Measuring precautionary
savings related to the risk
of unemployment

By Céline Antonin

The question of how disposable income 1is shared between
savings and consumption involves trade-offs that take place at
the household level and has direct implications at the
aggregate level. For example, if the propensity to save 1is
higher among wealthy households, a consumer stimulus will be
more effective if it targets low incomes. Another example
concerns how progressive the income tax system is: if the
savings rate rises with income, then making income tax more
progressive will have a more than proportional effect on the
decline in national savings, with consequences for investment.
Other issues such as tax incentive schemes to encourage
savings (life insurance, Livret A accounts) or the question of
the relevant tax base (work versus consumption, income versus
wealth) depend on this trade-off. The measurement of
precautionary savings 1is essential, especially to understand
the implications of rising unemployment during a shock such as
the 2008 crisis. So if the increase in unemployment affects
all households equally, and if rich households have a stronger
precautionary motive than others, then the recession will be
more violent.

Historically, the models of the life cycle and permanent
income, which originated with Modigliani and Brumberg (1954)
and Friedman (1957), provided one of the first theoretical
frameworks for thinking about savings behaviours. Friedman
(1957) introduced the notion of permanent income, defined as
the constant income over time that gives the household the
same discounted income as its future income, and showed that
the permanent consumption (and thus the savings) 1is
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proportional to the permanent income over the lifetime. Thus,
households should save during their working lives and start
dis-saving upon retirement. These models have been enriched by
the precautionary savings theory, which shows that savings
also serves as insurance against contingencies that might
affect the household, particularly with respect to income
(unemployment, loss of wages, etc.). As a result, households
are saving not only to offset lower future income, but also to
insure against all kinds of risks, including risk to income.
The main difficulty when trying to evaluate this precautionary
behaviour is to find an accurate measure of the risk to
income. The most convincing approach 1involves the use of
subjective household survey data about trends in income and in
the likelihood of unemployment (Guiso et al., 1992; Lusardi,
1997,; Lusardi, 1998; Arrondel, 2002; Carroll et al., 2003;
Arrondel and Calvo-Pardo, 2008). This approach quantifies the
share of wealth accumulation that 1is related to the
precautionary motive.

What is the amplitude of the precautionary motive? Do all
households exhibit precautionary behaviour, or does it depend
on their income? The working paper on The Linkages between
Savings Rates, Income and Uncertainty. An jillustration based
on French data [“Les liens entre taux d’épargne, revenu et
incertitude. Une illustration sur données francaises”] first
seeks to test the homogeneity of savings rates empirically
according to the level of income. It is also interested in the
existence of precautionary savings behaviour related to income
and tries to quantify this, based on the French INSEE
2010-2011 Family Budget survey. The precautionary motive is
assessed by means of the subjective measure of the likelihood
of unemployment that is expected by household members over the
next five years.

The precautionary motive exists for all French households: the
extra savings linked to the risk of unemployment is around
6-7%, and the proportion of precautionary holdings
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attributable to the risk of unemployment comes to around 7% of
total wealth. The precautionary motive can be differentiated
according to the level of income: middle-income households
accumulate the most precautionary savings. Their savings
represents 11-12% of the total household wealth of the second,
third and fourth income quintiles, compared with about 5% for
households in the income quintiles at the extremes.

Trump'’s budget policy:
Mortgaging the future?

By Christophe Blot

While the momentum for growth has lost steam in some countries
— Germany, France and Japan in particular — GDP in the United
States 1is continuing to rise at a steady pace. Growth could
even pick up pace in the course of the year as a highly
expansionary fiscal policy is implemented. In 2018 and 2019,
the fiscal stimulus approved by the Trump administration — in
December 2017 for the revenue component, and in February 2018
for the expenditure side — would amount to 2.9 GDP points.
This level of fiscal impulse would come close to that
implemented by Obama for 2008. However, Trump’s choice has
been made in a very different context, since the unemployment
rate in the United States fell back below the 4% mark in April
2018, whereas it was accelerating 10 years ago, peaking at
9.9% in 2009. The US economy should benefit from the stimulus,
but at the cost of accumulating additional debt.

Donald Trump had made fiscal shock one of the central elements
of his presidential campaign. Work was begun in this direction
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at the beginning of his mandate, and came to fruition 1in
December 2017 with the passing of a major tax reform, the Tax
Cuts and Jobs Act [1], which provided for a reduction in
household income tax — in particular by reducing the maximum
marginal income tax rate — and corporation tax, whose
effective rate would fall from 21% to 9% by 2018 [2]. In
addition to this initial stimulus, expenditure will also rise
in accordance with the agreement reached with the Democrats in
February 2018, which should lead to raising federal spending
by USD 320 billion (1.7 GDP points) over two years. These
choices will push up domestic demand through boosting
household disposable income and corporate profitability, which
should stimulate consumption and investment. The multiplier
effect — which measures the impact on GDP of a one dollar
increase in public spending or a one dollar cut in taxes -
will nevertheless be relatively small (0.5) because of the US
position in the cycle.

Moreover, the public deficit will expand sharply, to reach a
historically high level outside a period of crisis or war
(graph). It will come to 5.8% of GDP in 2018 and 7.0% in 2019,
while the growth gap will become positive [3]. While the risk
of overheating seems limited in the short term, the fact
remains that the fiscal strategy being implemented could push
the Federal Reserve to tighten monetary policy more quickly.
However, an excessive rise in interest rates in a context of
high public debt would provoke a snowball effect. Above all,
by choosing to re-launch the economy in a favourable
environment, the government risks being forced to make
adjustments later when the economic situation deteriorates.
This pro-cyclical stance in fiscal policy risks amplifying the
cycle by accelerating growth today while taking the risk of
accentuating a future slowdown. With a deficit of 7% in 2019,
fiscal policy’s manoeuvring room will actually shrink.
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Figure. A pro-cyclical budget policy
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Sowrces: CBO and NIPA, OFCE April 2018 forecasts.

[1] See the section on Budget policy: Crisis-free acceleration
[“Politiques budgétaires : accélération sans crise”] in our
April 2017 forecast for greater detail.

[2] See here for more on this.

[3] The growth gap expresses — as a % of potential GDP — the
difference between observed GDP and potential GDP. Recall that
potential GDP is not observed but estimated. The method of
calculation used by the Congressional Budget Office (CBO) 1is
explained here.
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What strategy for internally
rebalancing the euro zone?

By Sébastien Villemot and Bruno Ducoudré

The euro zone has made significant efforts to reduce its trade
imbalances since the outbreak of the financial crisis. In
2009, only Germany, the Netherlands and Austria had a current
account surplus, while all the other countries, in particular
France, Italy and Spain, ran current account deficits,
resulting in a deficit for the zone as a whole (-0.7% of GDP).
Five years later, in 2014, the situation had changed
radically. The euro zone had a large current account surplus
—-3.4% of GDP — with almost all the countries running a surplus
(figure).
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Mote: The upward shift in the current account is the result of lower prices for raw materials, low internal
demand, and unconventional monetary policy.
Souwrce: Mational accounts, ECB, iAGS 2016 calculations. The current account is cumulated over 4 quarters.

It should nevertheless not be concluded that the euro zone has
corrected its trade imbalances, as there are still several
reasons for concern. Firstly, some of the current account
surplus is cyclical, particularly in southern Europe, due to
depressed domestic demand. Secondly, the magnitude of the euro
zone's current account surplus comes with deflationary risks:
while for the moment the ECB’'s expansionary monetary policy is
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helping to contain upward pressure on the euro, this pressure
will eventually materialize once the monetary cycle enters a
phase of normalization, leading to imported deflation and
losses in competitiveness vis-a-vis the rest of the world.

More importantly, the reversal of the euro zone's current
account position vis-a-vis the rest of the world does not mean
that the zone’s internal imbalances have been corrected. The
analysis that we made in the 2016 iAGS report shows that there
are still significant imbalances, although they have
diminished since the start of the crisis.

Based on a model to simulate changes in the current accounts
of the euro zone countries in terms of price competitiveness
differentials [1], we calculated the nominal adjustments
within the euro zone needed to achieve balanced current
accounts for all the countries. A balanced position is defined
here as stabilization of the net external position, at a level
compatible with EU procedures (i.e. greater than -35% of GDP),
and with the output gaps closed in all the countries.

The table below shows the results of these simulations and
helps to take stock of the adjustments made since the
beginning of the crisis as well as the adjustments still
needed relative to Germany, which is used as a reference
point.

