Banking union: a solution to
the euro crisis?

By Maylis Avaro and Henri Sterdyniak

The European summit on 28" and 29" June marked a new attempt
by Europe’s institutions and Member states to overcome the
crisis in the euro zone. A so-called Growth Pact was adopted,
but it consists mainly of commitments by the Member states to
undertake structural reform, and the limited funds made
available (120 billion over several years) were for the most
part already planned. The strategy of imposing restrictive
fiscal policies was not called into question, and France
pledged to ratify the Fiscal Compact. The interventions of the
European Financial Stability Facility (EFSF) and the European
Stability Mechanism (ESM) will now be less rigid, as, without
additional conditions, they can help countries that the
financial markets refuse to finance so long as they meet their
objectives in terms of fiscal policy and structural reform.
But euro-bonds and the mutual guarantee of public debt were
postponed. The summit also launched a new project: a banking
union. Is this an essential supplement to monetary union, or
is it a new headlong rush into the unknown?

The current crisis is largely a banking crisis. The European
banks had fed financial bubbles and housing bubbles
(especially in Spain and Ireland), and they had invested in
mutual funds and hedge funds in the United States. After major
losses during the crisis of 2007-2010, the Member states came
to their rescue, which was particularly costly for Germany,
the UK, Spain and above all Ireland. The sovereign debt crisis
in the euro zone has compounded their woes: the sovereign debt
that they hold has become a risky asset. The problem of
regulating the banks has been raised at the international
level (new Basel III standards), in the United States (Volkers
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rule and Dodd-Frank law) and in Britain (Vickers report).

In June 2012, doubts about the soundness of Europe’s banks
surfaced yet again. The measures taken since 2008 to stabilize
the financial system have proved insufficient. When Bankia,
Spain’s fourth-largest bank, announced that it was requesting
State assistance of 19 billion euros, worries about the
balance sheets of Spanish banks rose sharply. The rate of bad
loans of the country’s banks, whose balance sheets were hit
hard by the real estate crash, rose from 3.3% at end 2008 to
8.7% in June 2012 [1]. Furthermore, many Greeks, fearing an
exit from the euro zone, began to reduce their deposits in the
banks there [2].
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In response to these dangers, the proposal for a European
banking union was given a new boost by Mario Monti. Italy’s PM
suggested developing the proposals in preparation for the
European Commission Single Market DG, an idea that currently
has the support of the Commission, the European Central Bank,
and several Member states (Italy, France, Spain, etc.) On the
other hand, Germany believes that a banking union 1is
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impossible without a fiscal wunion. While Angela Merkel
acknowledged [3] that it was important to have a European
supervisory authority, with a supranational banking authority
with a better general overview, she clearly rejected the idea
of Germany taking a risk of further transfers and guarantees
without greater fiscal and policy integration [4]. The euro
zone summit meeting on 29 June asked the Commission to make
proposals shortly on a single monitoring mechanism for the
euro zone’s banks.

This kind of banking union would rest on three cornerstones:

— a European authority in charge of centralized oversight of
the banks,

— a European deposit guarantee fund,
— a common mechanism for resolving bank crises.

Each of these cornerstones suffers specific problems: some are
related to the complex way the EU functions (Should a banking
union be limited to the euro zone, or should it include all EU
countries? Would it be a step towards greater federalism? How
can it be reconciled with national prerogatives?), while
others concern the structural choices that would be required
to deal with the operations of the European banking system.

As to the institution that will exercise the new banking
supervisory powers, the choice being debated is between the
European Banking Authority (EBA) and the ECB. The EBA was
established in November 2010 to improve oversight of the EU
banking system, and it has already conducted two series of
“stress tests” on the banks. As a result of the tests, in
October 2011 Bankia reported a 1.3 billion euro shortage of
funds. Five months later, the deficit was 23 billion; the
EBA’'s credibility suffered. In addition, the London-based EBA
has authority over the British system, while the United
Kingdom does not want to take part in the banking union. The
ECB has, for its part, received support from Germany. Article



127.6 of the Treaty on the Functioning of the European Union

[5], which was cited at the euro zone summit of June 29" as a
basis for the creation of a European Banking Authority, would
make it possible to give the ECB supervisory authority. On 12
June, the Vice-President of the ECB, Mr. Constancio, said
that, “the ECB and the Eurosystem are prepared” to receive
these powers; “there is no need to create a new institution”.

European oversight implies a common vision of banking
regulation. There must be agreement on crucial issues, such
as: “Does commercial banking need to be separated from
investment banking?” “Should banks be prohibited from
operating on the financial markets for their own account?”
“Should public or mutual or regional banks be encouraged
rather than large internationalized banks?” “Should banks be
encouraged to extend credit primarily to businesses and
government in their own country, or on the contrary to
diversify?” “Should the macro-prudential rules be national or
European?” In our opinion, entrusting these matters to the ECB
runs the risk of taking a further step in the depoliticization
of Europe.

Applying the guidelines of this new authority will be
problematic. A banking group in difficulty could be ordered to
divest its holdings in large national groups. But would a
country’s government expose a national champion to foreign
control? Governments would lose the ability to influence the
distribution of credit by banks, which some people might find
desirable (no political interference in lending), but in our
opinion 1is dangerous (governments would lose a tool of
industrial policy that could be used to finance Small and
Medium Enterprises [SMEs] and Economic and technological
intelligence [ETI] projects or to support the ecological
transition).

For example, in a case involving Dexia, the opposition between
the European Commission on the one hand and France, Belgium



and Luxembourg on the other is blocking a restructuring plan.
The plan includes the takeover of Dexia Credit Local'’s
financing of local authorities by a banking collectivity that
would be created based on cooperation between La Banque
postale and the Caisse des depots. In the name of fair
competition, Brussels is challenging the financing of local
communities by such a bank, as Dexia has received public
funding for its restructuring plan. This is threatening the
continuity of the financing of the French local authorities,
and could put a halt to their plans; in particular, it could
prevent France from providing specific secure mechanisms for
financing local authorities through local savings.

