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The First Cut is the deepest 
 
• The French fiscal adjustment path is (rightly) front-loaded, but the government will need luck with growth, while 

systemic reforms will have to take the lead over parametric measures. 

• In the US, we look into the disappointing September inflation print  

 

The French government’s budget bill for 2025 pledges a discretionary effort of 1.4% of GDP. This is a serious 
amount, the largest effort over the Medium Term Fiscal and Structural Plan (MTFSP) for 2025-2028. Front-loading 
the measures, rather than pledging future virtue, is always preferable, especially when political conditions are 
fragile. When simply looking at how the ratios of spending and tax to GDP are forecasted in the government’s bill, a 
majority of the effort comes from higher tax. As we argued two weeks ago, given the fragile state of domestic 
demand, such choice is understandable in the short run. The issue – highlighted for instance by Fitch when they 
decided to put a “negative outlook” on their rating of France – is that many measures in the 2025 bill are temporary. 
Now that the government has delivered an “emergency budget”, it will need to sketch out a programme of more 
systemic measures, probably focusing on the spending side given the already high level of taxation. 
 
In the short run, the market will probably focus on the political capacity of the government to get the budget passed. A 
“no vote” process via article 49.3 of the Constitution is likely, the real issue being then whether a motion of no confidence 
would succeed. Our baseline is that the budget will pass, but the government may have to consent to some watering 
down of its most unpopular aspects. We look at historical precedents to gauge the French MTFSP. The overall effort 
to get to a 3% deficit in 2029 would not be unprecedented – standing between the 1990s and 2010s past 
consolidation paths. In both cases though France benefited from a massive reduction in interest rates which we do 
not think can be replicated this time, and debt only marginally fell at the end of these adjustment phases. 
 
We also take a look across the Atlantic. The higher-than-expected US CPI print for September provides another piece 
of evidence the Fed may have “jumped the gun” with its 50-bp cut in September, but we still expect 25-bp cuts in 
November and December. 
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2025 is not the hardest 
 

Emergency action in France 
 
Last Thursday, the French government transmitted to parliament the budget bill for 2025. There were no surprises 
relative to what had abundantly leaked in the press the previous week. This probably explains why the 10-year spread 
between OATs and Bunds did not react much on the release day. As of last Friday evening, it stood at 77 basis points 
(bps) – towards the upper end of the range observed since the dissolution of parliament in June, but still below a 
recent peak to 80bps on 29 September – and still 3bps above Spain (a more recent feature). 
 
The government is communicating on an effort of EUR60bn, shared between tax hikes for one third and spending cuts 
for two thirds. This uses as a reference a “business as usual” scenario under which the deficit would have 
spontaneously increased from 6.1% of GDP in 2024 to 7.0% in 2025, 2 % of GDP higher than the government believes it 
can bring it thanks to the bill’s measures. As the High Council of Public Finance noted in its advice, this is however 
based on a very strong trend increase in public spending corrected for inflation, 2.8%, which would exceed by far trend 
GDP growth. This mechanically inflates the effort on the spending side. The council concluded that 70% of the 
adjustment came from higher tax, but also that the overall structural effort – i.e. the discretionary improvement in the 
deficit, net of any impact from the cycle – amounts to 1.2% of GDP for 2025, in line with the government’s claim, and 
1.4% when taking on board the increase in interest payments of 0.2% of GDP. While the notion of primary structural 
adjustment is important from a macro point of view – this is equivalent to the “fiscal stance” and matters to gauge the 
impact on aggregate demand – it relies on estimates of potential growth and output gap which are always imprecise. 
When looking at ratios to actual, and not potential GDP, as we think many observers will, the story is simple: in 2025 
tax in the government’s own forecast would reach 43.6% of GDP, up from 42.8% in 2024, while spending will only 
marginally fall from 56.8% of GDP to 56.5%. 
 
Now, as we argued two weeks ago, these choices are understandable in the current configuration. Indeed, domestic 
demand has been weak so far in 2024 in France – consumer spending has been flat over the first half of the year and 
both corporate and household investment has been contracting – and drastic action on government spending could 
have precipitated the country into recession. The government chose to act on individuals at the upper end of the 
income distribution, whose propensity to consumer is lowest (EUR2bn from a “minimum tax” levied on those making 
more than 250K a year), and focused much of the effort on the corporate sector to the largest enterprises (EUR8bn), 
with arguably the best capacity to “take this on the chin” without deeply revising their investment and hiring plans. 
 