Table. Nominal adjustments needed to achieve balanced current accounts
relative to Germany

2008 2009 2010 201 2012 2013 2014

Germany 0,0 0,0 0,0 0,0 0,0 0,0 0,0
Austria 20,2 159 13,3 1,0 2,8 6,5 1.4
Belgium 329 29,9 -15,7 30,7 23,8 -22,2 23,2
Spain -46,8 32,8 -30,6 -29,9 -21,9 -13,3 -18,5
Finland 4.8 1,2 -7.9 =290 -30,7 28,4 24,7
France 18,9 16,1 -16,6 -19,1 19,8 -15,2 19,1
Greece -89,1 87,9 -B0,8 73,0 -48,5 -39,7 -319.8
Irland -26,8 28,7 -25.6 -26,9 28,7 19,8 =149
Italy 29,2 -25,2 -32,7 31,9 19,9 12,0 -39
Metherlands -4,5 6,1 6,2 4.4 5.1 6.8 0.8

Portugal 68,5 65,3 -59,2 =43,1 -30,9 A7, 21,4

Source: Authors' calculations.
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There were still significant nominal misalignments in the euro
zone 1in 2014. Several groupings of countries can be
identified. Austria and the Netherlands are on level footing
with Germany. In contrast, Greece must undergo a nearly 40%
depreciation compared to Germany, despite its previous
sacrifices; even if the Greek current account is close to
balanced today, this is due to the output gap that has widened
considerably (-12.6% in 2014 according to the OECD) and
artificially improved the external trade balance by shrinking
domestic demand. Between these two extremes lies a group of
countries, including France, Spain, Portugal, Belgium and
Finland, which need a depreciation of about 20% relative to
Germany. Italy meanwhile is in a somewhat better position,
with a relative depreciation of about 10% required, thanks to
its current account surplus (1.9% of GDP in 2014) and a
relatively favourable net international investment position
(-27.9% of GDP).

These nominal imbalances cannot be solved by changes in
exchange rates, since the countries all share the same
currency. The adjustment thus has to be made through relative
price movements, i.e. by differentials in inflation rates
between countries. Thus, inflation in Germany (and the
Netherlands and Austria) needs to stay higher for a while than
in the intermediate group, which itself needs to be higher
than in Greece. And, given the importance of wages 1in
determining the price of value added, this outcome will be
achieved mainly by differential changes in nominal unit labour
costs.

There are several possible ways to achieve this goal. The one
that has been followed so far has been to make the reduction
of labour costs the norm, based on a non-cooperative race for
competitiveness. With Germany making extensive efforts to hold
down its prices and wages, other countries could adjust only
by cutting their own costs, whether through wage cuts (as in
Greece and Spain) or by lowering corporate tax (as in France).



While these strategies have indeed helped to reduce imbalances
in the zone since 2008, as our table shows, the adjustment is
still far from complete, and the economic cost has been high.
Lowering wages in the southern European countries undermined
demand, and therefore business, while deflationary pressures
were strengthened and are still threatening, despite the ECB’s
energetic policies.

Another approach would be to coordinate wage developments in
the euro zone countries in order to allow the ECB to meet its
inflation target of 2%, while making nominal readjustments.
Each country would set a target for changes in its unit labour
costs. Countries that are currently undervalued (Germany,
Netherlands, Austria) would set a target of over 2%, while
overvalued countries would set a target that was positive, but
below 2%. Once the imbalances were absorbed, which would
require a number of years, the targets could be harmonized to

2%.

The relative adjustment of unit labour costs could also be
made through differential gains in productivity. This point
highlights the importance of investment stimulus policies in
the euro zone, so as to improve the productivity and
competitiveness of countries that need to make significant
nominal adjustments. Using this approach to adjust unit labour
costs would release some of the downward pressure on wages and
domestic demand in the euro zone.

A policy like this would represent a profound change in the
economic governance of the euro zone, and would call for
enhanced cooperation. This 1is, however, the price for
maintaining the cohesion of the monetary union.

[1] Although non-price competitiveness also plays a role in
trade dynamics, we have ignored it due to lack of an adequate
guantitative measure.
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The potential headache of
measuring economies 1in public
expenditure

By Raul Sampognaro

Since 2009, the French budget deficit has been cut by 3.3 GDP
points, from 7.2 percent of GDP in 2009 to 3.9 points in 2014,
even though the economic situation has been weighing heavily
on the public purse. This improvement was due to the
implementation of a tighter budget policy. Between 2010 and
2013, most of the consolidation effort came from higher taxes,
but since 2014 the effort has largely involved savings 1in
public expenditure. In 2014, public expenditure excluding tax

credits!’! recorded its weakest growth since 1959, the year

when INSEE began to publish the national accounts: in value,
spending excluding tax credits increased by 0.9%, though only
0.3% in volume terms (deflated by the GDP deflator).

At first glance it may seem counter-intuitive to talk about
savings on spending even though the latter has been rising
constantly. This rise 1is, however, well below potential
growth, which reflects a real long-term effort to reduce the
ratio of spending to GDP. Indeed, the formula usually used to
calculate the effort on spending depends on the hypothesis
adopted on potential growth:

To understand why the extent of the effort on public
expenditure 1is dependent on potential growth, one must
understand the underlying concept of the sustainability of the
debt. There is a consensus on the theoretical definition of
the sustainability of the public debt: it is sustainable if
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the current stock of debt could be repaid by the anticipated

future stream of the State’s net revenues'”’. While the concept

is clear, its practical application is more difficult. In
practice, fiscal policy is deemed sustainable when it makes it
possible to stabilize the ratio of public debt to GDP at a
level deemed consistent with maintaining refinancing by the
market.

Thus, changes in spending that are in line with that goal
should make it possible to stabilize the share of public
expenditure to GDP over the long term. However, as public
spending essentially responds to social needs that are
independent of the economic situation (apart from certain
social benefits such as unemployment insurance), stabilizing
its share in GDP at any given time (which would imply it
changes in line with GDP) is neither assured nor desirable. In
order to deal with this, changes in the value of public
expenditure are compared to the nominal growth rate of

potential GDP"! (which depends on the potential growth rate and
the annual change in the GDP deflator).

An increase in expenditure that is above (respectively below)
the potential reflects a positive (negative) impulse, because
in the long run it leads to an increase (decrease) in the
ratio of public spending to GDP. While the application of this
concept may seem easy, potential growth is unobservable and
uncertain because it is highly dependent on the assumptions
made about demographic variables and future changes 1in
productivity. In the 2016 Budget Bill (PLF), the government
revised its potential growth assumptions for the years 2016
and 2017 upwards (to 1.5% instead of 1.3% as adopted at the
time of the vote on the LPFP supplementary budget bill in
December 2014).

This revision was justified on the basis of taking into
account the structural reforms underway, in particular during
the vote on the Macron Act. This was the second revision of
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potential since April 2014 when it was estimated at 1.6%
(2014-2017 Stability Programme). The government is not the
only one to repeatedly revise its assessments of potential
growth. When the European Commission published its latest
projections[4], it revised its assessment of potential growth
even though its previous assessment had been issued only in
May[5]. It is not easy to see what new information could
change its assessment now. These recurring revisions generally
complicate the economic debate[6] and cloud discussion of the
budget.

Hence using identical sets of hypotheses about the public
finances, a measurement of savings on spending, and thus of
the structural adjustment, would depend on the potential
growth adopted (Table). Assuming a value for the growth in
public spending (excluding tax credits) of +1.3% in 2016 and
in 2017, the scale of the effort on spending was evaluated at
0.7 GDP point in October 2015 (using the hypotheses in the
2016 PLF) but 0.6 point in December 2014 (2014-2019 LPFP).

Table 1. Evaluation of the effort on public expenditure based
on different hypotheses for potential growth

In %
Potential growth Effort on spending
2015 2016 2017 2015 2016 2017
2016 PLF, October 2015 1,1 1,5 1,5 06 0,7 05
2014-2019 LPFP, December 2014 1,1 1,3 1,3 £06 06 04
2015 PLF, October 2014 1,1 1,3 1,3 06 06 04
2014-2017 Stability Programme, April 2014 1,5 1,6 1,6 08 0,7 05
2014 PLF, September 2013 1,5 1,6 1,6 08 07 05
2012-2017 LPEP, January 2013 1,5 1,6 1,6 08 0,7 .05
November 2015 forecast | 1,0 1,1 1,2 | 05 04 03
May 2015 forecast 1,0 1,1 g 05 04 s
Ageing Working Group*, May 2015 L1 1,1 — | 06 04 —
Ageing Working Group**, May 2015 1.6 1.6 1.6 0,8 0,7 0,5

* simple average of the potential growth of 2013 and of ?:DED published In The 2015 Age:rr.lg Report.
** average of the 2013-2060 potential growth publishad In The 2075 Ageing Repart.
Sowrces : PLF, LPFP, European Commission forecasts, The 2015 Ageing Report.

While the differences identified above may seem small, they
can have significant consequences on the implementation of
fiscal rules, which can lead the various players to act on
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their assumptions in order to change the effort shown [7].
Even though this notion should guide the vision of the future
trajectory of Europe’s economies, the debate winds up being
hijacked. Recurrent revisions 1in potential growth focus
discussion on the more technical aspects, even though the
method of estimating potential growth is wuncertain by
definition and there 1is not even a consensus among economists.
Thus, the European Semester, which should set the framework
for discussion and coordination between Member States 1in
determining the economic policy that best suits the
macroeconomic context, for France and for the euro zone as a
whole, gets lost amidst technical discussions that are of no
particular interest.

[1] Reimbursable tax credits — essentially the CICE and the
CIR credits — are recognized in public expenditure on the
basis of the 2010 national accounts. In order to remain
closely in line with economic concepts, public spending will
be analyzed excluding tax credits, which will be considered as
a component of taxation.

[2] This definition is accepted both by the academic
literature (see for example, D'Erasmo P., Mendoza E. and Zhang
J., 2015, “What is a Sustainable Public Debt?”, NBER WP, no
21574, September 2015, and by international organizations (see
IMF, 2012, “Assessing Sustainability”).

[3] It can also be compared to an underlying trend in public
expenditure which itself takes into account the changing needs
to which spending responds.

