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After a successful first year of long-awaited reforms, French
corporates remain indebted and households lack purchasing
power. The Government just published their 2019 budget pro-
posal and economic policy objectives are clear: (i) a further
reduction of government spending to deliver tax cuts; and (ii)
the strengthening of incentives and financing for the private
sector. Significant cyclical tailwinds will help keep the reform
momentum.

President Macron's economic policy can be summarized by
five building blocks: (i) Trim public spending; (ii) Make social
protection more efficient; (iii) Lower the fiscal burden; (iv) Im-
prove the business climate; and (v) Incentivize households to
save less and channel more savings to corporate financing.
The growth impact of the whole reform agenda is positive
(+0.2pp in real GDP growth per year), thanks to increased
competitiveness and in spite of lower public spending.
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MACRON-OMICS

France's economic pulse one
year on

One year on after President Mac-
ron's first reform package, the coun-
try's scorecard still shows some
weaknesses:

(i) a supersized government (fiscal
spending reached 55.1% of GDP in
2017);

(ii) an indebted corporate sector
(72.7% of GDP in 2018Q1);

(i) high household savings (about
14% of disposable income per year)
and sluggish consumption; and

(iv) a sizeable trade deficit
(EUR63bn in 2017). For a private
sector-friendly government, more
can be done for corporates and
households still faced with signifi-
cant headwinds.

Figure 1 : Corporate debt in % of GDP and
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French corporates: High debt, low
margins, and more defaults

2017 was a good year for the corpo-
rate sector; manufacturing produc-
tion grew by +2.9%, hitting its best
level in October of that year since
October 2008. Moreover, a rising
capacity utilization rate (85% in July
2018) meant that corporates had to
keep on investing (+3.7% in 2018).

While corporate debt stabilized at
64% of GDP in the Eurozone, in
France, debt increased from 60% of
GDPin2010to 72.7%in Q1 2018
(Figure 1). This helped cope with
lower margins than anywhere else in
the Eurozone: 29.5% at its lowest
level in 2013 and 31.5% in 2018Q2
(pre-crisis average level was 32.5%)
in France (the current level is 40.8%
in the Eurozone).

French households: Lacking pur-
chasing power

Private consumption grew by +1.1%
compared to +2.3% for overall GDP
in 2017. The high household savings
rate (14.3% in 2018Q2) coupled with
unemployment fears have been
capping consumer spending. In
2018, purchasing power eroded (-
0.5% in Q1) as a result of a higher
energy prices (+25% y/y in Q1).

This contributed to households’ per-
ception that their financial situation
deteriorated. Overall, their income
growth did not translate into pur-
chasing power growth (Figure 2).

We expect consumption to grow by
+0.8% in 2018, which is significantly
lower than GDP growth for the sec-
ond year in a row, because of limited
purchasing power growth.

Figure 2 :Gross Disposable Income and Household
Purchasing Power Year/year changes
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What's next?

Macron-omics (Table 1) aims at "protecting, promoting and uniting" as stated by President Macron. After the first
phase of reforms, France has five priorities going forward:

(i) Trim public spending;

(ii) Make social protection more efficient;

(iii) Lower the fiscal burden;

(iv) Improve the business climate; and

(v) Incentivize households' consumption and reorient their savings towards equity financing. This means that the
government has to decrease in size and become more efficient; this is the only way for lower taxes. It also means
that specific measures should be adopted in order to make French corporates more profitable.