The purpose of a deposit guarantee fund is to reduce the risk
of a massive withdrawal of deposits during a banking panic.
This fund could be financed through contributions by the
European banks guaranteed by the fund. According to
Schoenmaker and Gros [6], a banking union must be created
under a “veil of ignorance”, that is to say, without knowing
which country poses the greatest risk: this is not the case in
Europe today. The authors propose a guarantee fund that at the
outset would accept only the strongest large transnational
banks, but this would immediately heighten the risk of the
zone breaking apart if depositors rushed to the guaranteed
banks. The fund would thus need to guarantee all Europe’s
banks. According to Schoenmaker and Gros, assuming a 100,000
euro ceiling on the guarantee, the amount of deposits covered
would be 9,700 billion euros. The authors argue that the fund
should have a permanent reserve representing 1.5% of the
deposits covered (i.e. about 140 billion euros). But this
would make it possible to rescue only one or two major
European banks. During a banking crisis, amidst the risk of
contagion, such a fund would have little credibility. The
guarantee of deposits would continue to depend on the States
and on the European Stability Mechanism (ESM), which would
have to provide support funds, ultimately by requiring
additional contributions from the banks.



The authority in charge of this fund has not yet been
designated. While the ECB appears well positioned to undertake
supervision of the banking system, entrusting it with
management of the deposit guarantee fund is much more
problematic. According to Repullo [7], deposit insurance
should be separated from the function of lender of last
resort. Indeed, otherwise the ECB could use its ability to
create money to recapitalize the banks, which would increase
the money supply. The objectives of monetary policy and of
support for the banks would thus come into conflict. What is
needed is a body that handles deposit insurance and crisis
resolution and is separate from the ECB, and which must have a
say on the behavior of the banks, and which would be
additional to the EBA, the ECB, and the national regulators.
The ECB on the other hand would continue to play its role as
lender of last resort. But it is difficult to see how such a
complicated system would be viable.

As the risk of a country leaving the euro zone cannot yet be
dismissed, the question arises as to what guarantee would be
offered by a banking union in the case of a conversion into
national currency of euro-denominated deposits. A guarantee of
deposits in the national currency would, in the case of an
exit from the euro, heavily penalize customers of banks that
suffer a devaluation of the national currency against the
euro, whose purchasing power would decline sharply. This kind
of guarantee does not solve the problem of capital flight
being experienced today by countries threatened by a risk of
default. What is needed is a guarantee of deposits in euros,
but in today’s situation, given the level of risk facing some
countries, this is difficult to set up.

German and Finnish politicians and economists such as H. W.
Sinn are, for instance, denouncing an excessive level of risk
for Germany and the Nordic countries. According to several
German economists, no supranational authority has the right to
impose new burdens (or risk levels) on the German banks



without the consent of Parliament, and the risk levels need to
be explicitly limited. The German Constitutional Court might
oppose the deposit guarantee fund as exposing Germany to an
unlimited 1level of risk. Moreover, according to George
Osborne, the Chancellor of the British Exchequer, a bank
deposit guarantee at the European level would require an
amendment to existing treaties and the consent of Great
Britain.

On 6 June, the European Commission began to develop a common
framework for resolving banking crises by adopting the
proposal of Michel Barnier, which has three components. The
first is to improve prevention by requiring banks to set up
testaments, that 1is, to provide for recovery strategies and
even disposal plans in case of a serious crisis. The second
gives the European banking authorities the power to intervene
to implement the recovery plans and to change the leadership
of a bank if it fails to meet capital requirements. The third
provides that, if a bank fails, the national governments must
take control of the establishment and use resolution tools
such as divestiture, the creation of a defeasance bank, or
“bad” bank, or an internal bailout (by forcing shareholders
and creditors to provide new money). If necessary, the banks
could receive funds from the ESM. Bank-related risks would
therefore be better distributed: the shareholders and
creditors not covered by the guarantee would be first to be
called upon, so that the taxpayers would not pay to reimburse
the creditors of insolvent banks. In return, bank loans and
shares would become much riskier; bank reluctance about inter-
bank credit and the drying up of the interbank market due to
the crisis would persist; and the banks would find it
difficult to issue securities and would have to raise the
level of compensation. However, Basel III standards require
banks to link their lending to the level of their capital.
This would pose a risk of constraining the distribution of
credit, thereby helping to keep the zone in recession. Based
on the decisions of the summit on 29 June, Spain could be the



first country whose banks would be recapitalized directly by
the ESM. However, this would not take place until early 2013;
the terms of the procedure and the impact of ESM aid on the
governance of the recapitalized banks still need to be
determined. As can be seen in the Dexia example, what terms
are set for the reorganization of a bank can have serious
consequences for the country concerned: are governments (and
citizens) willing to lose all power in this domain?

A banking union can help break the correlation between a
sovereign debt crisis and a banking crisis. When the rating
agencies downgrade a country’s debt, the securities suffer a
loss in value and move into the category of “risky assets”,
becoming less liquid. This increases the overall risk faced by
the banks in the country concerned. If a bank is facing too
much overall risk and it is no longer able to meet the capital
requirements of Basel III, the State must recapitalize it, but
to do this it must take on debt, thereby increasing the risk
of a default. This link between the banks’ fragile balance
sheets and public debt generates a dangerous spiral. For
instance, since the announcement of the bankruptcy of Bankia,
Spain’s 10-year refinancing rates reached the critical
threshold of 7%, whereas last year the rates were about 5.5%.
In a banking union, the banks would be encouraged to diversify
on a European scale. However, the crisis of 2007-09
demonstrated the risks of international diversification: many
European banks lost a great deal of money in the US; foreign
banks are unfamiliar with the local business scene, including
SMEs, ETIs and local government. Diversification based on
financial criteria does not fit well with a wise distribution
of credit. Moreover, since the crisis, European banks are
tending to retreat to their home countries.

The proposal for a banking union assumes that the solvency of
the banks depends primarily on their own capital, and thus on
the market’s evaluation, and that the 1links between a
country’s needs for financing (government, business and



consumers) and the national banks are severed. There is an
argument for the opposite strategy: a restructuring of the
banking sector, where the commercial banks focus on their core
business (local 1lending, based on detailed expertise, to
businesses, consumers and national government), where their
solvency would be guaranteed by a prohibition against certain
risky or speculative transactions.

