of the first quarter of 2018 was left unchanged (1.2%).!

1 The composition of the growth carry-over effect at the end of the first quarter of 2018 was adjusted, but the changes cancel each other out.
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Against this economic backdrop, the government
deficit-to-GDP ratio should continue to decline
in 2018, reaching 2.5% according to our estimates,

Chart 1: Real GDP growth

(percentage change)
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our deficit projection is slightly higher than that 05 A ! 05
set out in the Stability Programme (2.3% of GDP Y /

for 2018). Consequently, although revenues are set 0.0 > 0.0
to remain robust due to the continuing economic -0.5 0.5
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expansion, the government will still need to take
steps to restrict spending growth.

Sources: Insee data up to the first quarter of 2018. Blue-shaded area shows Banque
de France projections.
Note: The curve shows the percentage change year-on-year and the horizontal lines

) . . ) show the annual average percentage change.
A mixed international environment

with strong global demand in the short term but persistently high oil prices

These projections are based on the technical assumptions used in the Eurosystem June projection exercise, for which
the cut-off date is 22 May 2018 (see Table A2 in the appendix). In 2018, French economic activity should continue to
benefit from the ongoing strength of global demand. However, in 2019 and 2020 global demand should slow to an
extent both in the euro area and in the rest of the world. The euro is expected to appreciate in annual average terms
in 2018, largely due to the upward trend in the second half of 2017. The price of oil is also projected to increase
sharply, rising by EUR 14 per barrel in annual average terms between 2017 and 2018, from EUR 48 to EUR 62. By
convention, the exchange rate is then assumed to remain stable in 2019 and 2020, while futures prices suggest oil
should become slightly cheaper leading up to 2020. Compared with our previous projections published in March,
the oil price shock should have a negative impact on the growth outlook, but this will be offset in part by stronger

global demand, and by higher export prices among our international competitors which should make French goods
and services more competitive.

By end-2020, the unemployment rate should be at its lowest level since end-2008

Employment growth proved very strong in 2017 (net addition of 300,000 jobs). However, it should moderate slightly
in 2018 and 2019 owing to the cut in subsidised contracts, although the private sector is expected to see further sizeable
employment gains thanks to the strength of economic activity. The French economy is expected to add a net total
of close to 200,000 jobs in 2018 and an average
of around 180,000 per year thereafter, despite
lower GDP growth. This will be fuelled in part

Chart 2: ILO unemployment rate
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for Competitiveness and Employment) into a 1.0
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Sources: Insee data up to the first quarter of 2018. Blue-shaded area shows Banque
de France projections.

8.2% at the end of 2020, reaching its lowest level
since the end of 2008 (see Chart 2).
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French inflation is seen fluctuating in 2018 and 2019, but should then average 1.8% in 2020

HICP inflation is expected to follow a fluctuating Chart 3: HICP and HICP excluding energy and food
path, strengthening temporarily in 2018 (to 2.0% (yoar-onayoar porconiags Changm
after 1.2% in 2017) before falling back in 2019 ’

(1.5%) and then rising again in 2020 (see Chart 3). 28 28
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driven by strong energy inflation stemming from 2.0 2.0
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and fuel taxes. However, inflation excluding energy 12 12
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to remain fairly weak in 2018, notably due to the
cut in social housing rents due to take effect this
summer. In 2019, the fall in headline inflation will

mask continuing grOWt.h n lnﬂat'lon exc}udmg Sources: Insee data up to the firm
energy and food (1.2% in 2019), linked to lower  de France projections.

unemployment and higher wage growth, and to

the fading impact of the past euro appreciation. This trend should be confirmed more clearly in 2020, with inflation
excluding energy and food strengthening to 1.5% (see box on the longer term outlook for inflation).

The engines of growth should be fairly balanced

After posting only modest growth in 2017, Chart 4: Contributions to GDP growth
household consumption should remain subdued S —

. .. . . (annual average percentage change and percentage point contributions)
in 2018, rising by just 1.1% (see Chart 4). Despite
25 25

the strength of the labour market and the pick-up

in wages, households will be penalised temporarily 2.0 2.0
by sharp growth in energy and tobacco prices, 15 15
which will reduce gains in purchasing power.