[4] The European Commission expects France to grow by 1.1% in
2015, 1.4% in 2016 and 1.7% in 2017.

[5] The evaluation has changed to the second decimal.
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[6] For this debate, see H. Sterdyniak, 2015, “Faut-il encore
utiliser le concept de croissance potentielle?” [Should the
concept of potential growth still be used?], Revue de l’OFCE,
no. 142, October 2015.

[7]1 The revisions of potential growth may have an impact on
the implementation of procedures. These revisions cannot give
rise to penalties. At the sanctions stage, the European
Commission’s hypothesis on potential growth, made at the
recommendation of the Council, 1is used in the discussion.
However, it 1is likely that a difference of opinion on an
unobservable variable could generate friction in the process,
reducing the likelihood of sanctions and making the rules less
credible.

Lower taxation on busiliness
but higher on households

By Mathieu Plane and Raul Sampognaro

Following the delivery of the Gallois Report in November 2012,
the government decided at the beginning of Francois Hollande’s
five-year term to give priority to reducing the tax burden on
business. But since 2015, the President of the Republic seems
to have entered a new phase of his term by pursuing the
objective of reducing the tax burden on households. This was
seen in the elimination of the lowest income tax bracket and
the development of a new allowance mechanism that mitigates
tax progressivity at the lower levels of income tax. But more
broadly, what can be said about the evolution of the
compulsory tax burden on households and businesses in 2015 and
2016, as well as over the longer term?
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Based on data provided by the INSEE, we have broken down
trends in the tax burden since 2001, distinguishing between
levies on companies and those on households (Figure). While
this is purely an accounting analysis and is not based on the
final fiscal impact, it nonetheless gives a view of the
breakdown of the tax burden[1l]. In particular, this exercise
seeks to identify the tax burden by the nature of the direct
payer, assuming constant wages and prices (excluding tax).
This accounting breakdown does not therefore take into account
macroeconomic feedback and does not address the distributional
and intergenerational impacts [2] of taxation.

For the period from 2001 to 2014, the data is known and
recorded. They are ex post and incorporate both the effects of
the discretionary measures passed but also the impact of
fiscal gains and shortfalls that are sensitive to the business
cycle. However, for 2015 and 2016, the changes in the tax
burden for households and businesses are ex ante, that is to
say, they are based solely on the discretionary measures that
have an impact in 2015 and 2016 and calculated in the Social,
Economic and Financial Report of the 2016 Finance Bill for
2016 [Rapport économique social et financier du Projet de loi
de finances pour 2016]. They therefore do not, for both years,
include potential effects related to variations in tax
elasticities that could modify the apparent tax burden rates.
Furthermore, under the new accounting standards of the
European System of Accounts (ESA) tax credits, such as the
CICE, are considered here as reductions in the tax burden, and
not as a public expenditure. Furthermore, the CICE tax credit
is recognized at the tax burden level in terms of actual
payments and not on an accrual basis.

Several major points emerge from this analysis of the recent
period. First, tax rates rose sharply in the period 2010-2013,
representing an increase of 3.7 percentage points of GDP, with
2.4 points borne by consumers and 1.3 by business. Over this
period, fiscal austerity was relatively balanced between
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households and business, with the two experiencing a tax
increase that was more or less proportional to their
respective weights in the tax burden [3].

However, from 2014 a decoupling arose between the trends in
the tax burdens for households and for business, which 1is
continuing in 2015 and 2016. Indeed, in 2014, due to the
impact of the CICE tax credit (6.4 billion euros, or 0.3
percent of GDP), the tax burden on business began to decline
(by 0.2 GDP point), while the burden on households continued
to rise (by 0.4 GDP point), mainly because of the hike in VAT
(5.4 billion), the increase in environmental taxes (0.3
billion with the introduction of the carbon tax) and the
increase in the contribution to the public electricity service
(CSPE) (1.1 billion), together with the increase in social
contributions for households (2.4 billion), mainly due to the
rise in contribution rates to the general and complementary
social security scheme and the gradual alignment of rates for
civil servant with those for private-sector employees.

In 2015, the tax burden on business will fall by 9.7 billion
euros (0.5 GDP point) with the implementation of the CICE tax
credit (6 billion), the first Responsibility Pact measures
(5.9 billion related to the first tranche of reductions 1in
employer social security contributions, an allowance on the
C3S tax base and a “suramortissement”, an additional tax
reduction, on investment), while other measures, such as those
related to pension reform, are increasing corporate taxation
(1.7 billion in total). Conversely, the tax burden on
households should increase in 2015 by 4.5 billion (0.2 GDP
point), despite the elimination of the lowest income tax
bracket (-2.8 billion) and the reduction in self-employed
contributions (-1 billion). The hike in the ecological tax
(carbon tax and TICPE energy tax) and the CSPE together with
the non-renewal in 2015 of the exceptional income tax
reductions of 2014 represent an increase 1in taxation on
households of, respectively, 3.7 and 1.3 billion. Other
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measures, such as those affecting the rates of contributions
to general, supplemental and civil servant pension schemes
(1.2 billion), along with local taxation (1.2 billion),
including the modification of the DMTO tax ceiling and
measures affecting tourist and parking taxes, are also raising
taxes on households.

Table. Measures affecting household and corporate tax burdens - 2015 and 2016

In killion suras

HOUSEHOLDS

Income tax cut for low-income households -2.8 -2,0
Ecology taxes + TICPE + CSPE 3.7 2.7
Change In VAT 0.5 -0,2
Local taxes 1,3 1.1
Elimination of PPE working tax credit 2,0
Old-age and CSA community autonomy tax 0,5 0,8
Other changes to soclal security contributions 0.8 0,1
Other measures 1.9 0,2
Reduction In self-employed contributions (Responsibility Pact) -1,0

Fight against tax fraud and aveldance -0,4 -0,6
Total of measures affecting household tax burden 4.5 4.1
Total excluding fight against tax fraud and avoidance 49 4.7
BUSIMESS

CICE tax credit 6,0 0,3
35 allowance (Responsibility Pact) -1,0 -1,0
Elimination of exceptional 1S corporate Income tax (Responsibility Pact) -2,3
Tax reduction on Investments -4,5 -3,5
Other measures affecting seclal security contributions -0,4 -0,2
Other social contributions measures 1.1 1,0
Other measures 0,2 0,9
Fight against tax fraud and aveldance 0,2 -0,5
Total of measures affecting corporate tax burden 9.7 -59
Total excluding fight against tax fraud and avoidance -2.9 -5.4

Sources: PLF (Finance Act) 2016; OFCE calculations.

In 2016, the tax burden on business will fall by 5.9 billion
(0.3 GDP point), mainly due to the second phase of the
Responsibility Pact. Reductions in employer social security
contributions on wages lying between 1.6 and 3.5 times the
SMIC minimum wage (3.1 billion), the elimination of the
corporate income tax (IS) surcharge (2.3 billion), the second
allowance on the C3S tax base (1 billion), the implementation
of the CICE tax credit (0.3 billion) and the additional tax
reduction on investment (0.2 billion) have been only partially
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offset by tax increases on business, mainly with the hike on
pension contribution rates (0.6 billion). However, as 1in
previous years, the tax burden on households will increase in
2016 by 4.1 billion (0.2 GDP point), despite a further
reduction in income tax (2 billion). The main measures
increasing household taxation are similar to those in 2015,
including environmental taxation, with the hike in the carbon
tax (1.7 billion) and the CSPE tax (1.1 billion), measures on
financing pensions (0.8 billion), and the expected increase 1in
local taxation (1.1 billion). Note that the elimination of the
PPE working tax credit in 2016 will mechanically lead to an
increase in the household tax burden of 2 billion[4], but this
will be offset by an equivalent amount for the new Prime
d’activité working tax credit.

Ultimately, over the period 2010-2016, the household tax
burden will increase by 66 billion euros (3.1 GDP points) and
the burden on business by 8 billion (0.4 GDP point). The
household tax burden will reach a historic high in 2016, at
28.2% of GDP. Conversely, the corporate tax burden in 2016
will amount to 16.4% of GDP, less than before the 2008 crisis.
And in 2017, the last phase of the Responsibility Pact (with
the complete elimination of the (C3S tax and the reduction of
IS corporate tax rates) and the expected CICE-related
reimbursements should lead to cutting corporate taxation by
about 10 billion euros, bringing the corporate tax burden down
to the lowest point since the early 2000s.

The need to finance measures both to enhance corporate
competitiveness and to reduce the structural deficit is
placing the entire burden of the fiscal adjustment on
households. Thus, the reduction in income tax in 2015 and 2016
will not offset the rise in other tax measures, most of which
were approved in Finance Acts prior to 2015, and seems low in
relation to the tax shock that has hit households since 2010.
However, how these recent tax changes affect growth and the
consequent impact on inequality will depend on the way
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business makes use of the new resources generated by the
massive decline in 1its tax burden since 2014. These funds
could lead to a rise in wages, employment, investment or lower
prices or to higher dividends and a reduction in debt.
Depending on the way business allocates these, the impact to
be expected on the standard of living in France and on
inequality will not of course be the same. An evaluation of
the impact of these changes on the tax burden will surely lead
to future studies and debate.