Still, even the smaller businesses will not completely escape the austerity drive, with potentially some adverse effect 
on employment. Since the mid-1990s, successive governments in France, across the political spectrum, reduced the 
social contribution rate on lower wages to boost employment. While this has probably contributed to the decline in 
unemployment in France on trend, these various measures entailed a sizeable cost to the government (c. EUR75bn per 
annum, i.e. 2.5% of GDP), while dis-incentivising business to promote workers: the upward slope of the social 
contribution rate means employers must consent to a disproportionate rise in their overall cost of labour when they 
want to raise their employees’ direct salary. That the system needs to be reformed makes little doubt, but the 
consensus view was that the overall financial envelope should be better distributed to avoid the worst threshold 
effects, not that it should necessarily cut, especially if this means raising labour costs close to the minimum wage, 
where the price elasticity of labour demand is the highest. This is however the choice made here, with a gross effect of 
EUR5bn (4bn net when taking into account the mitigation from the corporate tax). In the same vein, social 
contributions are going to rise significantly for apprentices. The system had become very costly, and in some cases 
triggering windfall effects, but the emergence of apprenticeships has undoubtedly contributed significantly to the 
overall rise in employment in France these last few years (1/3 of the total job creation between 2019 and 2022). 
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Now, on top of trying to minimize the impact on demand, the government had little time to work on the budget and 
the recourse to “low hanging fruits” to send a signal was understandable. The thorniest issue in our view is not so 
much the much-discussed tax versus spending breakdown of the 2025 effort, but rather the possible trajectory beyond 
next year to ensure a proper stabilisation of French debt. 
 

Looking beyond 2025 
 
The government pledges to bring the deficit back to 3% of GDP in 2029 from 5.0% in 2025. In its own medium-term 
planning, this entails the continuation of a decent size structural adjustment (0.6% of GDP every year on average) after 
the steep effort of 2025 (1.4%). This “front loading” is commendable, and on the whole the trajectory looks do-able, as 
it would sit right in the middle of the two previous episodes of French fiscal consolidation, 1994-1999 and 2011-2015, 
as illustrated in Exhibit 1 (in the graph, “year zero” is the lowest point of the primary structural deficit before the 
improvement starts, and we stop the “consolidation phase” the last year the primary structural deficit improves). 
There is thus nothing unprecedented in what the government is proposing to do. Of course, the level of debt is much 
higher than at the beginning of these two consolidation phases (see Exhibit 2), and the government is not expecting to 
see the debt ratio fall before 2027. 
 
A key problem – which has been mentioned by Fitch as one the factors motivating its decision to put the French rating 
on negative watch last Friday – is that it is very difficult to extrapolate from the measures announced in the budget bill 
for 2025 what could constitute the elements of a multi-year, maintained austerity drive. Indeed, most of the tax 
measures are designed to be temporary. In 2026 already the surcharge on corporate tax for the largest companies will 
fall, before – in principle – disappearing altoge ther in 2027. The same will apply on the income tax surcharge for the 
wealthiest individuals. The postponement of the inflation indexation of pension from January to July 2025 will have a 
permanent effect on the level of the pension payments in France (six months of inflation will be lost “forever”) but in 
“delta” – i.e. triggering another braking effect on spending – it is a one-off. Beyond 2025, France will need to produce 
more systemic changes, and focus will need to be on spending. In 2025, some savings are expected by reducing the 
day-to-day spending of some ministerial departments (Defence, Police and Justice will be spared), while in Education 
the decline in the number of pupils – a consequence of population ageing – will allow some limited staff cuts. But if the 
modes of action, organisation and perimeters of public administration stay untouched, parametric approaches will 
quickly touch their limits. 
 
Exhibit 1 – Not an unprecedented effort Exhibit 2 – No debt decline before 2027 though 

 

 

 
Beyond the need to agree on some systemic reforms, the French government will have to be lucky with its growth 
trajectory. The Treasury has revised down its estimate of potential GDP growth in France to 1.2%, but still expects 
actual GDP growth to exceed this trend every year after 2025 (from 1.1% next year to 1.4% in 2026 and 1.5% in 2027 
and 2028). In clear, this means that there is no space for any “accident” on the way. A source of difficulty there lies in 
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the “feedback loop” from the fiscal adjustment itself: if the Treasury sees GDP growth at 1.1% in 2025 despite a 
primary structural effort of 1.4% of GDP the same year, it means that the underlying growth rate – i.e. how the 
economy would fare with a neutral fiscal stance – would have to be well above 1.5%, even when positing a very low 
multiplier. The government is counting on a drop in the savings rate of households and businesses in 2025 which 
would completely offset the rise in the government’s saving to support aggregate demand. As we have discussed two 
weeks ago, these are strong assumptions: while the households’ savings ratio is historically very high, which could 
“justify” a mean reversion next year, the general sense of uncertainty over France’s economic and political prospects 
may induce more precautionary saving, while expecting a rise in business spending when taxation is rising and profit 
margins are already moving down is brave. 
 