Would banking union promote further financialization, or would
it mark a healthy return to the Rhineland model? Would it
require the separation of commercial banks and investment
banks? Would it mean prohibiting banks whose deposits are
guaranteed to do business on the financial markets for their
own account?

[1] According to the Bank of Spain.

[2] The total bank accounts of consumers and business fell by
65 billion in Greece since 2010. Source: Greek Central Bank.

[3] “La supervision bancaire européenne s'’'annonce
politiquement sensible”, Les Echos Finance, Thursday 14 June
2012, p. 28.

[4] “Les lignes de fracture entre Européens avant le sommet de
Bruxelles”, AFP Infos Economiques 27 June 2012.

[5] Art 127.6: "The Council, acting by means of regulations in
accordance with a special legislative procedure, may
unanimously, and after consulting the European Parliament and



the European Central Bank, confer specific tasks upon the
European Central Bank concerning policies relating to the
prudential supervision of credit institutions and other
financial institutions with the exception of insurance
undertakings.”

[6] D. Schoenmaker and Daniel Gros (2012), “A European Deposit
Insurance and Resolution Fund”, CEPS working document, No.
364, May.

[7] Repullo, R. (2000), “Who Should Act as Lender of Last
Resort? An Incomplete Contracts Model”, Journal of Money,
Credit, and Banking 32, 580-605.

The euro zone 1n Crisis:
challenges for monetary and
fiscal policies

By Catherine Mathieu and Henri Sterdyniak

The 9th EUROFRAME conference [1] was held on 8 June 2012 in
Kiel on issues concerning the economic policy of the European
Union. The topic was: “The euro zone in crisis: challenges for
monetary and fiscal policies”. The conference was, of course,
dominated by the issue of the sovereign debt crisis in the
euro zone. How did it come to this? Should the blame be put on
mistakes in national economic policies? Must the way the euro
zone is organized be changed?
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A number of fault lines appeared (cf. also the related Note in
French):

= Some believe that it is irresponsible domestic policies
that are the cause of the imbalances: the southern
countries were allowed to develop real estate and wage
bubbles, while the northern countries carried out
virtuous policies of wage moderation and structural
reform. The southern countries must adopt the strategy
of the northern countries and accept a prolonged dose of
austerity. For others, the single currency has allowed
the development of mirror opposite imbalances: too much
austerity in the North, and too many wage increases in
the South; what 1s needed 1s a convergence where
stimulus in the North facilitates the absorption of the
external imbalances in the South.

= For some, every country must implement policies that
combine fiscal consolidation and structural reform. For
others, what is needed is an EU-wide growth strategy (in
particular by financing an ecological transition) and a
guarantee of public debt so as to promote a convergence
of national interest rates at lower levels.

= Some believe that any new solidarity measures involve
developing a Union budget, which means the inclusion of
binding rules in the Fiscal Compact; for others, what is
needed is the open coordination of economic policies,
without pre-established standards.

We provide a report that includes brief comments [2] in a
lengthy Note.

[1] EUROFRAME is a network of European economic institutes
that includes: DIW and IFW (Germany), WIFO (Austria), ETLA
(Finland), OFCE (France), ESRI (Ireland), PROMETEIA (Italy),
CPB (Netherlands), CASE (Poland), NIESR (United Kingdom).
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[2] Most of the articles are avallable at:
http://www.euroframe.org/index.php?id=7. Selected articles
will be published in an issue of the Revue de U’OFCE, in the
“Débats et Politiques” collection, at the end of 2012. The
report reflects the views of the authors alone.

Would returning to the
drachma be an overwhelming
tragedy?

by Céline Antonin

Following the vote in the Greek parliamentary elections on 17
June 2012, the spectre of the country leaving the euro zone
has been brushed aside, at least for a while. However, the
idea is not completely buried, and it is still being evoked in
Greece and by various political forces around the euro zone.
This continues to pose the question of the cost of a total
default by Greece for its creditors, foremost among them
France. The analysis published in the latest OFCE Note (No.
20, 19 June 2012) shows that, despite the magnitude of the
potential losses, several factors could mitigate the
consequences for the euro zone countries of a default by the
Greek state.

The withdrawal of Greece from the euro zone, which is not
covered in the Treaties, would cause a major legal headache,
as it would involve managing the country’s removal from the
Eurosystem [1]. In case of a return to a new drachma, which
would depreciate sharply against the euro [2], the burden of
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the public debt still outstanding would be greatly increased,
as would private debt, which would still be denominated in
euros. Many financial and nonfinancial firms would go to the
wall. Legally, Greece could not unilaterally convert its debt
into new drachmas. Since the country’s public debt is not very
sustainable and it is denominated almost exclusively in euros,
Greece would certainly default (at least partially) on 1its
public debt, including its foreign debt [3]. Given that the
main holders of Greek debt are euro zone countries, what would
be the magnitude of the shock in the case of a Greek default?

While more detail about this can be found in the OFCE Note

(No. 20, 19 June 2012), the focus here is on providing a
breakdown of the exposure of the euro zone countries (in
particular France) to Greek public and private debt. Exposure
to Greek public debt involves three main channels:

1) The two aid packages of May 2010 and March 2012;
2) Participation in the Eurosystem;
3) The exposure of the commercial banks.

An analysis of these channels shows that the main source of
exposure of the euro zone countries to losses is the two
support plans. The maximum exposure of the euro zone countries
through this channel is 160 billion euros (46 billion euros
for Germany and 35 billion euros for France). Euro zone
countries are also exposed to Greek government debt through
their participation 1in the Eurosystem: 1indeed, the
Eurosystem’s balance sheet swelled dramatically to support the
vulnerable countries in the euro zone, notably Greece.
However, given the Eurosystem’s capacity to absorb losses
(over 3,000 billion euros), we believe that the potential
losses for the countries of the euro zone are not likely to be
realized if Greece were to default unilaterally on its public
debt. Finally, the euro zone’s banking system is exposed to
4.5 billion euros in Greek sovereign risk and up to 45 billion
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euros from the Greek private sector [4].