Figure: Changes in the tax burden on households and business
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[1] The tax burden on households includes direct taxes (CSG,
CRDS, IRPP, housing tax, etc.), indirect taxes (VAT, TICPE,
CSPE, excise taxes, etc.), tax on capital (ISF, DMTG, property
tax, DMTO, etc.), and salaried and self-employed social
security contributions. The corporate tax burden includes the
various taxes on production (value-added tax and corporate
property tax (ex-TP), property tax, C3S tax, etc.), taxes on
wages and labour, corporate income tax and employer social
security contributions.
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[2] For example, employer social contributions for pensions
are analyzed here as a tax burden on business and not as
deferred wages for households or a transfer of income from
assets to retirees.

[3] In 2013, 61% of the tax burden was on households and 39%
on business. However, over the 2010-2013 period, tax increases
were borne 64% by households and 36% by business, which was
more or less their respective weights in taxation.

[4] The PPE credit will be replaced by the Prime d’activité
working tax credit, in an equivalent amount, which also
encompasses the RSA activité tax credit; for accounting
purposes the PPE is considered as a public expenditure.
However, this new measure should not change household income
macroeconomically, but only the nature of the transfer. Thus,
excluding the elimination of the PPE, the tax burden on
households would increase by 2.1 billion in 2016.

Greece: When history repeats
1tself

By Jacques Le Cacheux

The duration of the Greek crisis and the harshness of the
series of austerity plans that have been imposed on it to
straighten out its public finances and put it in a position to
meet its obligations to its creditors have upset European
public opinion and attracted great comment. The hard-fought
agreement reached on Monday 13 July at the summit of the euro
zone heads of state and government, along with the demands


file:///C:/Users/laurence-df/Users/laurence-df/Desktop/Post%20PO%20m%C3%83%C2%A9nages%20et%20entreprises_PlaneSampognaro(relu%20LDF).docx#_ftnref2
file:///C:/Users/laurence-df/Users/laurence-df/Desktop/Post%20PO%20m%C3%83%C2%A9nages%20et%20entreprises_PlaneSampognaro(relu%20LDF).docx#_ftnref3
file:///C:/Users/laurence-df/Users/laurence-df/Desktop/Post%20PO%20m%C3%83%C2%A9nages%20et%20entreprises_PlaneSampognaro(relu%20LDF).docx#_ftnref4
https://www.ofce.sciences-po.fr/blog/greece-history-repeats/
https://www.ofce.sciences-po.fr/blog/greece-history-repeats/
http://www.ofce.sciences-po.fr/pages-chercheurs/home-lecacheux.htm

made prior to the Greek referendum on 5 July, which were
rejected by a majority of voters, contain conditions that are
so unusual and so contrary to State sovereignty as we are used
to conceiving of it that they shocked many of Europe’s
citizens and strengthened the arguments of eurosceptics, who
see all this as proof that European governance 1is being
exercised contrary to democracy.

By requiring that the creditors be consulted on any bill
affecting the management of the public finances and by
requiring that the privatizations, with their lengthy 1list
dictated by the creditors, be managed by a fund that 1is
independent of the Greek government, the euro zone'’s leaders
have 1in reality put Greece’'s public finances wunder
supervision. Furthermore, the measures contained in the new
austerity plan are likely to further depress the already
depressed domestic demand, exacerbating the recession that has
racked the Greek economy in 2015, following a brief slight
upturn in 2014.

Impoverishment without adjustment

The Greek crisis, which in 2010 triggered the sovereign debt
crisis in the euro zone, has seen prolonged agony punctuated
by European psycho dramas that always conclude in extremis by
an agreement that is supposed to save Greece and the euro
zone. From the beginning, it was clear that a method based on
the administration of massive doses of austerity without any
real support for the modernization of the Greek economy was
doomed to failure [1], for reasons that are now well
understood [2] but at the time were almost universally ignored
by officialdom, whether from European governments, the
European Commission or the IMF, the main guarantor and source
of inspiration for the successive adjustment plans.

The results, which up to now have been catastrophic, are well
known: despite the lengthy austerity cure, consisting of tax
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hikes, public spending cuts, lower wages and pensions, etc.,
the Greek economy, far from recovering, 1s now in a worse
state, as 1is the sustainability of the country’s public
finances. Despite the agreement 1in 2012 of Europe’s
governments on a partial default, which reduced the debt to
private creditors — relief denied by those same governments
two years earlier — Greece’'s public debt now represents a
larger percentage of GDP (almost 180%) than at the beginning
of the crisis, and new relief — this time probably by
rescheduling — seems unavoidable. The third bailout package -
roughly 85 billion euros, on the heels of approximately 250
billion over the past five years — will be negotiated over the
coming weeks and will be in large part devoted just to meeting
debt repayments.

Meanwhile, the average living standard of Greeks has literally
collapsed; the difference with the euro zone average, which
had tended to decline during the decade before the crisis, has
now widened dramatically (Figure 1): the country’s GDP per
capita is now a little less than half that in Germany. And GDP
per capita still only poorly reflects the reality in an
economy where inequality has increased and spending on social
protection has been drastically reduced.



Figure 1. Real GDP per capita in several euro zone countries
Constant euro PPPs, 1999-2013
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The new austerity plan is similar to the previous ones: it
combines tax hikes — in particular on VAT, with the normal
rate of 23% being extended to the Islands and many sectors,
including tourism, that were previously subject to the
intermediate rate of 13% — with reduced public spending, and
will result in budget savings of about 6.5 billion euros over
a full year, which will depress domestic demand and exacerbate
the current recession.

The previous adjustment plans also featured “structural”
reforms, such as lowering the minimum wage and pensions,
deregulation of the labour market, etc. But it is clear that
the fiscal component of these plans did not have a very
visible impact on government revenue: after having declined
significantly until 2009, the Greek tax burden — measured by
the ratio of total tax revenue to GDP — has definitely
increased, but not much more than in France (Figure 2). This
does not mean, of course, that an even stronger dose of the
same medicine will lead to better healing.
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Figure 2. Level of overall fiscal pressure
in several euro zone countries
In % of GDP, 2000-2012
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Does history shed light on the future?

The 1ills afflicting the Greek economy are well known: weak
industrial and export sectors — apart from tourism, which
could undoubtedly do better, but performs honourably -
numerous regulated sectors and rentier situations, overstaffed
and inefficient administration and tax services, burdensome
military expenditure, etc.

None of this is new, and no doubt it was the responsibility of
the European authorities to sound the alarm sooner and help
Greece to renovate, as was done for the Central and Eastern
Europe countries in the early 2000s in the years before they
joined the European Union. Will the way it has been decided to
do this now, through a forced march with the Greek government
under virtual guardianship, be more effective?

If we rely simply on history, the temptation is to say yes.
There are many similarities between the situation today and a
Greek default back in 1893. At that time Greece was a
relatively new state, having won its independence from the
Ottoman Empire in 1830 following a long struggle supported by
the European powers (England and France), which put the
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country under a Bavarian king. Greece was significantly poorer
than the countries of Western Europe: despite an effort at
modernization undertaken after independence that was led by
the Bavarian officials assembled around the Greek King Otto,
in 1890 the country’s GDP per capita was, according to data
assembled by Angus Maddison[3], about 50% of the level of
France, and a little less than one-third that of the UK. The
analysis of Greece at that time was little better than that
today:

“ .. Greece has been characterized throughout the 19" century
by structurally weak finances, which has led it to default
repeatedly on its public debt. According to the Statesman’s
Yearbook, in addition to significant military spending, Greece
faces high expenditures on a disproportionately large number
of officials for a small undeveloped state. Moreover, since
part of Greece’s debt is guaranteed by France and Great
Britain, Greece could suspend debt service without the
creditors having to suffer the consequences. The French and
British budgets would be compelled to pay the coupons.

“By 1890, however, the situation had become critical. At the
end of 1892, the Greek Government could continue paying
interest only by resorting to new borrowing. In 1893, it
obtained parliamentary approval for negotiating a rescheduling
with its international creditors (British, German, French).
Discussions were drawn out until 1898, with no real solution.
It was Greece’'s defeat in the country’s war with Turkey that
served as a catalyst for resolving the public finances. The
foreign powers intervened, including with support for raising
the funds claimed by Turkey for the evacuation of Thessaly,
and Greece’s finances were put under supervision. A private
company under international control was commissioned to
collect taxes and to settle Greek spending based on a
seniority rule designed to ensure the payment of a minimal
interest. Fiscal surpluses were then allocated based on 60% to
the creditors and 40% for the government.”[4]
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Between 1890 and 1900, Greek per capita income rose by 15% and
went on to increase by 18% over the next decade; in 1913, it
came to 46% of French per capita income and 30% of the British
level, which was then at the height of its prosperity. So this
was a success.

Of course, the context was very different then, and the
conditions that favoured the guardianship and the recovery are
not the same as today: there was no real democratic government
in Greece; there was a monetary regime (the gold standard) in
which suspensions of convertibility — the equivalent of a
“temporary Grexit” — were relatively common and clearly
perceived by creditors as temporary; and in particular there
was a context of strong economic growth throughout Western
Europe — what the French called the “Belle Epoque” — thanks to
the second industrial revolution. One cannot help thinking,
nevertheless, that the conditions dictated to Greece back then
inspired the current decisions of Europe’s officials[5].

Will the new plan finally yield the desired results? Perhaps,
if other conditions are met: substantial relief of the Greek
public debt, as the IMF is now demanding, and financial
support for the modernization of the Greek economy. A Marshall
Plan for Greece, a “green new deal”? All this can succeed only
if the rest of the euro zone is also experiencing sustained
growth.