Table 1 : Macron-omics building blocks

Block Mecisure Impact

Explicit finalgoal: lower spending to GDP ratio by -Spp to 2022

1. Fiscal deficit reduction -0.1pp on growthin 2018, This

aii - T Q. Tax rises (e.g. Generalized Social Contribution [CSG] increase) should be reversed by a net
0 b, Tax credit cuts (end of the CICE, EUR 24bn, about 1% of GDP) positive impact of +0.1pp

c.Spending cuts (EUR 15bn in 2018) thereafter

2. 50E reform (SMCF): Prepare SOE to more competition and tackle

L 1 nt debt
spending rigidities e s

Implicit finalgoal Convergence from the current cost (31.2% of
GDP) to Eurczone average inorderto allow for more tenc cute
e | 1. Labor market reform: more flexibility for e mployers, incentivize job
protection mohbility and reform vocational training
more 2. Pension reform: Unify 37 existing schemes by mid-2019. Reform of
LU the way pensions are caleulated is likely.

-0.1pp p ermansnt negative
impact on growth, driven by lower
consumption (lawer import
propensity impactiscapturedin
3. Health spending cuts: Neutralize the impact of trend spending |, exports estimate shown below)

increase through savings (in 2018, itimplied o EUR 4bn target)

Implicit finalgoal Convergence of current taxation levels to CECD
levels(target date not set)
Corporate margins back from
31.5%in 2018Q2 to 33.5% by 2022
(first impact expected in2019)

1. Corporate tax reduction (symmetrica lly to other advanced
economies) to 25% in 2022

2. Social contribution decrease: Employee contribution tobe cut in Positive impact on UnitLabor
2018 (Health and unemployment to disappear, matched by C5G Costs. Fully close the gap with
increase). Employer contribution to decrease by -6pp (replacing Germany by 2022 and return to
CICE). New anmouncements expected thereafter (de pending on pre-2002 era. +0.3pp structural
social protection reform) impact expacted on net axports

Implicit finalgoal Ravamp existing corporata financing schemes

and improve moset lagging business climate aspects

Improve the 1. Loi Pacte: a long list of measures designed togive more flexibilty  Make growth less d ebt intensive
NV or corporates and propose a new export strategy (72.7% of GDP in2018Q1) and less
climate 2. Tacke highinsolvencies level through new bankruptey rules. Limit DSOsintansive (Daysof Sales

the duration of insolvency procedures. Outstanding were 74 days in

3. Ease access to cred it (lower the need for long DSOs). Fix 2017). Lower insolvency numbers.

information gaps:enlarge balance sheet data information to SMEs ~ Have 220000 exporters by 2022

Implicit finalgoal Lower saving needsand channel a wider share

of itto equity financing

1. Lower construction costs through the ELAN plan, basica lly by Lower household saving ratio by
reducing barrers to construction 2pp to 12% of their disposable
2. Reduce the cost of housing through lower taxation (Housing tox income by 2022, througha
elimination) and reduce tax incentivizing household housing reduction of share needed inorder
demand (namrowing the scope of Pinel Law and zero rateson loans toinvest Change the share of
for first time buyers) equity financing in household

3. Reduce capital gains taxation throug h a flox tax (30% of the financial savingsfrom 30%
income) currently to a higher share,

Incentivize
households’
consumption
and reorient
their savings
towards
corporates

Sources: Allianz & Euler Hermes
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Trim spending

France has one of the highest levels of
public spending in the world (Table 2). It
was about 55.1% of GDP in 2017
(compared to about 44% of GDP in Ger-
many), and the highest tax to GDP ratio
in the European Union (47.6% of GDP in
2016 according to Eurostat, 45.4% of
GDP in 2017 according to INSEE).

Since fiscal deficit reduction is para-
mount, tax cuts will be implemented lat-
er, likely after a decrease in fiscal spend-
ing and after correcting some tax loop-
holes. This would have a negative impact
on growth in 2018,

estimated at -0.1pp. The first kind of
spending cut will come with the unwind-
ing of previous tax credits, like the CICE
(Tax Credit for Competitiveness and Em-
ployment purpose). It will be implement-
ed in 2019 (EUR24bn, or 1% of GDP), with
an impact being visible on 2020 fiscal
accounts. The second kind will be harder
cuts, such as fewer subsidized job con-
tracts (in line with decreasing unemploy-
ment), and a reduced public sector wage
bill.