The cumulative exposure of the euro zone to Greek debt,
excluding the Eurosystem, amounts to a maximum of 199 billion
euros (2.3% of the euro zone'’s GDP, cf. Table), including 52
billion euros for Germany (2% of GDP) and 65 billion euros for
France (3.3% of GDP). If we include exposure to the
Eurosystem, the cumulative exposure of the euro zone to Greek
debt comes to 342 billion euros (4% of euro zone GDP),
including 92 billion for Germany (3.6% of GDP) and 95
billion (4.8%) for France. France is the most heavily exposed
euro zone country, due to the exposure of its banks to Greek
private debt through subsidiaries in Greece. If we consider
only Greek government debt, however, it is Germany that
appears to be the country most exposed to a Greek default.
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Summary of the exposure of different countries to Greek debt

In billien euros

3) Commercial

1) Support lans 2) Eurosystem e

Istplan 2eplan SMP TARGET2 Z‘;ﬂ‘ Prvite  Total ELTL‘;L*":;L
GCermany 14.7 3.4 12.5 273 1.3 5.1 92.3 52.5
Austria 1.5 1.2 1.3 2.8 L L 5 L 8.8 4.7
Belgium 1.9 4.0 1.6 3.5 0.1 0.0 11.1 6.0
Cyprus 0.1 0.2 0.1 0.2 NC MC 0.6 0.3
Spain 6.5 13,8 5.5 12.0 0.1 0.5 8.4 209
Estonia 0.0 0.3 1 0.3 NC MC 0.7 0.3
Finland 1.0 2.1 0.8 1.8 NC MNC 5.7 31
France 111 236 9.4 20.5 1.3 291 25.0 65.1
Ireland 0.9 0.0 0.7 1.6 MC NC 3.2 0.9
[taly a7 20.7 8.3 18.0 0.2 1.1 58.0 3.7
Luxembourg 01 0.3 0.1 0.3 NC MNC 0.8 0.4
Malta 0.1 0.1 0.0 0.1 MNC MC 0.3 0.2
Metherlands 31 &6 2.6 5.7 NC M 18.0 9.7
Portugal 1.4 0.0 1.2 2.5 NC MC 51 1.4
Slovakia 05 1.1 0.5 1.0 MNC NC 31 1.6
Slovenia 03 0.6 0.2 0.5 MWC NC 1.6 09
Total EZ . 529 107.7 . 45.0 98.0 2.9 35.8 3423 199.3
[NC == N4

M Mot available, as the BIS gives only the exposures of Germany, Belgium, France, Italy and Spain. The totals are thus
caloulated without taking inte account the second tier banks, except for Germany, Belgium, France, Italy and Spain and
the: Euro Lone Total,
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These amounts constitute an upper bound: they represent the
maximum potential losses in the worst case scenario, namely
the complete default of Greece on its public and private debt.
Furthermore, it is impossible to predict with certainty all
the chain reactions associated with a Greek exit from the euro
zone: everything depends on whether the exit is coordinated or
not, whether a debt rescheduling plan is implemented, the
magnitude of the depreciation of the drachma against the euro,
and so on.

The "reassuring” element in this analysis is the magnitude of
the potential losses (Table): the shock of a Greek exit would
be absorbable, even if it would generate a shock on each
member country and widen its deficit, undermining the members’
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efforts to restore balanced budgets. However, this analysis
also points out how intertwined the economies of the euro zone
are, even if only through the monetary union, not to mention
the mechanisms of the solidarity budget. A Greek exit from the
euro zone could therefore open a Pandora’s Box — and if other
countries were tempted to imitate the Greek example, it is the
euro zone as a whole that could go under.

[1] The Eurosystem is the European institution that groups the
European Central Bank and the central banks of the countries
in the euro zone.

[2] On this point, see A. Delatte, What risks face the Greeks
if they return to the drachma?, OFCE blog, 11 June 2012.

[3] The foreign debt designates all the debt that is owed by
all a country’s public and private debtors to foreign lenders.

[4] This refers to a textbook case, where the drachma’s
depreciation would be so great that the currency would no
longer be worth anything.

Underlying deflation

Christophe Blot, Marion Cochard, Bruno Ducoudré and Eric Hevyer

A look at the latest statistics on price trends indicates that
the risk of deflation seems to have given way to renewed
inflation in the major developed countries. So do we really
need to fear the return of inflation, or are these economies
still structurally deflationary?

First, note that the nature and scale of the economic crisis


file:///C:/Documents%20and%20Settings/laurence-df/Bureau/BlogGrÃ¨ce_CA_2(relu%20LDF).doc#_ftnref1
file:///C:/Documents%20and%20Settings/laurence-df/Bureau/BlogGrÃ¨ce_CA_2(relu%20LDF).doc#_ftnref2
http://www.ofce.sciences-po.fr/blog/?p=2054
http://www.ofce.sciences-po.fr/blog/?p=2054
file:///C:/Documents%20and%20Settings/laurence-df/Bureau/BlogGrÃ¨ce_CA_2(relu%20LDF).doc#_ftnref3
http://en.wikipedia.org/wiki/Debt
file:///C:/Documents%20and%20Settings/laurence-df/Bureau/BlogGrÃ¨ce_CA_2(relu%20LDF).doc#_ftnref4
https://www.ofce.sciences-po.fr/blog/underlying-deflation/
http://www.ofce.sciences-po.fr/pages-chercheurs/blot.htm
http://www.ofce.sciences-po.fr/pages-chercheurs/heyer.htm

we have been living through since 2008 are reminiscent of what
led to past periods of deflation (the crisis of 1929, the
Japanese crisis of the 1990s, etc.). The recessionary pattern
that began in 2008 has followed the same path: the shock to
activity led to a slowdown in inflation — and sometimes lower
prices or wages — in most of the developed countries. However,
a fall in prices is not necessarily synonymous with deflation:
this has to be long term and, above all, it must be anchored
in expectations and a vicious cycle of debt deflation. But
this deflationary scenario did not materialize. Far from
sitting by idly, at the end of 2008 governments and central
banks took fiscal and monetary measures to stabilize activity
and limit the rise in unemployment. Moreover, independently of
the response by economic policy, price trends were strongly
influenced by changes in commodity prices. While the collapse
in o0il prices in the second half of 2008 accelerated the
deflationary process, the rise in prices since 2009 has
fuelled more general price rises and held off the risk of
deflation. Moreover, business has partially cushioned the
impact of the crisis by accepting cuts in margins, which has
helped to mitigate rising unemployment, a key factor in the
deflationary process.

