The strange forecasts of the
European Commission for 2014

By Mathieu Plane

The figures for French growth for 2014 published by the
European Commission (EC) in its last report in May 2013 appear
to reflect a relative consensus. Indeed, the Commission
expects GDP to grow by 1.1% in 2014, which is relatively close
to the forecasts by the OECD (1.3%) and the IMF (0.9%) (Table
1). However, these forecasts of broadly similar growth hide
some substantial differences. First, in defining future fiscal
policy, the Commission, unlike the other institutions,
considers only the measures already approved. While the
Commission’s growth forecasts for 2013 included the measures
enacted by the Finance Act for 2013 (and therefore the
austerity measures), the forecasts for 2014 do not include any
forthcoming fiscal measure, even though according to the
stability programme submitted to Brussels in April 2013 the
government plans austerity measures amounting to 20 billion
euros in 2014 (a fiscal impulse of -1 GDP point). The exercise
carried out by the Commission for 2014 is thus closer to an
economic framework than an actual forecast, as it fails to
include the most likely fiscal policy for the year. As a
result, the French government has no reason to rely on the
Commission’s growth forecast for 2014 as it makes radically
different assumptions about fiscal policy. But beyond this
difference, there is also a problem with the overall coherence
of the economic framework set out by the Commission for 2014.
It is indeed difficult to understand how for 2014 the
Commission can forecast an increase in the unemployment rate
with a significantly worsened output gap and a positive fiscal
impulse.

Overall, all the institutions share the idea that the output
gap in France is currently very wide, lying somewhere between
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-3.4 percent of GDP (for the EC) and -4.3 percent (for the
OECD) in 2013 (Table 1). Everyone thus believes that current
GDP is very far from its long-term trajectory, and this
deficit in activity should therefore lead, in the absence of
an external shock or a constraint on fiscal and monetary
policy, to a spontaneous catch-up in growth in the coming
years. This should result in a growth rate that is higher than
the potential, regardless of the latter’s value. So logically,
if there is a neutral or positive fiscal stimulus, GDP growth
should therefore be much greater than the trend potential. For
the IMF, the negative fiscal impulse (-0.2 percent of GDP) is
more than offset by the spontaneous catch-up of the economy,
resulting in a slight closing of the output gap (0.2) in 2014.
For the OECD, the strongly negative fiscal impulse (-0.7
percent of GDP) does not allow closure of the output gap,
which continues to widen (-0.3), but less than the negative
impact of the impulse due to the spontaneous process of
catching up. In both these cases (OECD and IMF), the
restrictive fiscal policy holds back growth but leads to an
improvement in the public accounts in 2014 (0.5 percent of GDP
for the OECD and 0.3 for the IMF).
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As for the Commission, its budget forecasts include a positive
fiscal impulse for France in 2014 (+0.4 GDP point). As we saw
above, the Commission takes into account only the fiscal
measures already approved that affect 2014. However, for 2014,
if no new fiscal measures are taken, the tax burden should
spontaneously decrease due to the fall between 2013 and 2014
in the yield of certain tax measures or the partial financing
of other measures (such as the CICE Tax credit for

competitiveness and jobs). This could of course result in a
positive fiscal impulse in 2014. But despite this impact,
which is similar to a stimulus policy (on a small scale), the
closure of the output gap (0.1 percent of GDP) is less than
the fiscal impulse. This suggests implicitly that fiscal
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policy has no effect on activity and especially that there 1is
no spontaneous catch-up possible for the French economy
despite the very large output gap. But it is not clear why
this 1is the case. Suddenly, the government balance
deteriorates in 2014 (-0.3 percent of GDP) and the
unemployment rate rises by 0.3 percentage points (which may
seem paradoxical with an output gap that doesn’t worsen). The
French economy is thus losing on all fronts according to the
major macroeconomic indicators.

In view of the potential growth, the output gaps and the
fiscal impulses adopted by the Commission (the OECD and the
IMF), and based on 1incorporating relatively standard
assumptions (a short-term fiscal multiplier equal to 1 and
spontaneous closure of the output gap in 5 years), one would
have expected the Commission to go for growth in France in
2014 of 2.1% (1.7% for the OECD and 1.2% for the IMF), and
thus a steep reduction in unemployment.

Paradoxically, we do not find this same logic in the
Commission’s forecasts for Germany and the euro zone as a
whole (Table 2). In the case of Germany, despite a slight
deterioration in the output gap in 2013 (-1 GDP point), which
would normally point to some spontaneous catch-up by the
German economy in 2014, and an almost neutral fiscal impulse
(0.1 GDP point), Germany’s growth in 2014 is expected to be
1.8%, thus permitting the output gap to close by 0.5 GDP
point, resulting in a fall in the unemployment rate and a
reduction in Germany’'s public deficit in 2014.