Make social protection more efficient

According to Eurostat, social security
funds represented 52.8% of total taxes in
France in 2015, compared to 30.2% in
the European Union. Moreover, public
social spending amounted for 31.2% of
GDP in 2016, by far the highest level in

Table 2: Public finance scenario

the OECD (21% on average).

The government will reform each part of
the current welfare system:

¢ Labor market/unemployment bene-
fits: the final goal is to break the in-
sider/outsider structure of the labor
market in order to allow for more
free entry (particularly reduce youth
unemployment). A labor law was
implemented in 2017 to give more
flexibility to employee/employer
negotiations. Along with improve-
ments to the labor market, the gov-
ernment will progressively unwind
subsidized job contracts. The univer-
salization of unemployment benefits
will be self-financed through lower
unemployment and controls on job

search according to the government.

¢ Pension reform: the overarching
goal of the reform is to unify the cur-
rent 37 systems in order to reduce
inequalities of pension conditions
(age of retirement, mismatch be-
tween financing and pensions for
specific regimes). The current system
is one of the most expensive in the
OECD (14% of the GDP in France vs.
8.2% on average in the OECD). Pen-
sion reform will also imply a change
in the way pensions are calculated.
The traditional defined benefits sys-
tem (fixed pension levels are based
on the contributions made and are
not state-contingent) should be re-

2018

2019

SRR EENE G 10%  1.1%  23%  156% 19% 2.0%
COMgrow th (cure 27% 1.3 3.0% 23% 303 33N
Cov revenue 52.2% 518% 524% 521% E10%  E0E%
G _ experdilu 95.8%  55.2%  550% AT E39% £27%
Fiscald -36%  -34%  -2T7%  -2E% 28 22%
Primary deficit (% c A4% 1.3% -06% -07% 1.0% -04%
Debt 1o GDPratio 97.5% 984% 985% 98.9% £9.2% E8.E%

Sources: IHS Global Insight, Allianz, Euler Hermes

Forecasts

placed by a defined contribution
system (benefits are state-
contingent, evolving with many as-
pects such as evolving life expectan-

cy).

e Health: the government goal is to
neutralize increased spending driven
by increasing population needs
while keeping the budget constant
through a wider use of generics and
other solutions to lower the cost of
the system.

... To finally be able to lower the fiscal
burden on corporates

The corporate tax burden in France is
one of the highest in the world (Figure 3),
about 62% of their total profits. Social
contributions make the bulk of their con-
tribution (two third), along with two other
items: taxes on production and the cor-
porate tax (about one sixth each). After
necessary spending cuts, two main tax
breaks should follow:

e In 2019, lower corporate tax rates
from 33%, 2018 to 28% for SMEs
(with profits under EUR500k), and
31% for the others. By 2022, the tax
rate should be 25%, in line with other
countries.

* Adecrease of employers' social con-
tribution. The end of the CICE in
2019 will be backed by a -6pp social
contribution decrease (EUR 24bn).

Figure 3: Total corporate tax and contribution
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Improve the business climate, especially
for SMEs

French corporates suffer from higher
DSOs (74 days in 2017, +2 days com-
pared to 2016), compared to 62 days on
average in Western Europe. SMEs prefer
to use suppliers' credit instead of bank
credit, despite a new law aimed at cap-
ping DSOs to 60 days. As a result, corpo-
rate insolvencies are still 33% higher
compared to early 2007 (Figure 4) and
resolving insolvencies takes almost two
years in France. In addition SMEs need
more cash in order to cope with working
capital requirements, are more risk
averse, especially abroad.