In a study by the OFCE published in its journal of forecasts
(Prévisions de la Revue de 1’'0FCE), we start from a wage-price
model to develop a method for assessing the way that oil price
dynamics and labour market adjustments affect changes in
inflation. We show that if oil prices had continued their
upward trend after they peaked in the summer of 2008, and if
the adjustment on the labour market had been, in all
countries, the same as in the US, then the year-on-year change
in inflation in second quarter 2011 would have been lower, by
0.7 points in France to 3.4 points in the UK (Table 1). This
confirms that these economies are still structurally
deflationary.

Despite the central banks’ repeated efforts at quantitative
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easing, they need not fear the return of inflation.

The

macroeconomic environment is still characterized by a risk of
and therefore by the need for an accommodative
monetary policy.

deflation,

Year-on-year change

Impact of shocks on consumer prices

Impact on the inflation rate...

... of the speed of productivity odjustment 03 05 08 08| 0B 08

Germay | ... of the change in oil prices | 00 0.2 02 03| 04 04
Totolimpact | 0.3 07 08 10 1.2 13

.. of the speed of productivity adfustrment 00 00 00 01|01 01

France | ... of the change in oil prices | 02 04 02 03| 05 06
Total impact 0.2 D4 02 04| 06 07

.. of the speed of productivity adjustment I 0.3 0.3 0.3 0.3 0.2 0

Italy | ... of the change in il prices | 06 08 06 05| 06 0.6
Total impact 0.8 1.2 1.0 0.8 0.8 0.8

.. of the speed of productivity adiustment 00 =01 0.2 0.2 | 03 -0.4

Spain | ... of the change in oil prices | 00 03 03 03| 04 05
Tatal impact 0.0 0.2 0.1 0.0 0.1 0.1

... of the speed of productivity odiusiment [ 07 1.3 1.8 22| 28 3.1

UK | ... of the change in ail prices | 01 01 01 01| 01 03
Tatal impact 0.8 1.4 1.7 2.2 29 i4

.. of the speed of productivity adfustrment 00 00 00 00| 00 00

UsA | ... of the change in ofl prices | 05 04 01 00| 0.2 04
Total fmpeact 0.5 0.4 0.1 0o 0.2 04

.. of the speed of productivity adjustment | 0.6 08 09 10| 1.1 1.2

Japan | ... of the change in oil prices | 00 02 02 02| 03 04
Total impact 0.6 1.0 1.1 1.2 1.3 1.6

Source : Mational data, OFCE calculations.

A letter
Francolis Hollande

by Jérdéme Creel, Xavier Timbeau and Philippe Weil [1]

Dear Mr. President,

to

President


http://www.ofce.sciences-po.fr/blog/wp-content/uploads/2012/05/Tab-blog_English-29-05.jpg
https://www.ofce.sciences-po.fr/blog/a-letter-to-president-francois-hollande/
https://www.ofce.sciences-po.fr/blog/a-letter-to-president-francois-hollande/

France and the European Union are at a crucial economic
juncture. Unemployment is high, the output loss to the
financial crisis since 2008 has not been recovered and you
have promised, in this dismal context, to eliminate French
public deficits by 2017.

Your predecessor had committed to achieving the same objective
a tad faster, by 2016, and a distinctive feature of your
campaign has been your insistence that the major burden of the
coming fiscal retrenchment be borne by the richest of
taxpayers. These differences matter politically (you did win
this election) but they are secondary from a macroeconomic
viewpoint unless the long-run future of France and Europe
depends on short-run macroeconomic outcomes.

In the standard macroeconomic framework, which has guided
policy in “normal” and happier times, fiscal multipliers are
positive in the short run but are zero in the long run where
productivity and innovation are assumed to reign supreme. In
such a world, giving your government an extra year to reduce
public deficits spreads the pain over time but makes no
difference in the long run. When all is said and done,
austerity is the only way to reduce the debt to GDP ratio
durably — and it hurts badly:

= The fantasy that short-run multipliers might be negative
has been dispelled: a fiscal contraction depresses
economic activity unless you are a small open economy
acting alone under flexible exchange rates and your own
national central bank runs an accommodative monetary
policy — hardly a description of today’s France. Since
France 2012 is not Sweden 1992, the prospect of a rosier
fiscal future is not enough to outweigh the immediate
recessionary effects of a fiscal contraction.

»To add insult to injury, if the financial crisis has
lowered economic activity permanently (as previous
banking or financial crises did, according to the IMF),
public finances are now in structural deficit. To insure



long-term debt sustainability, there is no way to escape
fiscal restriction.

= On top of this, the consensus now recognizes that short-
run fiscal multipliers are low in expansions and high in
recessions. As a result, accumulating public debt in
good times and refraining from running deficits in order
to control debt in bad times is very costly: it amounts
to squandering precious fiscal ammunition when there 1is
no enemy and to scrimping on it in the heat of combat.

It increasingly looks like, that we are 1living, since the
financial crisis, in a “new normal” macroeconomic environnent
in which fiscal multipliers are still positive in the short
run but non-zero in the long run because of two conflicting
effects:

= A primal fear of French and European policy makers — fed
by the outstanding historical work of Carmen Reinhardt
and Kenneth Rogoff and the difficulties encountered by
Italy, Spain or Greece to roll over their public debt -
is that bad things might happen when the debt to GDP
ratio steps over 90%. For instance, the sudden
realization by investors that, past that level, there is
no easy way to bring debt back to “normal” levels
without inflation or outright default might lead to a
rapid rise in sovereign interest rates. These high rates
precipitate an increase in the debt to GDP ratio by
raising the cost of servicing the debt and impose
intensified deficit reduction efforts that further
shrink GDP. Thus, crossing the 90% threshold might lead
to a one-way descent into the abyss. This implies that
fiscal contraction, although recessionary in the short
run, 1is beneficial in the long run. Fiscal pain now 1is
thus an evil necessary for long-run prosperity and debt
sustainability. According to this narrative, we may
survive — but only if we stop dancing right away.

