The governance of public
finances: from the Fiscal
pact to France’s Organic law

by Henri Sterdyniak

So the French government has had Parliament enact an “Organic
law relating to the planning and governance of public
finances” (loi organique relative a la programmation et a la
gouvernance des finances publiques), which translates into
French law the European Fiscal pact (the Treaty on stability,
coordination and governance) that France had made a commitment
to ratify. This Law can be assessed from two points of view:
from the perspective of how well it conforms to the Treaty or
from the viewpoint of its own relevance, i.e. will it improve
France’s fiscal policy?

In fact, the government has chosen — as the Constitutional
Council had provided it with the possibility of so doing — a
minimalist approach to taking into account the Treaty. The new
budgetary procedure is not incorporated into the Constitution,
and as we shall see, the Treaty provides for certain automatic
binding procedures that the Organic law tempers or does not
mention.

The Organic Law has three sections, dealing respectively with
the budget plan (loi de programmation des finances publiques —
LPFP), the High Council on the Public Finances (Haut Conseil
des finances publiques), and a correction mechanism.

The Budget Plan

Article 1 of the Organic Law stipulates: “In accordance with
the objective of balanced government accounts as set out in
Article 34 of the Constitution, the LPFP sets the medium-term
targets of the government administrations referred to 1in
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Article 3 of the TSCG.”

Article 34 of the Constitution, adopted on 31 July 2008, set
out only a medium-term non-binding target. It has had little
influence on the fiscal policy adopted since then. In times of
crisis, the multi-year guidelines quickly cease to have an
influence. This was the case, for example, in 2009. The 2009
deficit, which was set at 0.9% of GDP by the four-year budget
plan passed in January 2008, and 3.9% of GDP according to the
January 2009 plan, ultimately amounted to 7.5%. Should we give
up this flexibility?

Moreover, how can the budget plan “set a target” when the
target flows from Article 3 of the Treaty, which clearly
states that the target should be a structural deficit of less
than 0.5% of GDP and that a path for an adjustment to ensure a
rapid convergence toward equilibrium will be proposed by the
European Commission?

Doesn’t the ambiguity of this article actually reflect an
attempt to reconcile the irreconcilable: the sovereignty of
Parliament in budgetary matters with France’s commitment to
follow the recommendations of the Commission?

Article 1 of the Organic Law continues: “The budget plan
(LPFP) determines the trajectory of the successive annual
actual balances and structural balances.. The structural
balance is the cyclically-adjusted balance net of one-off and
temporary measures.” Article 3 states that the period covered
is at least three years.

Thus, the Law takes no account of the experience of the
Stability and Growth Pact (SGP): it is impossible to fix a
trajectory for the public finances, in terms of the structural
and actual deficit, for a period of three years. In January
2008, France was committed to having a balanced budget in
2012. It won’'t even get close. Should commitments be made that
are impossible to keep?



This 1is impossible for two reasons. First, unpredictable
economic fluctuations make it necessary to constantly adapt
economic policy. In case of a deep crisis, as since 2009, it
1s necessary to make use of both economic stabilizers and
discretionary measures (which increase what 1is called the
structural deficit). If taken seriously, the Treaty prohibits
any policy to boost activity during a downturn in activity. In
the autumn of 2008, according to the Commission France had a
structural deficit of 3.2% of GDP. If the Treaty had been in
force, it would have had to reduce this quickly to 2.5% in
2009. In fact, France has moved to a structural deficit of 6%
of GDP, according to the Commission’s assessment, in other
words, 3.5 percentage points higher. Is the government wrong
to have promoted activity, or to have come to the rescue of
the banks? Should it have embarked on a tough austerity policy
to offset the fall in tax revenue?