True, the French economy will benefit from the European Central Bank (ECB)’s new stance. Such a lucky configuration 
happened before. GDP growth was very strong during the 1990s adjustment (see Exhibit 3). There was an “accident” in 
1996, precisely when the fiscal stance was at its most restrictive – an interesting observation when forecasting 2025 - 
but GDP grew by more than 2% almost every year. This was made possible, largely, by the massive decline in French 
interest rates as they were converging towards the German level as part of the European monetary convergence 
process. Yet, public debt did not start falling before 1999, 5 years into the fiscal adjustment process. 
 
A decline in interest rates is however not a source of certain success. During the 2011-2015 adjustment the ECB 
provided extraordinary support, bringing interest rates in negative territory, and ultimately resorting to Quantitative 
Easing. This allowed to reduce the interest payments of the French government significantly. When Paris submitted its 
2011-2014 Stability Programme to the European Commission in 2011, the Treasury was positing a gradual increase in 
the interest payments to 3% of GDP by 2014. The outcome was a slight fall to 2.1% (see Exhibit 4). Yet, public debt 
started declining in 2018 only, and in 2014 stood nearly 10% of GDP higher than targeted by the Stability Programme. 
 
Exhibit 3 – The French government was lucky in the 1990s Exhibit 4 – In the 2010s, the ECB helped 

 

 

 
The mid-2010s fiscal efforts were thwarted by the poor performance of the French economy at the time. The 
government was counting on a replication of the 1990s trajectory, with GDP growth exceeding 2% (see Exhibit 5), 
which failed to materialise. 
 
Interestingly, the government this time is forecasting an increase in the average interest rate on debt over the entirety 
of its forecasting horizon (see Exhibit 6). This may be surprising given the ECB’s new stance – we expect it to bring its 
policy rate down to 2% in June 2025. Yet, the transmission of this monetary easing through the yield curve may not be 
massive, since (i) the ECB is reducing the size of its balance sheet, lifting the net supply of government bonds and (ii) a 
return to the next to zero inflation regime of the pre-Covid regime is unlikely, which will put a floor on the term 
premium. While the share of public debt which was issued at the trough in interest rates is declining (it takes about 
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seven years to roll the French debt), even with an accommodative ECB the average cost of the stock of debt is likely to 
rise on trend. 
 
Exhibit 5 – Best laid plans can go awry… Exhibit 6 – Not much relief from lower rates this time 

 

 

 

“Politicking ahead” 
 
So, in a nutshell, the medium-term plan looks achievable by historical standards, but the government will need luck on 
the growth trajectory, and of course, crucially, will need to come up with systemic reforms which will have the power 
to prolong the adjustment beyond the “one offs” of 2025. This is of course daunting in the currently fragmented 
political landscape. Still, of course we cannot predict the political set-up which will prevail over the next 5 years, but 
our impression is that at the current stage the market’s focus really is on whether the government will be able to pass 
the 2025 budget bill through parliament. The key dates are the vote in parliament on the “receipts” part of the budget 
for the central government, on 29 October, before a vote of the overall package (receipts and spending) on 19 
November. Then normally the bill goes to the Senate, and the two chambers are given until 21 December to converge 
(if they do not, the National Assembly has the last word), offering a few days for the Constitutional Court to opine. The 
budget bill must be promulgated by 31 December. This calendar can however be disrupted if the government triggers a 
“no vote approval” via article 49.3 of the Constitution. The bill will then pass through without a formal vote, unless a 
motion of no confidence is tabled and is supported by the absolute majority of the National Assembly. 
 
Maintaining discipline within the parliamentary groups supporting the minority government is not proving easy. The 
tax hikes in the budget bill have been publicly criticised by some heavyweights in President Macron’s party. Former 
Interior Minister Gerald Darmanin signalled he would vote against the receipts part of the budget. There is however 
little risk in our view that deputies of the central parties would go as far as voting a motion of confidence if the 49.3 
process is triggered, which should now be the baseline. 
 