= An opposite danger is that fiscal contraction now — in a



context of public finances damaged (except for Greece)
not by fiscal laxity but by the slowdown in economic
activity engendered by the financial crisis since 2008 —
might cause a social, political and economic breakdown
or durably destroy productive capacity. Fiscal
contraction is thus recessionary both in the short run
and in the long run. Short-run fiscal expansion is then
a necessary condition for long-run prosperity and debt
sustainability. In this narrative, we may survive — but
only if we keep dancing!

The advisability of your proposal to reduce the public
deficits to zero by 2017 depends, Mr. President, on which of
these two dangers is the most intense or the most difficult to
thwart. Should you be more concerned that loose fiscal policy
may hurt long-run growth by increasing the cost of debt
service, or should you fear instead first and foremost that
strict fiscal policy may harm output durably by leading to
social unrest or by reducing productive capacity?

To answer these portentous questions, whose answer 1is not a
matter of ideology or of economic paradigm, we urge you to
look at the evidence:

» The sovereign rating of countries with large deficits
and debts, like the US and the UK, has been downgraded
without any adverse effect on interest rate. This
suggests that markets understand, seemingly better than
policymakers, that the key problem with EU public
finances nowadays is not deficits and debt per se but
the governance of the euro zone and its fiscal and
monetary policy mix. With a lender of last resort — the
euro zone has none —, managing a national debt crisis
would be easy and straightforward. The counter-argument
that it would lead the ECB to monetize public debts, in
sharp contrast with the statutes of this institution and
its duty to reach price stability, is invalid: the ex-
ante ability to monetize debt would reduce risk premia



by eliminating self-fulfilling runs on national debts.

» Ugo Panizza and Andrea Presbitero have shown that there
is no convincing historical evidence that debt reduction
leads to higher economic growth. Hence the statement
that public debt reduction is a prerequisite to economic
growth is at worse an assumption, at best a correlation,
but in any case not a causal relation supported by data.

 Twenty years of Japanese stagnation remind us that
deflation is a deadly and durable trap. Under-activity
pushes prices down slowly but surely. Paul Krugman and
Richard Koo have shown how real expected interest rates
feed a spiralling of deleveraging when deflation locks
into prices expectation. If deleveraging extends to the
banking sector, it adds a credit squeeze to the
contraction.

= One of the pernicious drawbacks of fiscal austerity is
the destruction of human capital by long unemployment
spells. Young cohorts entering now on the job market
will undergo a problematic start and may never recover.
The longer unemployment remains over its natural rate,
the larger the frustration stemming from a bleak future
will grow.

» Beyond human capital, firms are the place where all
sorts of capital are accumulated, ranging from social
capital to immaterial assets such as R&D. Philippe
Aghion and others have argued that this channel 1links
short-term macroeconomic volatility to long-term growth
potential. Moreover, 1in a competitive world,
underinvestment in private R&D impairs competitiveness.
Hence, austerity, by making output more volatile, has a
negative long-term impact.

 What is true for private immaterial assets is even truer
for public assets, that is to say assets that generate
flows of public goods that individual incentives fail to
produce. Typically, so-called golden rules neglect such
assets which are by their very nature hard to measure.
As a result, the pursuit of quick deficit reduction is



usually carried out at the expense of investment 1in
assets which have a high social profitability and are
essential to ensure a smooth transition to a low carbon
economy.

Drawing on these facts, please let us suggest you a four-
pronged strategy:

1. You should argue that fiscal austerity is bad for both
short-term and long-term growth and remind Mrs. Merkel
that, as a result, it should be handled with the utmost
care.

2. Slowing down the pace at which austerity is imposed on
EU countries is vital — both to reduce unemployment in
the short-run and to maintain the long-run prosperity
without which the reduction of debt-to-GDP ratios will
be impossible.

3. You should acknowledge that the fears of your
predecessor were well-founded: in the absence of a
lender of last resort or without debt mutualization,
slowing down austerity does expose sovereign debt to the
risk of rising interest rates by provoking the self-
fulfilling anxiety of creditors. But the experience of
the US shows that the best way to deal with this danger
is to have a full-fledged central bank that can act as a
lender of last resort. The Maastricht Treaty should be
amended fast in that dimension. Endowing the ECB with
growth as a second mandate is not essential.

4. Mrs. Merkel is right that allowing the ECB to bail out
States 1s a sure recipe for moral hazard. You should
therefore agree, as a complement of the modification of
ECB statutes, with her insistence that a Fiscal Compact
governs Europe but you should strive for a Smart Fiscal
Compact. This Smart Fiscal Compact should aim at
enforcing the sustainability of public finances in a
world where the long run is not given but depends on the
short-run fiscal stance. It should draw its strength



from legitimate European political institutions endowed
with the power to control and enforce the commitment of
each country to fiscal discipline. This task will
require pragmatism and evidence-based economic policy —
rather than budgetary numerology and simple-minded
rules.

Failing to reduce deficits in Europe may end in a debacle.
However, reducing them cold turkey is a sure recipe for
disaster. Believing that old tricks 1like deregulating job
markets will bring back economic growth lost in the recession
is delusional, as the ILO warned in its last report. The
possibility of brutal switches in economic or social trends
rules out half-measures. The creeping build-up of long-term
disequilibria requires prompt and decisive action in the short
run. What is true for France is even truer for our main
neighbors: the whole EU needs room for maneuver, and it needs
it fast for the sake of its future.

Yours faithfully.

[1] Jérdome Creel is deputy director of the Research
Department, Xavier Timbeau is director of the Analysis and
Forecasting Department, and Philippe Weil 1is president of
OFCE.

The financial markets: Sword
of Damocles of the
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presidential election

By Céline Antonin

Although some of the candidates may deny it, the financial
risk linked to the fiscal crisis in the euro zone is the guest
of honour at the presidential campaign. As proof that this is
a sensitive issue, the launch in mid-April of a new financial
product on French debt crystallized concerns. It must be said
that this took place in a very particular context: the Greek
default showed that the bankruptcy of a euro zone country had
become possible. Despite the budgetary firewalls in place
since May 2010 (including the European Financial Stability
Fund), some of France’s neighbours are facing a lack of
confidence from the financial markets, which is undermining
their ability to meet their commitments and ensure the fiscal
sustainability of their government debt, the most worrying
example to date being Spain. What tools are available to
speculators to attack a country like France, and what should
be feared in the aftermath of the presidential election?