The text is, of course, ambiguous. On the one hand, it sets
out that the structural deficit does not include “one-off and
temporary” measures. Assistance to banks is undoubtedly a one-
off, but why not all the 2009 stimulus measures, or in the
opposite direction, the 75% income tax assessment which 1is
scheduled for 2 years? Who decides? On the other hand, the
Treaty recognizes that a country may deviate from its target
or its adjustment path in the event of “exceptional
circumstances” which, since the revision of the Growth and
Stability Pact, can be interpreted as negative growth or a
large output gap. However, the Commission refuses to recognize
that most euro zone countries have actually been in this
situation since 2009, and it 1is insisting on imposing rapid
deficit reduction policies on them.

On the other hand, a State has no economic reason to set
itself a standard for balancing the public purse. According to
the true “golden rule of public finance”, which was stated by
the economist Paul Leroy-Beaulieu in the late nineteenth
century, it is legitimate to finance public investment through



debt. In the case of France, a structural deficit of around
2.4% of GDP is legitimate.

As in the Treaty, Article 1 of the Organic Law refers to the
structural balance, the balance that would exist if France
were at its potential output, the maximum output consistent
with stable inflation. But the size of this potential output,
which cannot simply be observed, is a subject of debate among
economists. Different methods produce different results, which
are subject to sharp revisions. France’s structural balance 1in
2012 is 3.6% according to the French government, 3% according
to the European Commission, 2.8% according to the OECD, and
according to us 0.5%, since the crisis has caused us to lose
% of GDP compared to our growth trend. The Treaty requires
the use of the Commission’s method. Is this scientifically
legitimate? Can France call into question this assessment?

Article 5 states that the potential growth assumptions should
be presented in an appendix, but the definition of potential
growth is even more questionable than that of potential
output. For example, the latest budget bill (projet de loi de
finances — PLF) expects potential growth of 1.5% per year up
to 2017 for France, thus abandoning forever the expectation of
making up the 8 points of activity lost to the crisis.

The Organic Law simply forgets Article 4 of the Treaty (which
requires a country with a debt of over 60% of GDP to reduce
the gap by one-twentieth per year). It also ignores Article 5,
which states that a country subject to an Excessive Deficit
Procedure (EDP) is to be placed under supervision, and has to
submit to the EU Council and Commission annual budget plans
and a list of the structural reforms that it will implement in
order to make a sustainable correction to its deficit. It is
this article that obliges France, like many other EU
countries, to do all it can to get down to a 3% deficit by
2013, regardless of the economic situation, since, in case of
an EDP, the constraint pertains to the actual balance and not
the structural balance. It forgets Article 7, which states



that, in this context, the decisions of the Commission are
obligatory (member countries can oppose it only with a
qualified majority, with the country concerned not voting).

The LPFP will cover a period of four to five years, but will
be voted upon again each year, so that the constraint thus
introduced can be changed by a vote on a new budget plan. This
has been the case in France for as long as the Fiscal Pact has
existed. Thus, the LPFP does not introduce any supplementary
constraint itself, other than what is already required by
European legislation.

The High Council of Public Finance

The Organic Law sets up a High Council of Public Finance,
which will advise on the macroeconomic forecasts underlying
the budget bill (LPF), the bill financing social security, the
adjustment budget bills, the stability program that France
must provide to the European authorities, and the budget plan
(LPFP). It will assess whether France has been meeting its
European commitments, and verify that the LPF (budget bill) is
consistent with the trajectory announced in the budget plan
(LPFP). It will give its opinion on any evocation of
“exceptional circumstances”.

Chaired by the President of France’s Court of Audit (Cour des
comptes), the High Council consists of four members from the
Court of Audit and four members appointed for their expertise
in public finance by the Presidents of the National Assembly,
the Senate and the two finance commissions. This predominance
of the Court of Audit is problematic. The judicial officers
from the Court of Audit are not a priori experts 1in
macroeconomics, and they are often, based on their function,
more concerned with balancing the public finances than with
growth and employment. For instance, the latest reports from
the Court of Audit underestimate the output gap, support the
thesis that the fiscal multiplier is close to zero, and
believe that it is better to reduce public spending than to



increase taxes. We would like to be certain that the
composition of the High Council and its work and reports
reflect the diversity of opinion that exists on fiscal policy.