So far, the left has managed to remain united in its opposition to Barnier, and while the Rassemblement National (RN) 
has so far pledged to “give Barnier a chance”, supporting a budget which is likely to be unpopular is likely to be a step 
too far for them. There is however a difference between actively voting for a budget and abstaining in a motion of no 
confidence (which the left would likely table anyway). 
 
RN is thus likely to be the deciding force as to the fate of such a motion of no confidence. Since the institutional 
solutions in case of a budget rejection – and government resignation – are scarce (no new general elections can be 
organised before July 2025), and RN has endeavoured to appear as a stabilizing force, it is plausible that they would 
choose not to join a motion of no confidence. It may however be necessary for them that they obtain concessions from 
the government to justify such approach to their electorate. One of the spending-brake measures – the six-month 
delay in the indexation of pensions to inflation – has been immediately criticised by the RN, but the government has 
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expressed a readiness to “discuss” it with parliament. While we are bracing ourselves for a lot of political noise in the 
weeks ahead, it is our baseline assumption that this budget bill will pass – possibly with some amendments – and 
shape the French economy in 2025. 
 

Unlucky Fed 
 
The US dataflow has not been kind to the Federal Reserve (Fed) since it inaugurated its change a stance with a 50bp cut 
and a quite dovish dot plot. We explored in some details last week how the employment report for September continued 
to paint the picture of a resilient US economy, casting a doubt on the urgency of proceeding by “jumbo cuts”. The consumer 
price index for September, released last week, did not provide much respite. Core Consumer Price Index (CPI) rebounded 
slightly in year-on-year terms to 3.3% from 3.2%, while the market was expecting an unchanged reading. Beyond the 
monthly volatility, what is emerging is a general stabilisation or in a more pessimistic fashion the emergence of a “line 
of resistance” – of core inflation above 3% since late spring (see Exhibit 7), a still uncomfortable pace relative to the Fed’s 
target (given the usual gap between the CPI and the Personal Consumption Expenditure (PC)E, the Fed’s favourite measure 
of inflation, 2.5% on core CPI would be consistent with target). The short-term momentum is not very reassuring, with 
the second acceleration in a row on the 3-month annualised rate (see Exhibit 8). The Fed had communicated on its 
tolerance of still robust gains in rents, which weight in core CPI exceeds 40%, given the favourable trend in real-time 
indicators of new leases, but the acceleration in “services less shelter” has been steep in September (from 0.7% on a 3-
month annualised basis in August to 3.0%). “Explaining away” the September print is not straightforward. 
 
Exhibit 7 – A “resistance line” above 3% for core CPI? Exhibit 8 –Short-term momentum uncomfortably up 

  

 
The minutes of the Federal Open Market Committee (FOMC) meeting in September released last week indicate that 
the debate on the magnitude of the first cut was much fiercer than what the lone dissent of Michelle Bowman 
suggested at the time of the announcement, and of course the recent dataflow is helping those who support a prudent 
pace of “restriction removal”. Yet, we do not think there is enough to seriously alter our baseline course of easing by 
25bp increments in November and December, in line with the market’s current expectations (45bps worth of cuts 
priced in as of last Friday). Among the Fed speakers who took to the wires after the CPI print, only Bostic has expressed 
a readiness to “skip” the November meeting – and he has been on the very hawkish spectrum of the FOMC in the 
current cycle so far – while Barkin, Goolsbee and Williams downplayed the significance of the September inflation 
number. For 2025, a continuation of cuts, stopping above the Fed’s estimate of the neutral rate as proxied by its 
forecast of the long-term level of the Fed Funds rate (2.9%) is our baseline, but with a high level of uncertainty, as we 
have been arguing for months, given the impact the outcome of US elections could have on fiscal and trade policy. 
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Country/Region What we focused on last week What we will focus on in next weeks 

 

• CPI inflation (Sep) headline and core both above 
expectation; ex-shelter services up 0.6%mom 

• Jobless claims up 33k to 258k, 15-month high. Most 
likely hurricane disruption, but raises risks  

• FOMC minutes (Sep) despite “majority” reported 
backing 50bps cut, clear Committee debate 

• Trump takes lead again in Penns state poll 

• PPI inflation (Sep) core rises to 2.8%yoy from 2.6%  

• Retail sales (Sep) expected soft headline on lower gas 
costs, but control group has been solid 