However, consumption should gradually accelerate 10 10
again over the year, and especially when the tax 0.5 05
cuts come into effect at the end of 2018 and start 0.0 0.0
0f 2019, giving a strong boost to household income

(reductions in housing tax and social security 05 05
contributions). Households should therefore 1.0 1.0
see substantial purchasing power gains in 2019, 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
which could in part fuel a rise in the saving ratio. mmm Private consumption  mmEE Private investment
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in 2020, buoyed by growth in labour income. ———————

Sources: Insee data up to the first quarter of 2018. Blue-shaded area shows Banque
H : H de France projections.
Growth in business %nV?Stme,nt §hould gra,dually Note: Private investment groups together business and household investment.
ease to a pace more in line with its determinants,  Ppublic demand groups together government consumption and government investment.
following the sharp rises seen in 2016 and 2017.
It should nonetheless continue to outpace GDP growth, spurred by strong gains in private sector value added, a

continuing low cost of capital and the recovery in corporate profit margins from the low of 2013.

After exceptionally high growth in 2017, household investment is projected to slow significantly in 2018. Recent data
on home sales and housing starts suggest this trend should continue until the start of 2019, and from then onwards
household investment should grow at a pace more in line with purchasing power.
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TRENDS IN FRENCH INFLATION EXCLUDING ENERGY AND FOOD

For the past few years, inflation excluding energy and food has been weak in France relative to previous levels. This can
be attributed to the macroeconomic context as well as to a number of temporary factors. A simple way of identifying the
macroeconomic effects is to use the Phillips curve, which shows the relationship between inflation and tensions in domestic factors
of production: significant tensions lead to pressures on prices. Tensions in production factors can be measured by the output gap,
which is the gap between actual and potential GDP, or by the unemployment rate (the rate itself or its deviation from the structural rate).

In this box, we look at a Phillips curve that models inflation =~ Chart: Comparison of HICP excluding energy

excluding energy and food." The chart opposite compares  and food with the Phillips curve

our June 2018 projection for annual inflation excluding energy ST —
. . . . . (year-on-year percentage change, quarterly series)

and food (solid black line) with the level simulated using the

Phillips curve (dotted blue line). Both series rise steadily as 18 18
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helps to drive down non-energy industrial goods prices (NEIG) - === Phillips curve with unemployment rate
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government has also announced a cut in social housing rents e

. . . Sources: Eurostat, Banque de France calculations. Blue-shaded area shows
over the next three years which should have a negative impact  ganque de France projections.

on services inflation.® That said, the first cut, initially scheduled for
April 2018, has not yet been implemented and should only come
into effect in August.*
Table: Historical averages for different
Once the impact of these temporary factors has faded, French components of inflation in France

inflation excluding energy and food should gradually return (%) ergy  Food Inflation excluding

to its pre-crisis average by 2020, buoyed by the closing of ation inflation  energy and food

the output gap and a projected decline in the unemployment

rate to its 2008 level. As the table shows, inflation excluding ~ Average 1999-2007 1.8 3.7 2.3 1.4

energy and food is projected to reach 1.5% in 2020, compared ~ A\verage 2008-2017 1.3 23 1.6 1.0
Projections for 2020 1.8 1.6 2.6 1.5

with an average of 1.4% for the period 1999-2007 when the EEEEEE——
euro area economic environment was relatively stable. Sources: Eurostat, Banque de France calculations.

The expected rise in inflation excluding energy and food should thus help to drive French headline inflation back up to its
pre-crisis average of 1.8%, contributing to the return of euro area inflation towards target.

Headline inflation is significantly higher than HICP inflation excluding energy and food, both in the pre-crisis period and
over the projection horizon. Prior to the crisis, this reflects strong energy inflation stemming from the long cycle of growth in oil
prices. Over the projection horizon, the oil price futures curve suggests oil prices will fall slightly. However, energy inflation is projected
to remain fairly high in France, albeit below its pre-crisis average, due to expected annual tax hikes on fuel and increases in electricity
prices linked to changes in the tariffs set by the French Energy Regulatory Commission. Food prices should rise sharply on the back of
higher tobacco taxes. Overall, the energy and food component of inflation is expected to rise at a comparable rate to that seen before
the crisis, but for different reasons.