In the case of the euro zone, we find the same scenario: a
marginally positive fiscal impulse (0.2 percent of GDP) and a
rapid reduction in the output gap (0.7 percent of GDP), which
translates both into an improvement in the public accounts
despite the positive fiscal impulse and a fall in the
unemployment rate (even if we would have expected a greater
reduction in the latter in light of the improvement in the
output gap).
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Given the potential growth, the output gaps and the fiscal
impulses adopted for each country by the Commission, the
forecast for 2014 could have been for growth of 2.1% in
France, 1.6% in Germany and 1.3% for the euro zone.
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Finally, why would France, despite a greater output gap than
Germany and the euro zone and a stronger positive fiscal
impulse, experience an increase in its unemployment rate in
2014 while the rate falls in the other countries? Should we
interpret this as reflecting that it is a problem or even
impossible for the Commission to include in a forecast that a
policy without fiscal consolidation could lead to growth and
reduce unemployment spontaneously in France?

Housing and the city: the new
challenges

By Sabine Le Bayon, Sandrine Levasseur and Christine Rifflart

The residential real estate market is a market like no other.
Since access to housing is a right and since inequalities in
housing are increasing, the role of government is crucial to
better regulate how the market functions. France has a large
stock of social housing. Should it be expanded further? Should
it have a regulatory role in the overall functioning of the
housing market? Should our neighbours’ systems of social
housing, in particular the Dutch and British systems, be taken
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as models? On the private market, the higher prices of home
purchases and rentals illustrate the lack of housing supply in
the country’s most attractive areas. At the individual level,
the residential market is becoming less fluid: moving 1is
difficult due to problems finding housing suited to career and
family needs. It is therefore necessary to develop appropriate
policies to enhance residential mobility and reduce imbalances
by stimulating the supply of new housing.

Housing is also an integral part of our landscape, both urban
and rural. It distinguishes our cities of today and of
tomorrow. The commitments made in the framework of the
Grenelle environmental consultation process demand a real
revolution in land use as well as in technical standards for
construction. To ensure more housing, should undeveloped land
be used or should developed land be exploited more intensely?
How should a housing stock that has become obsolete in terms
of energy standards be renovated, and how should this be
financed?

These are the challenges addressed by the contributions
collected in the new book Ville et Logement in the
Débats et politiques series of the Revue de 1’0OFCE, edited by
Sabine Le Bayon, Sandrine Levasseur and Christine Rifflart.
With authors from a variety of disciplines (economics,
sociology, political science, urban planning) and backgrounds
(researchers as well as institutional players), this review
aims to improve our understanding of the issues related to
housing and the city.
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What factors have put the
brakes on growth since 20107

By Eric Heyer and Hervé Péléraux

At the end of 2012, five years after the start of the crisis,
France’s GDP has still not returned to its earlier level
(Figure 1). At the same time, the labour force in France has
grown steadily and technical progress has constantly raised
workers’ productivity. We are therefore more numerous and more
productive than 5 years ago when output was lower: the
explosion in unemployment is a symptom of this mismatch. Why
had the shoots of recovery seen in 2009 been choked off by
mid-20107?

(x]

The main factor stifling the recovery has been the austerity
measures that were enacted in France and Europe in 2010 and
then intensified in 2011 and 2012 (Table 1). The impact of
austerity has been all the more marked as it has been
generalized throughout the euro zone. The effects of domestic
cutbacks have combined with the effects of undercutting demand
from other European partners. Given that 60% of France’s
exports are to the European Union, any external stimulus had
virtually vanished by mid-2012, less due to the slowdown 1in
global growth, which is still almost 3%, than to the
consequence of the poor performance of the euro zone, which 1is
on the brink of recession.

It is austerity that is at the root of the lack of growth:
after shaving -0.7 GDP point off growth in 2010, its effects
increased in 2011 and 2012 (respectively -1.5 and -2.1 points)
because of the stepped-up measures and the existence of high
fiscal multipliers. Indeed, in a period of low economic
activity simultaneously tightening fiscal policy in all the
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European countries while there is very little manoeuvring room
for monetary policy (real interest rates close to zero) has
led to raising the value of the multiplier. There is now a
broad consensus that the short-term fiscal multipliers are
high, especially as full employment is still out of reach (see
Heyer (2012) for a review of the literature on multipliers).
The theoretical debate about the value of the multiplier and
the role of agents’ expectations must give way to empirical
observation: the multipliers are positive and greater than 1.

(=]

In addition to the fiscal drag, there is the effect of tight
monetary conditions: the easing of monetary policy — seen in
particular in the lower key interest rates — is far from
enough to offset the negative effect on the economy of tighter
borrowing conditions and the widening of the spread between
private investment and risk-free public investment.

All things considered, including taking into account the
impact of the resurgence in o0il prices after the onset of the
recession, the spontaneous growth of the French economy would
have averaged 2.6% over the past three years. The realization
of this potential would have led to a further reduction in
excess production capacity and would ultimately have cut short
the downturn in the economy that actually took place.

In the Netherlands, change 1is
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for now!