[1] See Eloi Laurent and Jacques Le Cacheux, “Zone euro: no
future?”, Lettre de [1’0OFCE, no . 320, 14 June
2010, http://www.ofce.sciences-po.fr/pdf/lettres/320.pdf

[2] See in particular the work of the OFCE on the recessionary
effects of austerity policies:
http://www.ofce.sciences-po.fr/pdf/revue/si2014/si2014.pdf

Recall that the IMF itself has acknowledged that the
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adjustment plans 1imposed on the European economies
experiencing public debt crises were excessive and poorly
designed, and especially those imposed on Greece. This mea
culpa has obviously left Europe’s main leaders unmoved, and
more than ever inclined to persevere in their error: Errare
humanum est, perseverare diabolicum!

[3] See the data on the Maddison Project site:
http://www.ggdc.net/maddison/maddison-project/home.htm .

[4] Excerpt from the article by Marc Flandreau and Jacques
Le Cacheux, “La convergence est-elle nécessaire a la création
d’une zone monétaire ? Réflexions sur 1’étalon-or 1880-1914"
[Is convergence necessary for the creation of a monetary zone?
Reflections on the gold standard 1880-1914], Revue de l’OFCE,
no. 58, July
1996, http://www.ofce.sciences-po.fr/pdf/revue/1-58.pdf .

[5] An additional clue: the German Finance Minister Wolfgang
Schauble insisted that Greece temporarily suspend its
participation in the euro zone; in the 1890s, it had had to
suspend the convertibility into gold of its currency and
conducted several devaluations.

Argentina’s experience of
debt crisis

By Augusto Hasman and Maurizio Tacopetta

There is still a lot of uncertainty around the possible paths
that Greece can follow in the near feature. One possible path,
which may be still averted by the current negotiation, is that
Greece will default on the upcoming debt obligations (see
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graphics here for a detailed list of the upcoming Greek debt
deadlines), thus spiraling into a currency and credit crisis
and possibly resulting in a “Grexit”[1].

The Greek debt crisis shares some similarity with the Latin
American debt crisis of the 1990s and early 2000s. In both
Greece and Latin America, debts are mostly bond debts or debts
to international institutions. Similarly to Greece, many Latin
American countries had become more and more open in the
decades before the crisis. The series of financial crises
started with Mexico’'s December 1994 collapse. It was followed
by Argentina’s $95 billion default (the largest in history at
that time, although later on Argentina resumed some of the
payments), Brazil's financial crisis (1998-2002) and Uruguay's
default (2002).

Argentina is viewed as benchmark for getting insights on the
possible macroeconomic consequences of a Grexit, partly
because it abandoned the peg with the dollar as a result of
its mounting fiscal crisis. Nevertheless, some have pointed
out at marked differences between the two economies, in terms
of industry structure as well as trade composition (see here
for instance).

Here, we review the different steps followed by Argentina
during the crisis and propose some statistics related to
developments of key economic indicators in Argentina before
and after the crisis. For comparison purposes, we also provide
key figures of the Greek’s economy.

Argentina and Greece at time of considerable stress

Greece entered the European and Monetary Union in 2001,
meaning an irrevocably fixed exchange rate regime and the
adoption of the Euro as legal tender. By early 2010, Greece
risked defaulting on its public debt and had to call for a
financial rescue to international institutions. On the other
hand, at time of the crisis, Argentina had its currency, the
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peso, ‘immutably’ fixed to the US dollar on a one-to-one
basis. As today’s Greek situation, when Argentina defaulted in
late 2001, the country’s economy and government were both
experiencing considerable stress. 2001 was the third
consecutive year of serious recession for Argentina, foreign
direct investment had virtually stopped, and inflation,
interest rates and the budget deficit all were soaring. The
IMF had provided loans to keep the peso stable, on the
condition that the government would adopt fiscal and monetary
discipline. Argentina’s economic problems became a serious
crisis in December 2001, when the IMF denounced the
government’s inability to put its financial house in order and
suspended its loans. This development was followed almost
immediately by a banking crisis and violent public protests
that produced a rapid succession of six presidents in two
weeks. Figure (1) depicts the behavior of Argentinian key
economic indicators before and after the 2001 devaluation.
Figure (2) shows the Greek’s indicators since 1998[2]. A quick
inspection of the two figures reveals that:

-The magnitude of the decline of Greece’s GDP during the
crisis, counting from its highest point in 2008 is roughly the
same as that observed in Argentina during a recessionary
period before the devaluation: 25%.

— The rise in the unemployment rate has been much more severe
in Greece that in Argentina. In Argentina, unemployment, rose
from 12.4% in 1998 to 18.3% in 2001 whereas in Greece it went
up from less than 10% in 2008 to over 25% to this day. Both in
Argentina and in Greece the inflation had been relatively low
before the debt crisis; in fact in Greece it has even been
negative in recent years.

The recovery

What is somewhat surprising is what happened in Argentina
after the crisis.



First, after a short period of turbulence, the Gross Domestic
Product, in constant dollars, began to rise at an astonishing
pace of almost 10 percent per year, until the 2007-08
financial crisis. Second, the unemployment rate declined from
18 percent to about 7 percent. Third, the poverty rate went
down even below the level observed in the heyday of the pegged
exchange rate. But financial indices deteriorated. First the
difficulties in accessing external credits and the loss of
credibility of the government pushed up the bond spreads from
4000 basis points before the crisis to ten times as much after
the crisis. Second, the inflation rate seems to have
stabilized at a double digit figure. According to some
scholars (see for instance Alberto Cavallo “Online and
official price indexes: Measuring Argentina’s inflation”
Journal of Monetary Economics, 2012) there has been a
systematic attempt by government authorities to greatly
underestimate or underreport the inflation rate. Therefore,
the GDP gain may not be as high as the one showed in Figure 1.
Although the Argentinian economy has gone into a sustained
period of growth, it would be unwarranted to make an automatic
link between the renaissance of the Argentinian economy and
the dramatic conclusion of the crisis with the abandonment of
the peg and the debt default.

Some have pointed out that the recovery period coincided with
a boom in the price of primary commodities (soybeans), which
notoriously account for an important part of Argentinian
exports. Clearly the increase in commodity prices has been a
windfall for Argentinian agricultural producers with possible
trickling effects on the rest of the economy. Yet, the
magnitude of the windfall itself can hardly account for the
large GDP gains. In fact, soybean was sold in Iowa at an
average price of $4.57 per bushel in the year 2000 and at
$5.88 in the year 2005. Only since 2010 prices have gone up
substantially more, but at that point, the Argentinian economy
had already gone through almost a decade of economic boom.
Furthermore, the high price of soybeans in the second half of
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the 1990s (it was $7.32 in 1997) does not seem to have been
helpful to avoid the economic depression. The route to
recovery in Argentina has been characterized by setbacks, but
also by a number of inventiveness that may have played a role
in defraying the shock of the crisis.

Bank runs

At the end of November 2001, rising worries about a peso
devaluation and a deposit freeze, increased overnight interest
rates sharply. Additionally, spreads between US Treasury bonds
and Argentine government bonds increased by 5,000 basis
points. In order to stop the effects of a bank run, the
Minister of Economy Domingo Cavallo announced a freeze on bank
deposits. As in Greece, this measure considerably reduced the
capacity of depositors to withdraw and manage their bank
deposits. The deposit freeze had even accentuated the feeling
among the population that a crisis was going to explode, and a
series of demonstrations surged along the country.
Subsequently, the IMF announced a cut of its support to
Argentina, as it had failed to meet the conditions tied to the
rescue program and Argentina lost its last source of funding.
With a total amount of almost USD 22bn in 2000 and 2001,
Argentina was the largest debtor the IMF had at the time. In
the protests and raiding that followed, 24 people died.
President De La Rua and his cabinet resigned soon after these
events.

Claims after the currency devaluation

The government decided to ‘pesofy’ the loans at a rate of A$1l
(Argentinean peso) for each dollar (USD) owned by banks and
A$1.4 for each dollar deposited in a bank. Alternatively,
people could get a government bond (Boden 2012), that paid
A$775.12 for a nominal of USD$100, when the official dollar
was 4.35A%$/USD. A less attractive bond was 1issued the
following year: it paid A$930 for a nominal of USD$100 but
could only be converted at 8.95A%$/USD.



Massive use of money-bonds

In 2001, different Argentinean provinces started to print
their own quasi-currencies, several emergency bonds
(technically called Treasury Bills for Debt Settlement) issued
between 2001 and 2002. They were created as a way of
alleviating the enormous financial and economic crisis that
occurred in Argentina in 2001. These bonds were considered a
“necessary evil” that initially allowed to cover the absence
of money circulation. While at first the issuing of these
quasi-currencies was controversial, it later gained acceptance
partly because of the size of the issue and partly because of
the magnitude of the crisis. These bonds circulated 1in
parallel to the Argentinean peso. They could be used to pay
some taxes, shopping and even salaries. As the pesos, they
were denominated in different values 1, 2, 5, 10, 20, 50 and
100 to facilitate transactions (nominally equivalent to a
Convertible Peso). The most popular bond was the Patacon that
was issued in Buenos Aires. This bond had an interest rate of

% and there were two series (Series A maturing in 2003, while
the B in 2006). It is estimated that the total issue amount
for the Patacons only reached 2.705 millions. Once the
economic recovery of Argentina started in late 2003, the
government honored 100% the principal of these outstanding
bonds, and even the interests were eventually paid. Up to 13
quasi-currencies were issued by different provinces during
that period.