1 Specifically, the seasonally-adjusted quarterly change in HICP excluding energy and food depends on the two-quarter lagged inflation rate — which captures price inertia — and the
unemployment rate — which captures tensions in the labour market. This specification is similar to those described in Berson et al. (2018 ), Rue de la Banque, No. 56: https://publications.
banque-france.fr/sites/default/files/medias/documents/818034_rdb56_en_v4.pdf

2 See De Charsonville (L.), Faubert (V.) and Sigwalt (A.), Eco Notepad 2017: https://blocnotesdeleco.banque-france.fr/en/blog-entry/causes-behind-franceeuro-area-core-inflation-gap
3 See Box 1 in the December 2017 projections. https://publications.banque-france.fr/sites/default/files/medias/documents/economic-projections-december-2017.pdf

4 Additional cuts should be made at the start of 2019 and start of 2020.
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The contribution of net trade is expected to be strongly positive in 2018 thanks to a high carry-over effect from the
final quarter of 2017, but should then turn neutral over the remainder of the projection horizon. Exports should
continue to be supported by dynamic global demand, even though the latter should lose momentum gradually up
to 2020. However, the effects of the euro appreciation in the second half of 2017 should gradually make themselves
felt, causing the contribution of net trade to turn neutral again in 2019 and 2020. Inventories are expected to make
a negative contribution in 2018, as a partial counter-effect to the positive contribution from trade, and due to
the carry-over effect at the end of 2017. They should then make a neutral contribution over the remainder of the
projection horizon.

This outlook remains subject to significant upside and downside risks

The risks to our real GDP growth projection appear balanced. The current and upcoming reforms in France could
translate into higher potential growth before the end of our projection horizon. Conversely, the current international
political situation poses a downward threat. In particular, political uncertainty has increased markedly in Italy,
while US trade policy could undermine demand for European, and especially French goods and services, limiting
the potential for a rebound in our exports. These downside risks are in part counterbalanced by the potential for an
expansionary fiscal policy in certain euro area countries with a fiscal surplus, such as Germany, which has not yet
been factored into our projections.

The risks to our inflation projection also appear on the whole balanced. One of the downside risks is the future path
of oil prices. We also cannot rule out the possibility of a stronger than expected pass-through of the past oil price
shock to non-energy prices. Conversely, higher potential growth and lower structural unemployment could delay
the rise in inflation excluding energy and food.
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Appendix: Revisions to projections and technical assumptions

since March 2018

Table A1: Revisions to projections since March 2018

June 2018 projections Revisions since
March 2018 projections

2018 2019 2020 2018 2019 2020
HICP 1.2 2.0 1.5 1.8 0.0 0.4 0.1 -0.1
HICP excluding energy and food 0.6 1.0 1.2 (£S5 0.0 0.2 0.1 0.0
GDP deflator 0.8 0.9 1.4 1.6 0.0 -0.1 -0.1 -0.1
Real GDP 2.0 1.8 1.7 1.6 0.0 -0.2 0.0 0.0
Contributions to GDP growth (in percentage points):?
Domestic demand (excluding changes in inventories) 1.9 1.6 1.6 1.6 0.0 -0.2 0.0 -0.1
Net exports -0.3 0.4 0.0 0.0 0.0 -0.1 0.0 0.0
Changes in inventories 0.5 -0.2 0.0 0.0 0.1 0.0 0.0 0.0
Household consumption (53%)" 1.3 1.1 1.6 1.6 0.0 -0.3 -0.2 -0.2
Government consumption (23%) 1.6 1.0 0.9 1.0 0.0 0.3 0.2 0.2
Total investment (22%) 3.8 3.2 24 2.3 0.0 -0.3 0.0 0.0
Government investment (3%) -1.0 2.9 2.1 1.8 0.0 -0.1 -0.4 -0.6
Household investment (5%) 5.4 2.2 1.1 1.9 0.0 0.1 -0.3 0.0
Business investment (NFCs-FCs-IEs) (14%) 4.4 3.6 2.9 2.5 0.0 -0.4 0.2 0.1
Exports (30%) 3.3 4.1 4.7 4.1 0.0 -1.9 0.4 0.3
Imports (32%) 4.1 2.6 43 3.9 0.0 -1.6 0.4 0.1
Real household gross disposable income (GDI) 1.5 1.2 2.0 1.7 0.0 -0.5 -0.2 0.0
Net job creations (thousands) 273 196 168 190 -3.3 9.8 -18.2 -9.4
ILO unemployment rate (France and overseas territories,
% of labour force) 9.4 9.1 8.8 8.3 0.1 0.2 0.3 0.3