More fundamentally, it 1is questionable whether the High
Council has room for flexibility in its assessments. Will it
have the right to conclude that the path of adjustment is too
restrictive, and that the medium-term objective 1is not
realistic? What strategy will be advocated by the High Council
in the event of an economic slowdown: an expansionary policy
to support growth or an austerity policy to restore the public
finances?

Assume, for example, that the government has a budget for 2013
based on growth of 1.2%, resulting in a deficit of 3%. The
High Council believes that growth will instead be only 0.6%,
causing a decline in tax revenues, and thus a deficit of 3.3%.
It will advocate doing whatever is necessary to achieve a 3%
deficit. Assuming that the fiscal multiplier is 1, it will be
necessary to come up with 12 billion in tax increases (or
spending cuts), or 0.6% of GDP, to have an ex post deficit of
%, but no growth. There is thus a great risk that this will
lead to pro-cyclical policies. This will of course be
mitigated when France is longer be subject to an EDP, as the
High Council can then reason in terms of the structural
deficit, but this will persist because everything will then
depend on evaluating the structural deficit.

Lastly, there is the question of what legitimacy the High
Council will have. The choice of fiscal policy must be subject
to democratic procedures. The assessment of economic policy is
part of a scientific, democratic debate. Should it be
entrusted to a High Council, composed mainly of judicial
experts, rather than economists on the one hand and
representatives of the nation on the other?

The High Council will of course only give advice, which
neither the government nor parliament are obliged to follow,



but the risk 1is great that these opinions will affect the
financial markets and the Commission and that it would be
risky for the government to ignore them.

The correction mechanism

To ensure that countries do indeed follow the adjustment path,
the Treaty requires countries to provide an automatic
correction mechanism if deviations are observed with respect
to this path. In the minds of the negotiators of the North
European countries and members of the Commission, this
mechanism should provide that if a deviation of 1% of GDP is
seen in year N, the Constitution provides that, automatically,
a certain tax (e.g. VAT) would be raised by 0.5 GDP point and
certain expenditures (e.g. social benefits) would be reduced
by 0.5 GDP point.

In fact, Chapter 3 of France’s 0Organic Law provides that the
High Council is to report such a gap, the government is to set
out the reasons for this discrepancy and then take it into
account in drawing up the next budget bill. Parliament’s
rights are respected, but fortunately the character of being
automatic is not guaranteed.

Conclusion

In the spirit of its founders, the fiscal treaty must put an
end to the possibility of autonomous national fiscal policies.
Fiscal policies should become automatic. The goal of fiscal
policy should be balancing the budget, just as the goal of
monetary policy should be fighting inflation; growth and
employment are to be sought by means of free market structural
reforms.

The Organic Law seems to be an ambiguous compromise. France is
ratifying the Treaty, but implementing it only reluctantly.
It’s a safe bet that, as with the Stability Pact, there will
be great tension in the euro zone between purists who demand
the strict application of the Treaty and those who do not want



to sacrifice growth to it.

Fiscal reform: Now or never¥*

By Nicolas Delalande (Centre d’histoire at Sciences Po)

While the question of taxation was one of the major economic
issues of the presidential election, it must not be forgotten
that there often exists a gap between the political and media
attention received by a set of campaign promises (what
political scientists would call the “politics”) and their
practical implications in terms of public policy (the
“policies”). It is also worth asking whether any such tax
reform will actually take place.