By Christophe Blot

While France has just reaffirmed that it will meet its
commitment to reduce its budget deficit to below 3% by 2014
(see Eric Heyer), the Netherlands has announced that it is
abandoning this goal on the grounds that additional austerity
measures could jeopardize growth. The country plunged into
recession in 2012 (-1%), and GDP will fall again in 2013 (see
the analysis of the CPB, the Netherlands Bureau for Economic
Policy Analysis). In these circumstances, the social situation
has deteriorated rapidly, with a 2 percentage point rise in
unemployment in five quarters. In the first quarter of 2013,
7.8% of the workforce was out of work. Beyond the implications
for the Netherlands itself, could this rejection of austerity
(finally) signal a shift in Europe’s strategy of fiscal
consolidation?

Up to now, the coalition government elected in September 2012
and led by the Liberal Mark Rutte had followed the general
strategy of consolidation, with expectations of rapidly
bringing the deficit below 3%. However, the austerity measures
already being implemented together with an adjustment in the
housing market and the general decline in activity throughout
the euro zone led the Netherlands into a new recession in 2012
and put off the prospects of meeting the budget target in
2013. In view of the European Commission’s projections for
growth and for the budget deficit in 2013, it does however
seem that the Dutch government would have been able to achieve
a deficit of 3% in 2014, but like France, at the cost of
taking additional measures.

The budget deficit is expected by the Commission to come to
3.6% in 2013. The CPB expects an even slightly lower deficit
(3.3%), using growth forecasts similar to those of the
Commission. In these conditions, the fiscal effort required to
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reach the 3% target in 2014 would amount to between 3.5 and 7
billion euros. In comparison, for France this would require
the approval of additional austerity measures for 2014
amounting to 1.4 GDP points, i.e. just under 30 billion euros
(see France: holding to the required course).

However, under pressure from the social partners, the Dutch
government ultimately abandoned the plan announced on March 1
that provided for savings of 4.3 billion euros, which mainly
consisted of a wage freeze in the public sector, a freeze in
the income tax scale and the stabilization of public spending
in real terms. Putting austerity on hold like this should give
a small boost to the economy without calling into question
fiscal sustainability, as the improved prospects for growth
should reduce the cyclical component of the budget deficit.

While the 3% target will of course not be met, it is not at
all clear that the markets will make much out of this
infringement of the rules. In fact, the difference in interest
rates vis-a-vis the German rate has stabilized since it was
announced that the plan had been abandoned, whereas the
difference had tended to increase in the previous weeks (see
figure).
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While this decision should not upset the economic and
financial stability of the Netherlands or the euro zone, it
does nevertheless send a strong anti-austerity signal from a
country that had hitherto favored fiscal consolidation. It is
therefore one more voice that is challenging the effectiveness
of this strategy and emphasizing the economic and social risks
associated with it (see here for an overview of the case
against austerity and the 2013 1AGS report for more specific
points concerning an alternative strategy for Europe). It is
also a decision that should give France 1inspiration.
Credibility is not necessarily gained by sacrificing one
objective (growth and employment) for another (the budget
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deficit). It is still necessary to await the response of the
European Commission in that the Netherlands, like most
countries in the euro zone, is subject to an excessive deficit
procedure. If the decision of the Netherlands is not
challenged, then this will represent a significant shift in
European macroeconomic strategy.

France’s Stability Programme:
the missing line

By Eric Heyer

On April 17, the government presented its Stability Programme
for 2013-2017 for the French economy. For the next two years
(2013-2014), the government has relied on the projections of
the European Commission in forecasting growth of 0.1% in 2013
and 1.2% in 2014. Our purpose here is not to revisit these
forecasts, though they do seem overly optimistic, but rather
to discuss the analysis and outlook for France for the period
2015-2017 that is explicit and sometimes implicit in this
document.

According to the document provided to Brussels, the government
is committed to maintaining its fiscal consolidation strategy
throughout the five-year period. The structural effort will
lessen over the years, representing only 0.2 percent of GDP in
2017, i.e. nine times less than the effort required of
citizens and business in 2013. Under this assumption, the
government expects a return to 2% annual growth during the
period 2015-2017. The deficit will continue to shrink,
reaching 0.7 percent of GDP in 2017. This effort would even
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lead for the first time in over 30 years to a structural
fiscal surplus in 2016, rising to 0.5 percent of GDP in 2017.
For its part, public debt would peak in 2014 (at 94.3 GDP
points) then begin to decline from 2015 to a level of 88.2 GDP
points by the end of the five-year period, which is lower than
the level when the Socialists came to power (Table 1). It
should be noted, however, that in this official document
nothing is said about the changes in unemployment that the
government expects will result from its policies by the end of
the five-year period. This is the reason for our introduction
of a missing line in Table 1.

(]

Based on assumptions similar to those of the government for
fiscal policy as well as for the potential for growth, and
starting from the same short-term situation, we have attempted
to verify the analysis provided by the government and to
supplement it by integrating the changes in unemployment
related to its Programme.

Table 2 summarizes this work: it indicates that growth would
accelerate gradually over the period 2015 to 2017, to over 2%
in 2017. Growth over the period would average 1.8%, a rate
close to but slightly lower than the 2% expected in the
Stability Programme [1].