Credit

Figure (1) shows that in Argentina the “Sovereign Bond
Interest Rate Spreads, basis points over US Treasuries” has
been growing for the last 18 years showing the difficulties
Argentina has had in accessing to international credit market.
The difficult access to foreign funding has pushed the
Argentinean government to get financed internally through the
central bank, retirement funds and the tax agency. The high
inflation that resulted from this policy (close to 26%,



unofficial measures) has made the use of local credit
extremely expensive for companies and households. However, as
Argentina started posting large surpluses on the fiscal and
current accounts after the default and large devaluation of
the peso, access to foreign finance became less urgent.
Argentina took a hardline approach against creditors. By 2010,
92% of the Argentine defaulted debt had been restructured.
However, ongoing litigation by holdout creditors could lead to
a new Argentine default in the near future.

In conclusion, the Argentina exit from the debt crisis through
a default did not have long lasting dramatic consequences on
real activities as many had anticipated. The crisis meant a
transfer of wealth from depositors to debt holders and
promoted exports. After an abrupt decline, GDP quickly started
its ascent and the country experienced high rates of growth in
the 2000s, which reduced significantly unemployment.

Nevertheless the period right after the devaluation was
characterized by political instability, large macroeconomic
fluctuations and social revolts. The political stability that
followed, might have played a role in sustaining growth, but
the rate of inflation climbed at double-digit figures and the
various price control mechanism introduced by the government
have created a lot of frictions in the business sector.
Finally, the increasing isolation of the government from the
international political arena partly, due to the outstanding
litigation with international lenders, could, in the long run,
have negative repercussion on trade.



Figure 2. Greece

[1] “Grexit” is a combination of “Greece” and "“exit” and
refers to the possibility of Greece leaving the Euro area.

[2] The plots are generated using World Bank data, except for

the level of 2013 Greek debt/GDP ratio, which is taken from
Eurostat.
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The infinite clumsiness of
the French budget

By Xavier Timbeau, @XTimbeau

In the draft budgetary plan presented to the European

Commission on 15 October 2014, it is clear that France fails
to comply with the rules on European governance and 1its
previous commitments negotiated in the framework of the
European Semester. As France 1is 1in an excessive deficit
procedure, the Commission, as guardian of the Treaties, has no
choice a priori but to reject the country’s budget plan. If
the Commission does not reject the plan, which departs very
significantly, at least in appearance, from our previous
commitments, then no budget could ever be rejected.

Recall that France, and its current President, have ratified
the Treaty on Stability, Coordination and Growth (the “TSCG”
came into force in October 2012), which had been adopted by
the Heads of State in March 2012. There was talk during the
2012 presidential campaign of renegotiating it (which raised
the hopes of the southern European countries), but the urgency
of the sovereign debt crisis in Europe, among other factors,
decided otherwise. France has implemented the provisions of
the TSCG in Organic Law 2012-1403, for example by setting up a
new fiscal council, the Haut Conseil des Finances Publiques,
and establishing a multiannual system for tracking the
trajectory of public finances based on structural balances
(that is to say, adjusted for cyclical effects).

Everything seems to indicate that France had accepted the
highly restrictive framework that had been established by the
“Six-Pack” (five regulations and one directive, dated 2011,
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which reinforce the Stability and Growth Pact and which
specify a timetable and parameters) and then reinforced by the
TSCG and the “Two-Pack”. France’s good will was also evident
when it presented its 2014 draft budgetary plan in October
2013 and a stability programme in April 2014, which more than
complied. It was at a press conference in September 2014 that
the French government announced that the deficit reduction
target for 2015 would not be met. Low growth and low inflation
were the arguments made there for a serious revision of the
economic situation, which was presented as a truthful
assessment. The same situation arose in 2013, with the nominal
target then being set while underestimating the fiscal
multipliers. However, the timing and magnitude of the
adjustments had been respected, and a postponement was
granted.

So until the press conference, no major difficulty had been
posed to the workings of the Treaty. One of the innovations of
the TSCG was in fact to no longer aim at a nominal target (3%)
but to focus on the structural effort. If the economic
situation proves to be worse than expected, then the nominal
deficit target is not met (which is the case). In this
situation, the objective is the structural effort. In the
2014-2017 Stability Programme of April 2014, the structural
effort announced (page 13) is a 0.8 GDP point reduction in the
structural deficit in 2015, following 0.8 GDP point in 2014.
The excessive deficit procedure (also set out in a vade-mecum
of the Commission) requires a minimum structural effort of 0.5
GDP point and that the mechanisms for achieving this be set
out precisely.

It is here that the 2015 budget bill represents a concrete
violation of the treaty. The effort in 2014 is now only 0.1
point, with 0.2 point announced in 2015. These figures are
unacceptable to the Commission. How can such a provocative
change be explained? Several factors are behind this. The
first is a change in the method of booking the CICE tax
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credit, which means recording in 2015 the expenses generated
in 2015 and paid in 2016. As the CICE ramps up, this comes to
0.2 GDP point less in France’s fiscal effort. The second is a
change in the hypothesis for potential growth. Instead of 1.5%
potential growth in the 2014-2017 stability programme, this is
assumed to be 1.2% over the 2014-2017 period. Using a constant
percentage method, the effort would have been 0.5 GDP point 1in
2014 and 0.6 point in 2015. The difference with the April 2014
stability programme is due to the revision downwards of
inflation and to several changes in the measurements. A new
presentation of the same budget, with a marginal modification
of the economic situation, 1is marked by the absence of
structural effort. Not only will the nominal target not be
achieved, but furthermore the structural effort for 2014 and
2015 is abandoned — with no change in policy! Worse, this
draft budget implies that the nominal target is not being
achieved because the structural effort was not made in 2014
and won’'t be in 2015.

The government, nevertheless, pleads extenuating
circumstances. Why change the assumptions for potential growth
while not having kept the previous accounting standards for
presenting France'’s 2015 draft budgetary plan? An effort of
0.6 GDP point in 2015 instead of the previously announced
effort of 0.8 GDP point would not have posed any problems for
the Commission, which itself had made overly high estimates of
potential growth (as also in its remarks on the 2014 draft
budgetary plan, which the Council did not adopt in November
2013). It would have been easy to answer that one does not
change assumptions of potential growth every 6 months, and
that this is furthermore the purpose of this concept and the
reason for its introduction in EU Treaties and guidelines: to
avoid a pro-cyclical character in fiscal policy, to avoid
tightening up budgets at a time when bad news is piling up. It
would have been accepted that the Commission had a lower
assessment than France, but potential growth 1is not observed,
and its assessment is based on numerous hypotheses. It is not,
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for instance, specified in the treaties or regulations whether
potential growth is to be assessed in the short term or the
medium term. But the Commission considers (in the 2012 Ageing
Report) that France’s medium-term growth potential was 1.7%
per year (on average 2010 to 2060) and 1.4% in 2015. Above
all, nothing obliges France to adopt the hypothesis of the
Commission. EU regulation 473/2011 demands that the hypotheses
be made explicit, and outside opinions might also be
requested. French Organic Law 2012-043 states that, “A report
attached to the draft budgetary plan (LPFP) and giving rise to
parliamentary approval states: .. 9) The procedures for
calculating the structural effort referred to in Article 1,
the distribution of this effort among the various sub-sectors
of government, and the elements used to establish a
correspondence between the notion of the structural effort and
the notion of the structural balance; 10) The hypotheses of
potential gross domestic product used in planning the public
finances. The report presents and justifies any differences
from the estimates of the European Commission” — which gives
the government good control over the hypothesis for potential
growth and makes the parliament sovereign, the final judge.

Does a truth check need to be conducted on potential growth so
as to significantly alter this crucial hypothesis in the
presentation of the budget? Should a truth process lead to
presenting a budget as almost neutral when it reflects
crucial, expensive policy choices (to finance business
competitiveness by cutting public spending and increasing
taxes on households)? Is the Commission’s hypothesis more
relevant because it has been continuously revised every 6
months for 5 years now? Couldn’t it be explained that the
French government’s ambitious programme of structural reform
would help to increase potential growth in the future (unless
the government doesn’t believe this)? Aren’t the CICE and the
Responsibility Pact a sufficient pledge of the renewed
vitality of a productive system that will lead to boosting
potential growth? Would it be better to follow the advice of
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the authors of a report for the French Council of Economic
Analysis (CAE) on potential growth who did not risk producing
a new estimate? Isn’t it the subject of growth that needs to
be discussed (constructively and technically, in discreet
fora) with the Commission, rather than engaging in an explicit
breach of EU rules? In the 2015 draft budgetary plan, it is
written (page 5): “the trajectory is based, out of caution, on
a downward revision of potential growth from the previous
budgetary plan, by taking the European Commission’s latest
estimate of potential growth (spring 2014)”. What kind of
caution is this that looks more like a blunder with terrible
consequences? Is it the mess that the government was in at end
August 2014 that permitted this state of infinite clumsiness?