For over a year, commentators and politicians have repeatedly
argued that taxation would be a key question 1in the
presidential election. Many saw it as one of the only real
issues distinguishing the outgoing majority, which with the
TEPA law of August 2007 had bet on a strategy of “fiscal
shock” to unleash growth (50% cap on taxes, reduction of
inheritance taxes, exemption of overtime, etc.), from the Left
opposition, which has been quick to denounce the injustice and
inefficacy of measures that undermine progressive taxation
without obtaining the expected economic benefits, while
deepening the deficit. The promise of reform, or even a tax
“revolution”, was high on the political agenda, particularly
for the Left. However, intense conflicts and debates over
taxes do not guarantee that the election of Francois Hollande
will be followed by a genuine transformation of the French tax
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system. There may very well be a gap between the political and
media attention received by campaign promises (the “politics”)
and their practical implications for public policy (the
“policies”). However much tax reform may be touted during the
campaign, it may well be distinctly less popular when it comes
time for implementation, when political will runs up against
varied forms of sometimes unanticipated resistance.

There has, nevertheless, been a felt need almost everywhere in
Europe to increase the taxation of the wealthy, not so much to
solve the problem of government deficits as to restore a
semblance of fairness and shared effort in a time of economic
crisis. A number of countries have embarked on this path (the
top marginal rate of income tax is 57% in Sweden, 50% 1in
Britain, and 45% in Germany), even though some have already
sounded the retreat (David Cameron’s Conservative government
has proposed cutting the top marginal rate back to 45% in
2013). Even billionaires like Warren Buffett in the United
States have called for raising taxes on better-off strata to
put an end to the most blatant inequalities. This kind of
reform actually consists of backing off the policies of the
last fifteen to twenty years by reversing the trend to erode
the progressivity of the tax system: strictly speaking, this
is less a matter of reform than of cancelling previous
reforms. Increasing tax revenue no longer results as before
from creating new tax measures but from removing the tax
reductions and exemptions enacted in recent years. Hence the
debate, both in the US and Europe, over the real nature of the
“tax increases”: the Republicans accuse the Democrats of
increasing the tax burden, while the latter claim to be merely
reversing exemptions that they consider unwarranted and
inefficient. Reform thus amounts to nothing more than the
restoration of the situation ex ante. In France, for example,
the Socialists have pledged to cancel what remains of the tax
package of 2007 (after having removed the tax cap in 2011), to
significantly reduce tax loopholes and to establish a new
income tax bracket: the reference point for these proposals is



in fact the actual system as it existed only five to ten years
ago, with the exception of the promise added during the
campaign to create an exceptional 75% bracket on incomes of
over 1 million euros.

A more ambitious structural reform, for example along the
lines proposed in the recent book by Camille Landais, Thomas
Piketty and Emmanuel Saez, would involve an entirely different
scale. Opening the “black box” of the redistribution machine
actually implies a much wider debate on the missions of the
tax system, 1its administrative organization and 1its
relationship to social and family policy. This is where the
“costs” of policy reform, such as the eventual cancellation -
or modulation — of France’s “family quotient” tax-splitting
system, may be felt most directly. In any case, the erosion of
the belief that the only reforms that could possibly be any
good involve reducing the tax burden means that the current
environment has never been more favourable for initiating this
debate. The political, social and financial implications of
this new configuration will certainly be complex and demanding
in terms of democracy, but, in light of the numerous critics
of the failings of the existing system, there is little doubt
that 2012 offers a unique opportunity for undertaking
ambitious reform. Tax reform implies the need for an effective
political coalition to overcome the various social,
institutional and technical obstacles that are likely to arise
and to be able to take advantage of the favourable
circumstances in which ideologies and beliefs that were
thought to be firmly established are now on shaky ground. From
a historical standpoint, it should not seem absurd that the
current economic crisis, which is often compared to the 1930s,
calls for and indeed even requires a renegotiation of the
fiscal pact on a scale as significant as that experienced by

Europe and America in the first third of the 20" century. The
process of reform will, however, inevitably be more complex
than before: the systems for collection and redistribution,
now more sophisticated than ever, are based on an array of
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measures that have arisen in different periods and in unique
political, economic and social contexts.

* This text is taken from the article “The political economy
of tax reform: a historical analysis”, which was published in
a special Tax Reform issue of the OFCE Revue and is available
on the OFCE web site.
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