At end 2017, the deficit would be close to the government
target, without however reaching it (1 GDP point instead of
0.7 GDP point). The public debt would also fall to a level
comparable to that in 2012.

In this scenario, which is similar to that of the government,
the trend in unemployment will not reverse until 2016; by the
end of the five-year period, the unemployment rate is expected
to be 10.4% of the working population, i.e. a level higher
than that prevailing at the time Francois Hollande assumed
office.
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The scenario proposed by the government in the Stability
Programme seems optimistic in the short term and misses the
goal in the medium term. On this last point, it seems
surprising to want to stick to a policy of austerity after the
economy has seen the public finances balanced in structural
terms and while the unemployment rate is rising above its
historical peak.

A more balanced approach could be considered: assume that from
2014 the euro zone adopts a “reasonable” austerity plan aimed
at both restoring the structural balance of the public
finances and reducing the unemployment rate. This alternative
strategy would involve rolling back the planned fiscal
stimulus in all the euro zone countries and limiting it to 0.5
GDP point [2]. This would constitute a fiscal effort that
could be sustained over time and allow France, for example, to
eliminate its structural deficit by 2017. Compared to the
current plans, this would provide a greater margin for
maneuver that would spread the burden of the adjustment more
fairly.
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Table 3 summarizes the results of simulating this new
strategy. Less austerity leads to more growth in all the
countries. However, our simulation also takes into account the
impact of economic activity in one country on other countries
via international trade. In 2017, in the “less austerity”
scenario, the public finances would be in the same state as in
the baseline scenario, with the additional growth offsetting
the reduced effort. However, in this scenario, unemployment
would decline in 2014, and by 2017 would have fallen to a
level comparable to the 2012 level.
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[1] The difference in growth can arise either because of not
taking into account the impact of foreign trade due to the
austerity plans being implemented in other partner countries,
or because the fiscal multiplier used in the Stability
Programme is lower than in our simulation, where it is around
1. Indeed, we believe that in a period of low economic
activity, adopting policies of fiscal restraint that are
applied simultaneously in all the European countries and when
there is little maneuvering room for monetary policy (real
interest rates are close to zero) leads to pushing up the
value of the multiplier. There is also now a broad consensus
on_ the fact that the short-term multipliers are high,
especially given that full employment is still out of reach
(see Heyer (2012) for a review of the literature on
multipliers).

[2] This strategy has already been simulated in previous OFCE
work, such as that by Heyer and Timbeau in May 2012, by Heyer,
Plane and Timbeau in July 2012 and by the iAGS report in
November 2012.

What kind of pension reform
for 20137

In a speech on 28 March, Francois Hollande raised the 20
billion euro deficit forecast for 2020 in order to announce a
further extension of the pension contributions period, while
refusing to end the indexation of low state pensions and
pensions in the statutory pension system. Francois Hollande
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and the French government also pledged to re-balance the
public finances by 2017. As they no longer wish to increase
the tax burden in a period of weak or even non-existent
growth, this means cutting public spending by at least 70
billion euros, or about 7%. As pensions account for a quarter
of public expenditure, they cannot be spared the austerity
axe. There 1is a major risk that the goal of re-balancing the
public finances will result in lowering the level of pension
payments. When negotiating the supplemental pension
arrangements in March 2013, the MEDEF managed to obtain
pension increases of 1 percentage point below the inflation
rate for 3 years, meaning a 3% loss in purchasing power. In a
recently published note (Notes de l’OFCE, no. 26 dated 24
April 2013), Henri Sterdyniak explains that there are other
possible approaches to reform.

The chalice of austerity,
right to the dregs

Céline Antonin, Christophe Blot and Danielle Schweisguth

This text summarizes the OFCE’'s April 2013 forecasts

The macroeconomic and social situation in the euro zone
continues to cause concern. The year 2012 was marked by a
further decline in GDP (-0.5%) and a continuing rise in the
unemployment rate, which reached 11.8% in December. While this
new recession is not comparable in magnitude to that of 2009,
it is comparable in duration, as GDP fell for the fifth
consecutive time in the last quarter of 2012. Above all, for
some countries (Spain, Greece and Portugal), this prolonged
recession marks the beginning of deflation that could quickly
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spread to other countries in the euro zone (see The onset of
deflation). Finally, this performance has demonstrated the
failure of the macroeconomic strategy implemented in the euro
zone since 2011. The strengthening of fiscal consolidation in
2012 did not restore market confidence, and interest rates did
not fall except from the point when the risk of the euro
zone's collapse was mitigated by the ratification of the
Treaty of stability, coordination and governance (TSCG) and
the announcement of the new WTO operation allowing the ECB to
intervene in the sovereign debt markets. Despite this, the
fiscal dogma has not been called into question, meaning that
in 2013, and if necessary in 2014, the euro zone countries
will continue their forced march to reduce their budget
deficits and reach the symbolic threshold of 3% as fast as
possible. The incessant media refrain that France will keep
its commitment is the perfect reflection of this strategy, and
of its absurdity (see France: holding the required course). So
until the chalice has been drunk to the dregs, the euro zone
countries seem condemned to a strategy that results in
recession, unemployment, social despair and the risk of
political turmoil. This represents a greater threat to the
sustainability of the euro zone than the lack of fiscal
credibility of one or another Member State. In 2013 and 2014,
the fiscal stimulus in the euro zone will again be negative
(-1.1% and -0.6%, respectively), bringing the cumulative
tightening to 4.7 GDP points since 2011. As and to the extent
that countries reduce their budget deficits to less than 3%,
they can slow the pace of consolidation (Table). While in the
next two years Germany, which has already balanced the public
books, will cease its consolidation efforts, France will have
to stay the course in the hope of reaching 3% in 2014. For
Spain, Portugal and Greece, the effort will be less than that
what has already been done, but it will continue to be a
significant burden on activity and employment, especially as
the recessive impact of past measures continue to be felt.