The tool used most frequently for speculation on a country’s
public debt is the Credit Default Swap, or CDS. This contract
provides insurance against a credit event, and in particular
against a State’s default (see the “Technical functioning of
CDS” annex for more detail). Only institutional investors,
mainly banks, insurance companies and hedge funds, have direct
access to the CDS market on sovereign States [1].

Credit default swaps are used not only for coverage, but also
as an excellent means of speculation. One criticism made of
the CDS is that the buyer of the protection has no obligation
to hold any credit exposure to the reference entity, i.e. one
can buy CDS without holding the underlying asset (“naked”
purchase/sale). In June 2011, the CDS market represented an
outstanding notional amount of 32,400 billion dollars. Given
the magnitude of this figure, the European Union finally
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adopted a Regulation establishing a framework for short-
selling: it prohibits in particular the naked CDS on the
sovereign debt of European States, but this will take effect
only on 1 November 2012.

The FOAT: new instrument for speculation on French debt?

This new financial instrument, introduced by Eurex on April 16
[2], 1s a futures contract, that is to say an agreement
between two parties to buy or sell a specific asset at a
future date at a price fixed in advance. The specific asset in
this case is the French Treasury OAT bond, with a long
residual maturity (between 8.5 and 10.5 years) and a coupon of
%, [Jand it has a face value of 100,000 euros. Should we
worry about the launch of this new contract on the eve of the
presidential election? Not when you consider that the launch
of the FOAT addresses the gap in yields between German and
French bonds that has arisen since the recent deterioration of
France’s sovereign rating: previously, as German and French
bond yields were closely correlated, the FOAT on German bonds
allowed coverage of both German and French bond risks. After
the gap in yields between the two countries widened, Eurex
decided to create a specific futures contract for French
bonds. Italy witnessed this same phenomenon: in September
2009, Eurex also launched three futures contracts on Italian
government bonds [3]. In addition, Eurex is a private market
under German law, and is much more transparent than the O0TC
market on which CDS are traded. Note that the FOAT launch was
not very successful: on the day it was launched, only 2,581
futures contracts were traded on French bonds, against
1,242,000 on German bonds and 13,671 on Italian bonds [4].

Even if, as with the CDS, the primary function of the FOAT is
to hedge against risk, it can also become an instrument for
speculation, including via short selling. While speculation on
French debt was previously limited to large investors, with an
average notional amount of 15 billion euros per CDS [5], the
notional amount of the new FOAT contract is 100,000 euros,


file:///C:/Documents%20and%20Settings/laurence-df/Bureau/March%C3%A9s%20financiers_blog_reluX(relu%20LDF)T.doc#_ftn5
file:///C:/Documents%20and%20Settings/laurence-df/Bureau/March%C3%A9s%20financiers_blog_reluX(relu%20LDF)T.doc#_ftn6

which will attract more investors into the market for French
debt. If speculators bet on a decline in the sustainability of
France’s public finances, then the price of futures contracts
on the OAT bonds will fall, which will amplify market
movements and result in higher interest rates on OAT
contracts.

The not so rosy future?

It is difficult to predict how the financial markets will
behave in the wake of the French presidential election.
Studying what has happened in other euro zone countries is not
very informative, due to each one’'s specific situation. The
country most “comparable” to France would undoubtedly be
Italy. However, the appointment of Mario Monti in November
2011 took place in an unusual context, where the formation of
a technocratic government was specifically intended to restore
market confidence through a strenuous effort to reduce the
deficit, with Italy also benefitting from the ECB’s
accommodative policy.

The French budgetary configuration is different, as the
financial imperative appears only in the background. The
candidates of the two major parties both advocate the need to
restore a balanced budget. Their timetables are different
(2016 for Nicolas Sarkozy’'s UMP, 2017 for Francois Hollande’s
PS), as are the means for achieving this: for Sarkozy, the
focus will be more on restraint in public spending (0.4%
growth per year between 2013 and 2016, against 1.1% for the
PS), while Hollande emphasizes growth in revenue, with an
increase 1in the tax burden of 1.8% between 2012 and 2017
(against 1% for the UMP).

But this is not the heart of the matter. What is striking,
beyond the need to reduce public deficits in the euro zone
countries, is the fact that our destinies are inextricably
linked. As is shown by the graph on changes in bond yields in
the euro zone (Figure 2), when the euro zone is weakened, all
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the countries suffer an impact on their risk premium relative
to the United States and the United Kingdom, although to
varying degrees. It is therefore unrealistic to think about
France’s budget strategy and growth strategy outside of a
European framework. What will prevent the financial markets
from speculating on a country’s debt is building a Europe that
is fiscally strong, has strict rules, and is supported by
active monetary policy. This construction is taking place, but
it is far from complete: the EFSF does not have sufficient
firepower to help countries in difficulty; the growth strategy
at the European level agreed at the summit of 2 March 2012
needs to be more comprehensive; and the ECB needs to pursue an
active policy, like the Fed, which specifically requires a
revision of its statutes. As was pointed out by Standard and
Poor’s when it announced the downgrade of the French sovereign
rating last December, what will be watched closely by the
financial markets is the fiscal consistency of the euro zone.
On 6 May 2012, what attitude will the next President then take
vis-a-vis the construction of the budget and how able will he
be to assert his position in the euro zone - this will
determine the future attitude of the financial markets, not
only vis-a-vis France, but also vis-a-vis every euro zone
country.
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Figure 1, Average yields on 10-year bonds in the euro zone, the United States and the United Kingdom
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Annex: Technical functioning of Credit Default Swaps