• Jobless claims these are likely to remain distorted by 
hurricane, but watch geography of layoffs 

• Industrial production (Sep) expected easing from 
strong August. Help finalise GDP outlook for Q3  

• Empire and Philly Fed surveys (Oct) both rose last 

• Housing starts (Sep) to soften from strong August 

 

• French PM Barnier unveiled the main objectives of 
the 2025 budget, of which a deficit targeted at 5.1% 
in 2025, against 7% if nothing is done which is 
equivalent of €60bn, with effort split towards less gov 
spending (2/3) and higher revenues (1/3). The 
parliament has now several weeks to discuss and 
potentially amend the draft budget 

• EMU retail sales (Aug) +0.2%mom, +0.1% in July 

• After downside surprise on core inflation and still 
weak momentum across EMU, the ECB should 
implement another 25bps rate cut 

• Italian government should release its draft budget 
and the arbitrage made to finance the promised cut 
to tax wedge 

• HICP (Sep), industrial production (Aug) 

• German ZEW (Oct)  

 

• BRC Retail Sales (Sep) showed signs of stronger 
consumer spending 

• RICS Residential Market Survey (Sep) pointed to 
house price growth for the first time in 2 years  

• Monthly GDP (Aug) increased by 0.2%mom, driven by 
manufacturing and construction 

• Labour market data (Aug) look for broader signs of 
looser conditions and easing wage growth  

• CPI inflation (Sep) should show renewed decline in 
headline, services and core inflation 

• Retail sales (Sep) look for further recovery, as 
consumers start to spend more 

 

• Average cash earnings (Aug) ticked down to 3%yoy, 
from 3.4%, due to end of one-off payments 

• HH spending (Aug) up 2%mom but below 2023 

• PPI (Sep) showed no change on the month  

• IP (Aug, final) look for downward revisions 

• Exports (Sep) should slow yoy, due to swings in yen  

• CPI inflation (Sep) look for whether BoJ core (ex. food 
and energy) eases slightly 

 

• Foreign reserves in September rose to $3,316.3bn 
from $3288.2bn in August 

• Money supply and credit demand for September 

• FDI in Sept ytd may drop further from Aug -31.5% 

• CPI in Sept likely firmer, backed by food price hikes, 
core to stay weak. PPI to extend the fall in Sept 

• Export and imports for Sept 

• GDP Q3 be soft to 4.5% from 4.7%yoy in Q2 

 

• CB: Peru unexpectedly (5.25%) and India expectedly 
(6.5%) on hold, Korea delivered its first 25bp cut 
(3.25%)  

• CPI yoy (Sept): Taiwan (1.8%), Thailand (0.6%), Chile 
(4.1%), Colombia (5.8%), Mexico (4.6%), Hungary 
(3%), Czech (2.6%), Romania (4.6%) 

• CB: Thailand (2.5%), Indonesia (6%), Turkey (50%) 
expected on hold, Chile (5.5%) expected to cut by 
25bp 

• CPI (Sept): India, Poland 

• Q3 GDP: Singapore, Malaysia 

• IP (Aug): Colombia, Uruguay 

Upcoming 
events US: 

Tue: Empire State mfg survey (Oct); Thu: Retail sales (Sep), Philadelphia Fed index (Oct), Initial jobless 
claims (w/e 5 Oct), IP (Sep), Business inventories (Aug), NAHB housing market index (Oct), Long-term 
investment flows (Aug); Fri: Housing starts (Sep), Building permits (Sep) 

Euro Area: 
Tue: Sp, Fr HICP (Sep), Ez Euro area Bank Lending Survey, Ez IP (Aug), Ge ZEW survey (Oct); Wed: It HICP (Sep); Thu: 
Ez HICP (Sep), Fri: It Fitch and S&P credit rating review 

UK: 
Tue: Unemp (ILO) (Aug), Avg earnings (Aug); Wed: CPI (Sep), CPIH (Sep), RPI (Sep), PPI (Sep); Fri: Retail 
sales (Sep) 

Japan: Wed: Private ‘core’ machinery orders (Aug); Fri: CPI (Sep) 

China: 
Mon: Exports and imports (Sep), Trade balance (Sep); Wed: PBoC announcement (1y MLF); Fri: GDP (Q3), 
IP (Sep), Retail sales (Sep), Fixed asset investment (Sep)  
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