In this context, the continuation of a recession 1is
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inevitable. GDP will fall by 0.4% in 2013. Unemployment 1is
expected to break new records. A return to growth is not
expected until 2014, but even then, in the absence of any
relaxation of the fiscal dogma, hopes may again be
disappointed since the anticipated growth of 0.9% will be
insufficient to trigger any significant decline 1in
unemployment. In addition, the return to growth will come too
late to be able to erase the exorbitant social costs of this
strategy, while alternatives to it are discussed inadequately
and belatedly.

Table. Public balance and fiscal impulse in the euro zone countries

In GDP points
Public defict Fiscal impulse
2013 (p) 2014 (p) 2013 (p) 2014 (p)

Germany 0,2 -0,4 0,1 0,1 0,0
Austria -3,0 2.5 -1,8 0,6 0,3
Belgium -3,0 -2,8 1,9 0,5 -1,0
Spain -10,2 -5,5 -5,8 -2,0 1,1
Finland 1.6 -1,5 -0,9 0.8 0,7
France -4,8 -3,9 -3,0 -1.8 -1.4
Greece 6,6 5,4 4,5 3.8 -2,0
Ireland 8,2 8,4 -6,6 1.9 -1,8
Italy -3,0 -39 -3,4 1.4 0,7
Metherlands -4,1 -3,4 -3,0 -1,7 0,7
Portugal -5,0 -4,4 -3,0 -2,1 -1,9
Euro zone 11* -3,2 2,6 -1,8 1,1 0,6

* Bxcluding Cyprus, Luxembourg, Malta, Slovakla and Estonla.
Sowrces @ Burostat, European Commission, OFCE calculations and forecast March 2013,

France: the rise in cyclical
unemployment continues

By Bruno Ducoudré

The Great Recession, which began in 2008, has resulted in a
continuous and inexorable rise in unemployment in France, by
3.1 percentage points between the low point reached in the
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first quarter of 2008 (7.1% in mainland France) and the peak
in the fourth quarter of 2012. The unemployment rate is now
close to the record levels reached in the late 1990s. This
rise can be broken down into a change in the rate of cyclical
unemployment due to the lack of economic growth, and a change
in the rate of structural unemployment. The latter gives
information on the extent of the output gap, which is crucial
for measuring the structural deficit. Consequently, any choice
about the fiscal policy to be adopted to re-balance the public
finances needs an analysis of the nature of the additional
unemployment generated by the crisis. In other words, has the
crisis mainly resulted in cyclical unemployment or structural
unemployment?

A study of the Non-Accelerating Inflation Rate of Unemployment

(NAIRU)™M offers one way of analysing whether the unemployment
is structural or cyclical. Based on an estimate of the wage-
price spiral, we propose in the OFCE’'s 2013-2014 forecasts
for the French economy taking a look at the level of the
equilibrium rate of unemployment (ERU) using a recursive
estimate of the NAIRU since 1995 in order to identify the
share of cyclical unemployment.

Table. Estimates of the equilibrium rate of unemployment
In %
Périod 2000-2012 2000-2007 2008-2012
NAIRL 7,2 6,8 7,7

Note : Hypotheses on exogenous factors: values observed on average over the periods 2000-2007 and 2008-2012. The
productivity trend equals 1.1.
Source : OFCE calculations.

First, our estimate of the ERU takes good account of the lack
of real inflationary pressures since 1995. Indeed, the actual
unemployment rate is consistently higher than the ERU over
this period (Figure 1). However, between 1995 and 2012
underlying inflation varies between 0 and 2%. It reaches 2% in
2002 and 2008, times when the actual unemployment rate is
closer to the ERU, although this does not reflect the real
inflationary pressures. In 2012, the increase in the


http://www.ofce.sciences-po.fr/blog/?p=3682#_ftn1
http://www.ofce.sciences-po.fr/pdf/documents/prev/prev0413/france170413.pdf
http://www.ofce.sciences-po.fr/pdf/documents/prev/prev0413/france170413.pdf
http://www.ofce.sciences-po.fr/blog/wp-content/uploads/2013/04/tab_2204_blogang.jpg

unemployment rate led to a wider gap with the equilibrium rate
of unemployment and was accompanied by a slowdown 1in
underlying inflation, which fell below 1% by the end of the
year.