The “Loi PACTE" is a first attempt at im-
proving the business climate for SMEs. It
includes the option to include a cross-
class cram down clause in insolvency
resolution (a kind of collective action
clause), and changes threshold for tax
regime (from 20 to 50 employees e.g.)
among other efforts to change the daily
life of corporates.
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Figure 4 : Corporate insolvencies in
France (12-months run)
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Incentives households’ consumption and
reorient their savings

Many comments have been made on
household purchasing power and con-
sumption behavior. The missing consum-
er was at the earth of the disappointing
growth performance in H1. Some tax
cuts will help, in this regard, such as the
cut of health and unemployment contri-
butions (backed by an equivalent hike of
the CSG levied on wage, but also pen-
sions).

However, higher consumption can also
be triggered by lower savings. Govern-
ment forecasts show that household sav-
ings should reach 14.7% of their disposa-
ble income in 2018 (the highest level
since 2012). Household savings and in-
vestment rates have been stable during
the last years (Figure 5), and so did the
resulting financial saving surplus (4.8% of
GDP in 2017).

Figure 5: Household savings and invest
ment (% of Gross Disposable
income)
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This is somewhat of an anomaly since
this surplus generated low yields at the
very end of the period, but it is well-
explained by supplementary savings
related to ageing or unemployment
fears.

The reform of the welfare state is one
way to address these worries and lower
the perceived saving needs. Back in the
80s, there was a long period where sav-
ings decreased substantially. Financial
savings lowered from 10% to 3.5% as a
result of lower yields, and savings for
investment purposes also dramatically
decreased.
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The government announced several
measures able to tackle the excess
household savings, among them a
revamp of the housing sector policy
("Loi ELAN"), which includes tackling
barriers to construction (lower the cost
and the number of procedures need-
ed). It would help to lower investment
costs. The government also decided to
progressively eliminate the housing
tax (taxe d’habitation), replacing the
wealth tax by a tax on housing wealth
tax only, and implementing a flat tax
on capital income.

According to the European Commis-
sion, the implicit tax rate on capital
income was 52.7% in France in 2015
(24% in Germany or 34% in Italy), and
increased by +10pp since 2000. The
flat tax (30% of income) will free up
resources and allow less distortion in
the allocation of household savings
(less than 30% of financial savings
were invested in equities in 2017). This
genuine reform is welcome since
efforts to develop equity financing by
households were largely put on hold
after the golden era of the 80s.

So, what is the net impact of Mac-
ron-omics?

Overall, we estimate the growth im-
pact of the whole reform agenda to
be net positive (+0.2pp growth per
year). Positive impacts would particu-
larly be driven by a structural improve-
ment of net exports (competitiveness
impact of lower social contributions
and lower imports) by +0.3pp, damp-
ened by lower (government) con-
sumption by -0.1pp.

Stéphane Colliac
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CAUTIONARY NOTE REGARDING FORWARD-LOOKING STATEMENTS

The statements contained herein may include prospects, statements of future expectations and other forward-looking state-
ments that are based on management's current views and assumptions and involve known and unknown risks and uncer-
tainties. Actual results, performance or events may differ materially from those expressed or implied in such forward-looking
statements.

Such deviations may arise due to, without limitation, (i) changes of the general economic conditions and competitive situa-
tion, particularly in the Allianz Group's core business and core markets, (ii) performance of financial markets (particularly
market volatility, liquidity and credit events), (iii) frequency and severity of insured loss events, including from natural catas-
trophes, and the development of loss expenses, (iv) mortality and morbidity levels and trends, (v) persistency levels, (vi) par-
ticularly in the banking business, the extent of credit defaults, (vii) interest rate levels, (viii) currency exchange rates includ-
ing the euro/US-dollar exchange rate, (ix) changes in laws and regulations, including tax regulations, (x) the impact of ac-
quisitions, including related integration issues, and reorganization measures, and (xi) general competitive factors, in each
case on a local, regional, national and/or global basis. Many of these factors may be more likely to occur, or more pro-
nounced, as a result of terrorist activities and their consequences.

NO DUTY TO UPDATE

The company assumes no obligation to update any information or forward-looking statement contained herein, save for any
information required to be disclosed by law.