It is impossible to justify the presentation made: the
Commission will rebuke France, which will not react, since it
is sure of its rights (as the government has already stated).
The Commission will then ramp up the sanctions, and it 1is
unlikely that the Council will stop this process, especially
as the decisions are to be taken by a reverse qualified
majority vote. There will be a new round of French-bashing,
which will merely show the futility of the process, because
France will not deviate from the path it has chosen for its
public finances. This will undercut France’s persuasiveness
and influence at the very time that a 300 billion euro
investment plan is being developed, which is sought only by
France and Poland (according to rumors), which risks derailing
a rare initiative that could get us out of the crisis.

In letting the muffled fury of the technocracy express its
dissatisfaction with France, what will come out 1is the
fragility of “European governance”. But this governance relies
solely on the denunciation of France and the consequent peer
pressure. France could be fined, but neither the Council nor
the Commission have any instruments to “force” France to meet
Treaty requirements. This 1s the weakness of “European
governance”: it works only if the member states voluntarily


http://www.cae-eco.fr/IMG/pdf/cae-note016.pdf
http://www.cae-eco.fr/IMG/pdf/cae-note016.pdf
http://www.economie.gouv.fr/files/files/PDF/20141001_PLF2015_A5.pdf

adhere to the rules. It is thus governance in name only, but
despite this it is the foundation underpinning the path out of
the sovereign debt crisis. The European Central Bank
intervened in the summer of 2012 because stronger governance
of public finance was intended to solve the “free rider”
problem. The (numerous) critics of the European Central Bank's
intervention have broadly denounced the hypocrisy of the
Treaty, which guarantees nothing since it is based on the
voluntary discipline of the member states. Its violation by
France and the impotence of the Commission and the Council
will be such a demonstration of this weakness that there is
concern that the house of cards might collapse.

France could revise its draft budget and add measures that, in
the new accounting system and with a lowered estimate of
potential, would enable it to fulfil its April 2014 commitment
on its structural effort. This scenario is highly unlikely,
and that’'s a good thing (see the post by Henri Sterdyniak).
It’s unlikely, because the almost 2 points of VAT at the full
rate required to achieve an effort of 0.8% of GDP (and thus
without compensating for the delay in 2014) would not be
approved by the French Parliament. And it’s good because this
would trigger a recession (or serious slowdown) in France and
a completely unacceptable rise in unemployment simply to save
face for the Commission and diligently apply European
legislation.

It would have been more clever to stick to the hypotheses (and
methods) of the 2014 stability program, France’s Haut Conseil
would have protested, the Commission would have complained,
but Europe’s rules of governance would have been saved. They
say that statistics are the most advanced form of lying.
Between two lies, it’'s best to choose the less stupid.
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Fiscal policy and
macroeconomic stability in an
economic and monetary union:
the case of the West African
Economic and Monetary Union
(WAEMU)

By Mamadou DIOP and Adama DIAW

The idea that fiscal policy is an effective tool of economic
policy for stimulating the real economy has neither empirical
backing nor unanimous support among economists. An article
published in the Revue de 1’OFCE (no. 137, 2014) deals with
two major shortcomings in government policy in the WAEMU:
delays in implementing fiscal measures and the irreversibility
of certain public spending measures. The problem centers on
the capacity to cancel certain expenditures when they are no
longer needed to stabilize the economy. Having a reversible
fiscal policy is essential these days to ensure that the
public purse is sustainable over the medium term. To stabilize
a country’s economy using fiscal policy, it is important to be
able to identify which public spending measures significantly
affect economic activity, while taking into account their
response time. Such 1is the purpose of this article: to
evaluate the impact of fiscal shocks on the economic activity
of WAEMU countries so as to reveal the channels through which
fiscal policy is transmitted.
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Following the decision of
France's Constitutional
Council: the 1impossible
merger of the RSA and PPE
social welfare programmes

By Henri Sterdyniak

In June 2014, the government had Parliament approve a new
provision for the gradual reduction of employee payroll taxes
intended to boost the purchasing power of low-wage earners.
Henceforth an employee on the minimum wage (SMIC) would
benefit from a 3-point reduction in their contributions,
representing a gain of 43 euros per month, i.e. a 4% increase
in net income. The discount would then decline with the level
of the hourly wage and terminate at 1.3 times the SMIC. On 6
August 2014, the Constitutional Council (Conseil
Constitutionnel) barred this provision. There are three
reasons to welcome 1its ruling.

As noted by the Constitutional Council, employee contributions
fund retirement and replacement benefits, social insurance
programmes that are reserved for those who have contributed
and which depend on contributions. The parliamentary measure
goes against the logic of a contributory system, since
employees would have been able to enjoy benefits without
having fully paid.[1] The Constitutional Council emphasized
the specific nature of contributory social contributions,
underscoring a sound principle of our social security system.
Note, however, that the Constitutional Council did not oppose
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the measures exempting employer social contributions for
pension contributions, which are also based on a contributory
logic. On the other hand, the exemptions on family or health
insurance contributions are more legitimate, since these
contributions do not confer individual rights. But it’s never
too late to correct one’s oversights.

The new measure planned by the government once again led to
reducing the resources of the social security systenm.
Exemptions from social security contributions have become the
weapon of choice against unemployment, to the expense of the
very purpose of the contributions: to fund social security.
The State would of course have offset these exemptions, but
social security would have become even more dependent on
government transfers, particularly since this measure came on
top of the extension, for the years 2013 and 2014 alone, of
employer payroll tax cuts and transfers of resources from the
taxation of family pension increases and the reduction of the
family quotient.

Finally, this exemption would have 1introduced a new
complication for pay slips, which already count twenty lines
for contributions. In addition, employers must calculate
digressive exemptions on employer contribution, from 28 points
at the SMIC level up to 1.6 times the SMIC, and in addition
the competitive employment tax credit (CICE) of 6% for wages
under 2.5 times the SMIC. From 2016, family contributions will
be lowered by 1.8 points for wages under 3.5 times the SMIC.
Is an even more digressive system really needed, with a new
ceiling of 1.3 times the SMIC?

Despite the Council decision, the government has not abandoned
its goal. Thus, in an article in Le Monde dated 21 August
2014, President Francois Hollande announced a reform “that
will merge the Prime pour l’emploi (PPE) and the Revenu de
solidarité active (RSA) to promote the return to work and
improve the situation of precarious workers”. Would a reform
like this fulfill the President’s objectives? To answer this



question it is useful to review the existing arrangements.
The current situation

France has set up a particularly complicated system that aims
at two somewhat contradictory goals: to help poor families and
to encourage unskilled workers to find jobs.

Aid to the poorest households includes the Revenu de
solidarité active (RSA — a family-based income supplement for
the working poor), the Prime pour l’emploi (PPE — an
individual in-work tax credit to promote employment), housing
benefit (a family-based allowance) and means-tested family
benefits (family income supplement, allowance for school).
Despite the efforts of Martin Hirsch, the RSA’s promoter, it
does not include the PPE and housing benefit. It consists of a
basic allowance: the base RSA (RSA socle — a minimum income
that depends on family composition), which is reduced by 38
euros per 100 euros of earned income. The RSA is paid monthly
on the basis of a quarterly income statement. As for the PPE,
it is paid automatically on the basis of the income tax
return, with a one year lag. The RSA is deducted from the PPE,
meaning that a household that does not ask for the RSA
automatically gets the PPE.

Three mechanisms are specifically designed to encourage low-
wage workers to find jobs: exemptions from employer
contributions, which reduce the cost of labor at the SMIC
level; and the PPE and the RSA, which increase the gain from
employment for unskilled workers.

A single person paid the SMIC is entitled to the PPE, but not
the RSA (Table 1). It costs the company 1,671 euros (for 35
hours); the person’s salary incurs 540 euros in unemployment
and retirement contributions, representing deferred wages; the
person receives a net transfer of 140 euros (PPE + housing
benefit — CSG-CRDS [CSG wealth tax and CRDS debt contribution]
— national health insurance and family contributions); their



disposable income thus comes to 1,271 euros. There 1is
therefore no net tax burden; their health insurance 1is
offered. The exemptions of employer contributions are higher
than the non-contributory contributions. By making use of all
the existing schemes, it is possible to dissociate the living
standard accorded to workers on the SMIC from the cost of
their work.

On the other hand, a single-earner family (Table 2) benefits
from the RSA so long as the household income does not exceed
1.65 times the SMIC (Table 2). The RSA increases the incomes
of the poorest households: it increases the gains from
employment for the first earner, but slightly reduces those of
the second (Table 3). The PPE benefits dual-earner families
that are above the poverty line (defined as 60% of the median
income).