Second, the NAIRU is estimated at 7.2% on average over the
years 2000-2012, with an average inflation rate of 1.9% over
the period. Inflation rose to an average 7.7% over the period
2008-2012 (Table 1) and to 7.8% in 2012 (Figure 1).

Figure 1. Unemployment rate and estimated NAIRU

In %
11

10 -

Unemployment rate (ILO)

MNAIRU
7

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Sources : INSEE, OFCE calculations.

Third, these estimates also indicate that the NAIRU has
increased by 0.9 percentage points since the onset of the
crisis. This explains at most 30% of the rise in the
unemployment rate since 2008, with the remainder coming from
an increase in cyclical unemployment. The cyclical component
of unemployment would therefore represent 2.1 percentage
points of unemployment in 2012. This change in the gap between
the actual unemployment rate and the equilibrium rate of
unemployment is also consistent with underlying inflation,
which has been declining since 2009. Given our forecast of
unemployment, this gap will increase by 1.5 percentage points,
to a level of 3.6% in 2014 on an annual average.
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Figure 2. Unemployment rate-MAIRU difference and underlying inflation
In %

Unemployment rate (ILO) — NAIRU

Underlying inflation yoy

1995 1997 1999 2001 2003 2005 2007 2009 2011
Sources : INSEE, OFCE calculations.

Estimates of the equilibrium rate of unemployment thus
indicate that the gap with the actual unemployment rate has
widened during the crisis. The share of cyclical unemployment
has increased, with the rise in cyclical unemployment
accounting for about 70% of the rise in the unemployment rate
since 2008. This confirms our diagnosis of a high output gap
for the French economy in 2012, a gap that will continue to
widen in 2014 under the combined impact of fiscal austerity
and a high fiscal multiplier.

This text draws on the analysis of the economic situation and
the forecast for 2013-2014, which is available [in French] on
the OFCE site.

[1] The NAIRU is the rate of unemployment at which the
inflation rate remains stable. Above it, inflation slows,
which eventually makes possible an increase in employment and
a reduction in unemployment. Below it, the dynamic 1is
reversed, leading to higher inflation, a fall in employment
and a return of unemployment to its equilibrium level.
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Holding to the required
course

By Eric Heyer

This text summarizes the OFCE’'s 2013-2014 forecasts for the
French economy.

In 2013, the French economy should see negative annual average
growth, with a fall in GDP of 0.2%, before a modest recovery
in 2014, with growth of 0.6 % (Table 1). This particularly
mediocre performance is far from the path that an economy
pulling out of a crisis should be taking.

Table 1. Summary of the forecast for 2013 and 2014

In %, annual average
2010 2011 2012 2013 20147

Taux de crolssance du PIB 1.6 1.7 0,0 0,2 0.6
Imports 8.4 5.2 -0,3 0,1 1.7
Household consumption 1.4 0,2 0,1 0,0 0,8
Covernmeant consurmption 1.7 0,2 1.4 1,2 0,2
Total investment 1,0 35 0,0 -1,9 0,5
Exports 9,2 5,5 25 0.9 2.2

Contribution to growth
Domestic demand excl. inventory 1,5 09 0,3 0,1 0.5
Change in inventory 0,0 0.8 -1,0 0,3 0,0
Trade balance 0,0 0,0 0,7 0,2 0,1
GDP growth rate, euro zone 2,0 1,1 0,5 0,4 09
Other indicators
Inflation (consumption deflator) 1,1 2,1 1,9 1.6 1,6
Savings rate (% of GDI) 15,9 16,2 16,0 15,6 15,2
Unemployment rate 9,3 9,2 9.9 10,7 11,4
Public deficit (GDP points) 7.1 52 4,8 39 3,0
Public debt (GDP points) 82,4 85,8 90,2 93,3 04,8
GDP growth rate (year-on-year) 18 1,1 -0.3 0,3 07

Sowrces : INSEE, quartery accounts; OFCE e-mod.fr forecast for 201 3 and 2014,

Four years after the start of the crisis, the French economy
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has a substantial potential for recovery: this should have led
to average spontaneous growth of about 2.6% per year in 2013
and 2014, making up some of the output gap accumulated since
the onset of the crisis. But this spontaneous recovery 1is
being hampered mainly by the introduction of fiscal savings
plans in France and across Europe. To meet its commitment to
cut the public deficit to 3% by 2014, the French government
will have to hold to the course of fiscal consolidation it
adopted in 2010, which was imposed by the European Commission
in all the euro zone countries. This budget strategy should
slash 2.6 percentage points off GDP growth in France in 2013
and 2.0 percentage points off GDP in 2014 (Table 2).

