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France: what terror, the budgetary constraints!

Wednesday 25 November 2015 This twice-monthly note on the state of the French economy cannot ignore the

deadly terrorist attacks which have struck Paris for the second time this year.
Bruno Cavalier - Chief Economist This type of incident generally does not have a lasting impact on the economy.
bcavalier@oddo.fr This is the working assumption retained in our scenario. However, in the present

+33(0)1 44 51 8135 case, we cannot rule out an impact on activity and confidence in the short term.

Zero growth in Q4 is a possibility. The attacks also affect the political and budget
debate. They relegate economic topics (reforms, taxes) to the background behind
security issues. They could also (unfortunately) be used as a pretext to delay, yet
again, the efforts needed to reduce and reorganise public spending in France.

https://lwww.oddosecurities.com

The fortnight’s focus

The crime scene was still fresh when Frangois Hollande rushed to declare that the
"security pact takes precedence over the stability pact" (speech of 16 November before
an emergency joint session of parliament). In other words, France will have to earmark
additional security and defence spending, and consequently, suspend its European
budget commitments. There is no valid reason for linking these two issues, in our view.
A country should be able to ensure its defence without compromising its public
finances. Implying that Europe would be an obstacle to security is particularly telling
with regard to the difficulty of the French government — current and previous ones — in
accepting as a rule of good management the limits that must be set on public deficits. A
rule, for those who need reminding, which is enshrined in a Treaty ratified by a
referendum.

Some key data on public spending in France may be useful here. First, its level (57.2%
of GDP) is completely unjustified given the standards of neighbouring countries (43.5%
in Germany) with a very similar social model. Second, this difference is only marginally
attributable to defence spending. Admittedly, France spends more in this domain, as it
is a nuclear power, but France exceeds the average of the Eurozone in all spending
categories, especially social transfers (chart Ihs). Third, France has reduced its military
spending over the past twenty years by slightly more than its neighbours (chart rhs).
There is no proof that this is primarily due to the need to reduce government deficits. In
any case, the security risk does not justify postponing efforts to control local public
spending, nor, as rumour would have it, does it justify the uptrend in public-sector
employees' wages in the year preceding elections.
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The fortnight’s economic newsflow

e Three coordinated attacks by ISIS-affiliated terrorists were launched on Paris and its
suburbs on 13 November. The human toll of these attacks is at least 130 dead and
dozens of injured. The scale of the attack is without precedent in Western countries
since those launched on London (2005), Madrid (2004) and New York/Washington
(2001). To varying degrees, all areas of our society have been shaken, amongst
which the economy. Amongst other goals, terrorist attacks aim to sap the confidence
of those targeted. They increase, at least temporarily, the cost of transactions due to
heightened security and restrictions on the free circulation of people and goods.
These attacks came only ten months after the mass-casualty attacks in the heart of
Paris. This magnifies the psychological shock by demonstrating that even a major
capital that is already on a heightened state of vigilance is not immune. The very
military tone taken by Francgois Hollande in the wake of these events ("We are at
war") is double-edged. On the one hand, this demonstrates a determined response at
a domestic (police operations in the suburbs) and international level (military strikes
in Syria, plans for an anti-Islamic State coalition). On the other, it could exacerbate
uncertainty, exposing weaknesses in the intelligence services which failed to prevent
these attacks.

e Past experience shows us that this type of event tends to have no lasting effect on
economic activity, at least in the Western world, but the impact in the short terms is
unlikely to be negligible. The aim, as it was in Egypt and Tunisia where Islamic State
has also carried out terrorist attacks this year, is to disrupt the country and to destroy
certain areas of economic activity, such as tourism. Compared with these economies,
France is fortunately more diversified, but several sources suggest that this shock
has been far stronger than that of January for sectors such as hotel, leisure and
shopping centres, in the run up to Christmas season. In France, tourism contributes
9% of GDP if we include its direct and indirect channels (see our Economy Flash of
24 July: "Impact of euro depreciation on tourism in Europe?"). The Greater Paris
region accounts for 30% of French GDP. If Paris were to suffer a 10% decline in
tourist activity over several weeks, this would cost the country three-tenths of a point
of GDP. For the past year, the average rate of growth has been 0.3% per quarter.
Therefore we cannot rule out the possibility that growth in France will temporarily fall
to zero in Q4. A correction could follow once the perception of security risk has
normalised.