Table 1. Formation of the monthly income of an unmarried employee earning the SMIC

(July 2014)
Wages (gross) 1,445 euros
Employee Employer
CSG-CRDS 114 (7.B6%:)
Health insurance-family charges 2594 (20,33%)
Retirement-unemployment charges 203 (14.05%) 337 (23.33%)
Low income exemption -405 (28%:)
Met wages 1,128
Total wage cost (or super-gross) 1,671
Income tax (IR) Q
PPE supplement 79
Housing benefit (AL*) 64
Disposable income 1,271
Met tax -140
Contributory charges 540
Rate of taxation -12.4%

¥ The rent is assumed to be 450 eurcs. The median income (M in 2004 can be estimated at 1642 euros per consumiption
unit (CUY — the SMIC provides 77.4% of the median income
Source: URSSAF data, author’s calcidations.
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Table 2. Couple with two children (2.1 consumption units — CU)

Single-earner household

Dual-earner household

0.5 SMIC SMIC 1.5 5MIC 1.5*5MIC 2*SMIC
Met wage 0 564 1,128 1,692 1,692 2,255
R5A 900 543 343 128 - -
PPE . . . - 158 164
AF/ARS 63 129+63 129+63 129+63 129+63 129+63
Housing (AL*) 483 483 353 182 185
Total 1,446 1,782 2,018 2,194 2,225 2,611
% M1 per CU 41.9 51.7 58.4 £3.6 6.6 757
PPE*™ 92 13
Total* 1765 2079
%5 M1 per CU 511 603

* The rent is assurmed to be 600 eures, The children are aged 7 to 12, M1 = median income; CU = consurmption unit,
** |f the household does not demand the RSA activité supplement,

Sources: CAF, author's calculations.

Table 3. Gain from becoming employed. Couple with two children

Recourse to RSA  Without recourse to RSA-activité

First working age

RSA up to 0.5 SMIC 336 (60%) -

0.5 5MIC up to SMIC 234 (41%) -

R5A up to SMIC 570 (50%) 319 (28%)

SMIC up to 1.5 SMIC 178 (32%;) 314 (56%)
Second working age, First working age earning SMIC

Inactif up to 0.5 SMIC 201 (36%) 462 (B2%)

Inactif up to 1 SMIC 595 (53%) B46 (75%)

Sowrce: Authar's calculations,

The limits of the existing system

— The reduction of employer contributions: The PPE and RSA
create a class of poorly paid employees whose salary increases
are very costly for the employer and not very profitable for
the employee. A 10% wage hike for a worker on the SMIC (145
euros) costs the company 242 euros and brings the employee 53
euros. Companies are encouraged to create specific unskilled
jobs, with no prospects for progress for the employee, who 1is
stuck in a low-wage trap. The reduction in charges on low
wages does not promote the employment of skilled workers, who
are also experiencing some unemployment. Not do the jobs
created match up with the increasing qualifications of young
people. The consistency of the system as a whole therefore
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needs to be reviewed. However, the persistence of a large mass
of unskilled workers and the desire not to lower the living
standards of the working poor currently make it hard to take
the risk of eliminating the existing mechanisms.

— The calculation of the PPE is complicated: It is paid only
after a year’s delay, meaning that the incentive effect 1is
probably very small. This supplement benefits employees above
the poverty line rather than the poorest families. At the same
time, eliminating it would decrease the 1living standard of
those on the SMIC by 6%, which is not an option.

— The rate of non-take-up of the RSA-activité is very high
(about 68%)[2]. Low-wage workers refuse to be subjected to
ongoing monitoring just to receive a relatively small amount
of benefit. Given some stigmatization of those receiving the
RSA, these workers do not want to be confused with people
receiving the base RSA (RSA-socle).

— The RSA provides a benefit of around 110 euros per child for
families with 1 or 2 children receiving the minimum wage, a
benefit that fills a gap in our system, which was not very
generous for families of the working poor. But this benefit is
not paid to unemployed families. This 110 euro allocation
should be paid in the form of a family supplement to all poor
families with 1 or 2 children (families with 3 or more
children already have a family income supplement and more
generous benefits) regardless of the source of income.

— The RSA is not paid to people under age 25, even though this
age group has particular difficulty finding jobs.

What is to be done?

As France has such a large number of social benefits and
charges, it is possible to target the measure precisely
depending on the objective. Several measures can be envisaged:

Increase family benefits
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If the goal 1is to increase the purchasing power of poor
families, the easiest way to do this is to significantly
increase family and housing benefits. Instead, the government
has decided to suspend their indexation in 2014 or 2015,
inflicting a loss of purchasing power, which fortunately will
be limited by low inflation. But the prevailing view today is
that it is essential to encourage employment, and thus to
increase net wages rather than benefits.

Lower income tax

As poor families do not pay income tax, lowering it will not
affect them.

Make the CSG wealth tax progressive

As shown in Table 1, a minimum wage worker pays 114 euros in
CSG-CRDS and receives 79 euros in PPE. Wouldn’'t it be possible
to offset the removal of the PPE by making the CSG
progressive, which would exempt workers on the SMIC and
increase the wages they receive each month? The Constitutional
Council rightly considers that any progressive tax must be
family based and take into account all the family income. A
genuinely progressive CSG is thus virtually impossible to
implement, as employers and financial institutions would need
to know the marital status of their employees and customers
and all of their income, making everyone repeat the work of
the tax authorities. This would only make sense in the context
of a CSG-income tax merger, which is not feasible in the short
term.

Furthermore, only limited progressivity would be feasible.
Each person would be entitled to an exemption of around 1,445
euros per month on the amount of income subject to the CSG-
CRDS; a spouse without their own resources could transfer
their exemption to their partner; dependent children would be
eligible for a half exemption. In return, the PPE would be
eliminated; pensioners and the unemployed could be subject to



the same CSG as employees. But this exemption would have a
huge cost, and in return the rate of the CSG would need to
rise to 15% on income above the exemption. This possibility
thus must be abandoned.

The merger of the PPE and RSA

The fusion of the PPE and RSA is the path proposed by the
President of the Republic. But the devil is in the details, in
how to fashion the merger.

In 2013, the report of MP Christopher Sirugue proposed a
reform that would create an activity bonus (Prime d’ activité)
to replace the RSA-activité and the PPE (see the critical
analysis of Guillaume Allegre, Faut-il remplacer le RSA-
activité et la PPE par une Prime d’activité? Réflexions autour
du rapport Sirugue, 2013). However, as the base RSA would
continue to exist, families with very low wages would need to
seek two benefits — the base RSA and the Prime d’activité —
confronting them with a complicated system. The benefit
schedule for Prime d’ activité set out in the Sirugue report
was arbitrary, with slopes and a peak at 0.7 SMIC that had no
justification. The resulting system was more complicated and
more arbitrary than the RSA, and did not represent any major
improvement over the existing system. The proposed measure was
costly for single-income families (some lost 10% of their
income). The risk was that the Prime d’activité would suffer
from the same lack of take-up as the PPE and that some
families would lose the PPE without wanting to use the Prime
d’activité [3].

A merger that would result in a family-based benefit paid by
France’'s Family Allowance Fund (CAF) would run the risk of a
high rate of non-take-up and would generate losers among dual-
earner households with children. A merger that would result in
an allowance paid on the pay slip would not take into account
children and the spouse, and would hurt part-time workers,
raising questions about consistency with the base RSA.
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In short, the merger is tricky to implement (if not
impossible).

Increase the SMIC[4]

If the goal is to increase the living standard of low-wage
earners, the obvious measure 1is to raise the level of the
SMIC. An increase of about 10% would make it possible to
eliminate the PPE and provide minimum-wage workers an increase
in income equivalent to that under the measure overruled by
the Constitutional Court. Assistance aimed specifically at
part-time workers would be abandoned, as with the PPE, but
this specific assistance 1is too complicated to have any
incentive effect at all. An increase in net earnings 1is
undoubtedly better.

Note, however, that an increase in the minimum wage would not
provide enough support for poor families with one or two
children, especially the families of the unemployed. The
families of the working poor (between the base RSA and 2 times
the SMIC) need specific support, by introducing a family
supplement of about 80 euros for one child and 160 euros for
two children.

The RSA-activité should be maintained, since it ensures that
any activity actually results in higher disposable income, but
its role would be reduced and, thanks to the extension of the
family income supplement, non-take-up would have less impact
on families with children.

It is also necessary to create an employment integration
allowance, in the amount of the RSA, for young people seeking
work, without a right to unemployment benefit, a benefit
subject to pension contributions.

Nevertheless, in the current situation, where lowering labor
costs is a top priority for government policy, the cost of
unskilled labor cannot be increased, leaving two possible
approaches.
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Either compensation for employers would take place through an
increase in exemptions on charges on low-wage workers (which
are to rise from 28% to 34.6%), which would not introduce an
additional scheme. However, the exemptions on employer
contributions would focus on contributory contributions, which
could arouse the ire of the Constitutional Court.

Or the increase of the SMIC would take place through a PPE
listed on the pay slip: it would be explicitly recognized as a
supplement, which implies that the compulsory tax burden would
increase, but also that the Constitutional Court could not
oppose it, with the drawback that the supplement would fall
with the level of the hourly wage, thus representing an
additional administrative burden for business.

It seems obvious that there are no simple solutions.

[1] The Constitutional Court wrote, “.. a single social
security system would continue under the provisions 1in
question, to finance, for all of its stakeholders, the same
benefits despite the absence of payment by nearly one-third of
them of all the employee contributions conferring entitlement
to the benefits paid by the system; that, therefore, the
legislature has created a difference in treatment, which 1is
not based on a difference in the situation of those insured by
the same social security scheme, and which is unrelated to the
purpose of employee social security contributions.”

[2] According to P. Domingo and M. Pucci, 2012, “Le non-
recours au revenu de solidarité active et ses motifs”, Annex
no. 1 of the Report of the Comité national d’évaluation du
Rsa.
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[31 The Rapport sur la fiscalité des ménages by Francois
Auvigne and Dominique Lefebvre, 2014, also points out
deficiencies 1in the project.

[4] This is already the strategy recommended by Allegre
(2014) .
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