Table 2. The obstacles to growth in France during the years 2013 and 2014

In GDP polnts
1 N - S Y™ =< S
GDP growth -0,2 0,6
Impact on GDP due to -
... oll changes -0,2 0,0
Direct impact on the French economy 0,1 0.0
Impact via addressed demand 0,0 0.0
... austerity measures -2,6 -20
Direct impact on the French economy -1,8 -1,4
Impact via addressed demand -0.8 -0,6
... monetary conditions Q,0 0,0
Direct impact on the French economy 0,0 0,0
Impact via addressed demand 0,0 0.0
... policles on competition Q,1 -0,1
Direct impact on the French economy 0,2 0.0
Impact via addressed demand -0,1 -0,1
Achlevement -0,2 0,1
Spontaneous growth rate ' 2.6 2.6

Sources : INSEE, OFCE calculations.

By setting a pace far from its potential, the expected growth
will aggravate the output gap built up since 2008, with the
labour market thus continuing to worsen. The unemployment rate
will rise steadily to 11.6% in late 2014.

Only a shift in European fiscal strategy could halt the rise
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in unemployment. This would mean limiting the negative fiscal
stimulus to 0.5 percent of GDP instead of the total of 1.0
points planned in the euro zone in 2014. This reduced fiscal
effort could be repeated until the public deficit or debt
reaches a defined goal. Compared to current plans, because the
effort would be measured the burden of adjustment would be
spread more fairly over the taxpayers in each country,
avoiding the pitfall of drastic cuts in the public budgets.
This new strategy would lead to a slower reduction in the
public deficit (-3.4% in 2014 against -3.0% in our central
scenario), but also and especially to higher economic growth
(1.6% against 0.6%). This “less austerity” scenario would
allow the French economy to create 119,000 jobs in 2014, 1i.e.
232,000 more than in our central forecast, and unemployment
would fall instead of continuing to increase.

The onset of deflation

By Xavier Timbeau

This text summarizes the April 2013 forecasts of the OFCE.

The global economic and financial crisis that began in late
2008 is now entering its fifth year. For the European Union,
2012 has been another year of recession, showing just how much
the prospect of an end to the crisis, heralded so many times,
has been contradicted by economic developments. Qur forecasts
for 2013 and 2014 can be summarized rather ominously: the
developed countries will remain mired in a vicious circle of
rising unemployment, protracted recession and growing doubts
about the sustainability of public finances.
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From 2010 to 2012, the fiscal measures already taken or
announced have been unprecedented for the euro zone countries
(-4.6% of GDP), the United Kingdom (-6% of GDP) and the United
States (-4.7% of GDP). The fiscal adjustment in the US that
has been long delayed but finally precipitated by the lack of
political consensus between Democrats and Republicans will
take place again in 2013 and 2014. In 2014, austerity in the
euro zone will ease, although it will continue at an intense
level in the countries still in deficit, which are also those
with the highest fiscal multipliers.

In a context of high multipliers, the fiscal effort has a cost
in terms of activity. This phrase, taken from Marco Buti,
chief economist of the European Commission, sounds like both a
confession and a euphemism — a confession, because the
acknowledgement of the high value of the fiscal multipliers
came late and was neglected too long; Olivier Blanchard and
David Leigh recall that this problem led to systematic
forecast errors and that these errors were much larger 1in
countries in the worst situations undertaking the largest
deficit reductions.

But the undervaluation of the multipliers also meant that the
hopes accompanying deficit reduction were disappointed. The
“unexpectedly” heavy impact of the austerity plans on activity
has meant lower tax revenues, and thus a smaller reduction in
the deficit. In attempting to meet their nominal deficit
targets regardless of the cost, the States have only
exacerbated the fiscal effort.

A confession like this might suggest that the error was
inevitable and that the lesson has been drawn. This is not the
case. First, since 2009, many voices were raised warning that
the multipliers might be higher than in “normal times”, that
the possibility of the kind of expansive consolidation
described and documented by Alberto Alesina was an illusion
based on a misinterpretation of the data, and that there was a
real risk of neglecting the impact of the fiscal consolidation
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on economic activity.

In October 2010, the IMF, under the impetus even then of
Olivier Blanchard, described the risks of pursuing an overly
brutal consolidation. The general awareness finally emerging
in early 2013 reflected an acknowledgement of such a
substantial accumulation of empirical evidence that the
opposite view had become untenable. But the damage was done.

Nor was the lesson learned. According to the European
Commission, the multipliers were high. [1] The use of the past
tense reveals the new position of the European Commission:
while the multiplier were high, they are now back to their
pre-crisis value. This means that, according to the European
Commission, the euro zone is again in a “normal” economic
situation. The argument here is theoretical, not empirical.
Normally, economic agents are “Ricardian” in the sense that
Robert Barro has given this term. Agents can smooth their
consumption and investment decisions and are not constrained
by their income over the short-term. The multipliers would
therefore be low or even zero. Fiscal consolidation (which is
the name given to the unprecedented budgetary efforts made
since 2010 in the euro zone) could therefore continue, this
time without the hassles previously observed. This argument 1is
undoubtedly relevant in theory, but its use in practice today
is puzzling. It amounts to forgetting far too easily that we
are in a situation of high unemployment, that Llong-term
unemployment is increasing, that company balance sheets are
still devastated by the loss of activity that started in 2008,
and have never really recovered except in Germany, that the
banks themselves are struggling to comply with accounting
standards and that the IMF Managing Director, Christine
Lagarde, has urged that some of them be closed. It means
forgetting that the famous credit that is supposed to smooth
consumption and investment has collapsed, i.e. amidst a
rampant and powerful credit crunch. It means forgetting that
in this era when the injunction to prefer the private sector