e No major infrastructure was damaged. The effect on the economy will therefore
mainly depend on the psychological impact on economic agents. The confidence
surveys published since the attacks only give a partial indication of the effects since a
large section of the responses were collected previously. According to Markit, some
service providers have noted a negative impact on activity. Overall, the PMI-
composite dropped 1.3 points in November after an increase spanning two months.
Its level is similar to Q3. The INSEE surveys are a litle more positive with the
business climate index at its highest point since July 2011. Confidence is a shade
higher than its long-term average in industry, service and wholesale and considerably
higher in retail. It is nevertheless much lower in construction. This sector is still
showing very low order levels and its production capacity continues to be vastly
under-utilised. For households, the INSEE confidence index was flat in November
but just 7% of the responses were given after 13 November.

Forthcoming events

e Following the attacks, all political parties suspended for one week their campaigns for
the regional elections on 6 and 13 December. In January, under similar
circumstances, President Hollande saw his popularity rise significantly for several
weeks before falling back to record lows. This time, the reflexive response of
countering the attacks by a show of national unity was much less clear. There was no
major march bringing together millions of people. It has also been established that
several terrorists entered Europe as "refugees" of the civil war in Syria, which
supports those criticising France's foreign policy and Europe's attitude to this
humanitarian crisis. Unsurprisingly, the three polls carried out after the attacks place
the Front National in the lead in the first round of the regional elections with 27-30%
of the national vote. These predictions should be viewed with caution since the
attacks have changed the terms of the election campaigns (security is taking
precedence over the economy) and might prompt abstainers to return to the ballot
box (this is often a source of errors in the opinion polls).

This is a non-contractual document, it is strictly for the private use of the recipient, and the information it contains is based on sources we believe to be reliable, but whose accuracy and completeness cannot be guaranteed. The
opinions given in the document reflect our appraisal at the time of publication and may therefore be revised at a later date.
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Appendix chart: business climate, confidence, households

Confidence indicators Business climate
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Sources : Thomson Reuters,Markit,0Oddo Securities
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Appendix chart: activity, inflation, credit, finances

Industrial output Real GDP
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Bank refinancing at the ECB Government budget

bnEUR France: bank refinancing at the ECB (MRO+LTRO) bn EUR France : government budget balance (12m rolling sum)
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Sources : Thomson Reuters,AFTE,Oddo Securities
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Disclaimer:

Disclaimer for Distribution by Oddo & Cie to Non-United States Investors:
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investment.

This research has been prepared in accordance with regulatory provisions designed to promote the independence of investment research. “Chinese walls”
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research.
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Disclaimer for Distribution by Oddo New York to United States Investors:

This research publication is produced by Oddo Securities, a division of ODDO and/or by Oddo Seydler.
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customers of ONY and cannot be divulged to a third-party without prior written consent of ONY. This document is not and should not be construed as an offer to
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(information barriers) have been implemented to avert the unauthorized dissemination of confidential information and to prevent and manage situations of conflict of
interest. This research has been prepared in accordance with French and German regulatory provisions designed to promote the independence of investment
research.

At the time of publication of this document, ODDO and/or Oddo Seydler, and/or one of its subsidiaries may have a conflict of interest with the issuer(s) mentioned.
While all reasonable effort has been made to ensure that the information contained is not untrue or misleading at the time of publication, no representation is made
as to its accuracy or completeness and it should not be relied upon as such. Past performances offer no guarantee as to future performances. All opinions
expressed in the present document reflect the current context and which is subject to change without notice.
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