I S
Sources: Insee data for 2017 (figures published on 27 April 2018 using 2010 as a base year). Blue-shaded columns show Banque de France projections.

Annual percentage change except where otherwise indicated. Revisions are in percentage points.

a) Individual contributions may not add up to GDP growth as figures have been rounded. This may also affect the calculation of revisions since the previous projections.

b) Percentages in brackets refer to each item’s share of GDP in 2017.

Table A2: Revisions to technical assumptions and the international environment?

June 2018 projections Revisions since
March 2018 projections

2018 2019 2020 2018 2019

Technical assumptions

Brent oil price (USD/barrel) 54.4 74.5 785 68.7 0.0 9.5 124 10.4
Brent oil price (EUR/barrel) 48.2 62.2 62.1 58.0 0.0 9.5 12.6 10.8
Non-energy commaodity prices in EUR (annual percentage change) 5.8 2.8 3.7 41 0.0 4.7 0.6 -0.3
USD/EUR exchange rate 1.13 1.20 1.18 1.18 0.0 0.0 -0.1 -0.1
Euro nominal effective exchange rate
(annual percentage change)® 2.2 4.4 -0.1 0.0 0.0 -0.1 -0.2 0.0
3-month Euribor® -0.3 -0.3 -0.2 0.2 0.0 0.0 -0.1 -0.2
10-year French government bond yields® 0.8 0.9 1.1 1.3 0.0 -0.2 -0.2 -0.2
International environment, annual percentage change
Extra euro-area competitors’ prices on the export side (in EUR) 1.8 -1.3 2.7 2.4 -0.1 1.3 0.5 0.0
World real GDP 3.6 3.8 3.6 BI5 0.0 -0.1 -0.1 0.0
World (excluding euro area) real GDP 3.8 4.0 3.9 3.7 0.0 -0.1 -0.1 0.0
Global (excluding euro area) trade 5.2 5.1 4.6 4.0 -0.4 0.3 0.1 0.1
Foreign demand for French goods and services 5.0 4.6 4.4 3.8 -0.2 -0.3 0.2 0.0
Intra-euro area 5.2 4.1 4.7 3.9 0.2 -1.0 0.2 -0.1
Extra-euro area 4.8 5.1 4.2 &7 -0.4 04 0.1 0.1

I
Sources: Eurosystem. Blue-shaded columns show Banque de France projections.

Revisions to the March 2018 projections are expressed as percentages for levels and as percentage points for rates of growth.

a) These technical assumptions and international environment projections were constructed on 22 May 2018 for market data and foreign demand for French goods and
services, in accordance with the principles set out in A guide to Eurosystem staff macroeconomic projection exercises, ECB, July 2016, available at: https://www.ecb.europa.
eu/pub/pdf/other/staffprojectionsguide201607.en.pdf. Foreign demand corresponds to the average imports of France’s main trading partners weighted by the share of each
country in France’s exports. The method of calculation is described in the Occasional Paper “Trade consistency exercise in the context of the Eurosystem projection exercises
— An overview”, available at: https://www.ech.europa.eu/pub/pdf/scpops/ecbocp108.pdf.

b) Calculated against 38 trading partners of the euro area.

c) The forecasts for interest rates were calculated using the yield curve.
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