over the public sector is stronger than ever, panic in the
financial markets is leading savers and investment advisers to
opt for investments in State sovereign bonds with yields of
less than 2% at 10 years. And this is taking place despite
downgrades by the credit rating agencies because these States
are perceived (and “priced”, to use the jargon of the trading
floors) as having the lowest risk. Such are the paradoxes of a
time when one voluntarily submits to taxation by accepting
negative real interest rates on investments and paying dearly
for default insurance.

So if the confession seems belated and not to have had much
impact on the dogma for escaping the crisis, it also involves
a euphemism. For what are these costs that Marco Buti refers
to? The price to be paid for an unavoidable financial
situation? A hard time to get through before we return to a
healthy future? It is by turning away from a detailed analysis
of the risks run by continuing the current economic strategy,
which has finally been acknowledged as having been incorrectly
calibrated, that we miss what is most important. By pursuing
the short-term goal of consolidation, while the fiscal
multipliers are high, the conditions that make the fiscal
multipliers high in the first place are maintained or even
reinforced. The period of unemployment and underutilization of
capacity are thus prolonged. This prevents the reduction of
private debt, the starting point of the crisis, thus
perpetuating it.

The fiscal effort has been disappointing in the short term, as
the consequence of a high multiplier is that the deficit is
reduced less than expected, or even not at all. Public debt in
turn increases, as the effect of the denominator outweighs the
slower growth of the numerator (see the iAGS report for a
discussion and a simple formalization). There are numerous
examples, the most recent of which was France, and the most
spectacular Spain. But the disappointment is not just in the
short term. The persistence of zero growth and a recession
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changes expectations about future growth: what was analyzed a
few quarters ago as a cyclical deficit is now considered
structural. The disappointment also modifies the future
potential. The hysteresis effects in the labour market, the
reduction in R&D, the delays with infrastructure and even, as
can be seen now in Southern Europe, the cutbacks in education,
in the fight against poverty and in the integration of
immigrants all obscure the long-term outlook.

In 2013 and 2014, the developed countries will all continue
their fiscal consolidation efforts. For some, this will mean
the repetition and thus the accumulation of an unprecedented
effort over five consecutive years. For Spain, this amounts to
a cumulative fiscal effort of more than 8 percentage points of
GDP! With few exceptions, unemployment will continue to rise
in the developed countries, reaching a situation where
involuntary unemployment exceeds the capacity of the national
unemployment insurance systems to replace the lost employment
income, especially since these systems are facing budget cuts
themselves. In this context, wage deflation will kick off in
the countries hit hardest. Since the euro zone has [][Jfixed
exchange rates, this wage deflation will inevitably be
transmitted to other countries. This will constitute a new
lever perpetuating the crisis. As wages decrease, it becomes
impossible for economic agents to access the financial system
to smooth their economic decisions. The debts that have been
targeted for reduction since the onset of the crisis will
appreciate in real terms. Debt deflation will become the new
vector of entrapment in the crisis.

There is, in this situation, a particularly specious argument
to justify this conduct: that there was no alternative, 1i.e.
that history was written before 2008 and that the errors in
economic policy committed before the crisis made [[it
inevitable, and above all that any other choice, such as
postponing the consolidation of the public finances to a time
when the fiscal multipliers were lower, was simply not



possible. Market pressures and the need to restore lost
credibility before 2008 made prompt action essential. If the
actions carried out had not been carried out just as they
were, then the worst would have happened. The euro would have
collapsed, and defaults on public and private debt would have
plunged the euro zone into a depression like that of the
1930s, or even worse. The great efforts undertaken made it
possible to avert a disaster, and the result of these measures
is, at the end of the day, quite encouraging. Such is the
story.

But this argument 1ignores the risks being run today.
Deflation, the prolongation of mass unemployment, the collapse
of the welfare states, the discrediting of their policies, the
undermining of consent to taxation, all carry the seeds of
threats whose consequences can only be glimpsed today. Above
all, this dismisses the alternative for the euro zone of
exercising its sovereignty and demonstrating its solidarity.
This argument is based on the idea that for the States fiscal
discipline is to be exercised through the markets. It obscures
the fact that the public debt and currency are inseparable. An
alternative does exist; it requires that the public debt in
the euro zone be pooled; it requires a leap towards a transfer
of sovereignty; and it requires completing the European
project.

[1] “With fiscal multipliers higher than in normal times, the
consolidation efforts have been costly in terms of output and
employment”, Marco Buti and Karl Pichelmann, ECFIN Economic
Brief Issue 19, Feb. 2013, European prosperity reloaded: an
optimistic glance at EMU@Z20.
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