The contract buyer acquires the right to sell a benchmark bond
at its face value (called the “principal”) in case of a credit
event. The buyer of the CDS pays the seller the agreed amounts
at regular intervals, until maturity of the (DS or the
occurrence of the credit event. The swap 1is then unwound,
either by delivery of the underlying instrument, or in cash.
If the contract terms provide for physical settlement, the
buyer of the (DS delivers the bonds to the seller in exchange
for their nominal value. If the (CDS is settled in cash, the
CDS seller pays the buyer the difference between the nominal
amount of the buyer’s bonds and the listed value of the bonds
after the credit event (recovery value), in the knowledge that
in this case the buyer of the (DS retains its defaulted bonds.
In most cases, the recovery value is determined by a formal
auction process organized by the ISDA (International Swaps and
Derivatives Association). The annual premium that the bank
will pay to the insurance company for the right to coverage 1is
called the CDS spread and constitutes the value listed on the
market: the higher the risk of default, the more the (DS
spread increases (Figure 1). In reality, as the banks are both
the buyers and sellers of protection, the spread is usually
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presented as a range: a bank can offer a range from 90 to 100
basis points on the risk of a French default. It is thus ready
to buy protection against the risk of default by paying 90
basis points on the principal but it demands 100 to provide
that protection.

To illustrate this, consider the following example. On 7 May
2012, a bank (buyer) signs a CDS on a principal of 10 million
euros for five years with an insurance company (seller). The
bank agrees to pay 90 basis points (spread) to protect against
a default by the French State. If France does not default, the
bank will receive nothing at maturity, but will pay 90,000
euros annually every 7 May for the years 2012-2017. Suppose
that the credit event occurs on 1 October 2015. If the
contract specifies delivery of the underlying asset, the buyer
has the right to deliver its French bonds with a par value of
10 million euros and in exchange will receive 10 million euros
in cash. If a cash settlement is expected, and if the French
bonds are now listed only at 40 euros, then the insurance
company will pay the bank 10 million minus 4 million 6
million euros.

Annex Figure. France/Germany: premiums on 10-year CDS and 10-year bond yields
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[1] Individuals can play on the markets for corporate CDS via
trackers (collective investment in transferable securities
that replicates the performance of a market index).

[2] The Eurex was created in 1997 by the merger of the German
futures market, Deutsche Termin-Borse (DTB), and the futures
market in Zurich, the Swiss Options and Financial Futures
Exchange (SOFFEX), to compete with the LIFFE. It belongs to
Deutsche BoOrse and dominates the market for long-term
financial futures.

[3] In September 2009 for bonds with long residual maturities
(8.5 to 11 years), October 2010 for bonds with short residual
maturities (2 to 3.25 years) and July 2011 for bonds with
average residual maturities (4.5 to 6 years).

[4] Note that this comparison is biased due to the fact that
there are 4 types of futures contracts on German debt, 3 on
Italian debt and only 1 on French debt.

[5] Weekly data provided by the DTCC for the week of 9 to 13
April 2012 on CDS on French sovereign debt: the outstanding
notional amount came to 1,435 billion dollars, with 6822
contracts traded.

Towards a major tax reform?

By Guillaume Allegre and Mathieu Plane (eds.)
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Taxation is more at the heart of the current election campaign
and public debate than ever before. The economic and financial
crisis, coupled with the goal of rapidly reducing the deficit,
is inevitably shaking up the electoral discourse and forcing
us to confront the complexity of our tax system. How do taxes
interact with each other? What are the effects? How are they
measured? What kind of consensual basis and constraints does
taxation require? How should the tax burden be distributed
among the economic actors? How should social welfare be
financed? Should we advocate a “tax revolution” or incremental
reform? The contributions to_a special “Tax Reform” issue of
the Revue de 1'0OFCE — Débats et Politiques aim to clarify and
enrich this discussion.

The first section of the special issue deals with the
requirements and principles of a tax system. In an
introductory article, Jacques Le Cacheux considers the main
principles that should underpin any necessary tax reform from
the viewpoint of economic theory. In a historical analysis,
Nicolas Delalande emphasizes the role of political resources,
institutional constraints and social compromises in drawing up
tax policy. Mathieu Plane considers past trends in taxation
from a budgetary framework and analyzes the constraints on
public finances today. In response to the problem of imported
carbon emissions, Eloi Laurent and Jacques Le Cacheux propose
the implementation of a carbon-added tax.

The second section deals with the issue of how the tax burden
is distributed among households. Camille lLandais, Thomas
Piketty and Emmanuel Saez respond to the important article by
Henri Sterdyniak in which he recommends a “tax revolution”.
Clément Schaff and Mahdi Ben Jelloul propose a complete
overhaul of family policy. Guillaume Allegre attempts to shed
light on the debate over France’s “family quotient” policy.
Finally, Guillaume Allegre, Mathieu Plane and Xavier Timbeau
propose a reform of taxation on wealth.

The third section concerns the financing of social protection.
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In a sweeping review of the literature, Mireille Elbaum
examines changes in the financing of social protection since
the early 1980s, and considers the alternatives that have been
proposed and their limits. Eric Heyer, Mathieu Plane and
Xavier Timbeau analyze the impact of the implementation of the
“quasi-social VAT” approved by the French Parliament._Frédéric
Gannon and Vincent Touzé present an estimate of the marginal
tax rate implicit in the country’s pension system.

Must balancing the public
finances be the main goal of
economic policy

By Henri Sterdyniak

The financial crisis of 2007-2012 caused a sharp rise in
public deficits and debt as States had to intervene to save
the financial system and support economic activity, and
especially as they experienced a steep drop in tax revenues
due to falling GDP. In early 2012, at a time when they are far
from having recovered from the effects of the crisis (which
cost them an average of 8 GDP points compared to the pre-
crisis trend), they face a difficult choice: should they
continue to support activity, or do whatever it takes to
reduce public deficits and debt?

An _in-depth note expands on nine analytical points:

— The growth of debt and deficits is not peculiar to France;
it occurred in all the developed countries.

— France’s public bodies are certainly indebted, but they also
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have physical assets. Overall the net wealth of government
represented 26.7% of GDP in late 2010, or 8000 euros per
capita. Moreover, when all the national wealth is taken into
account (physical assets less foreign debt), then every French
newborn has an average worth at birth of 202 000 euros
(national wealth divided by the number of inhabitants).

— In 2010, the net debt burden came to 2.3% of GDP, reflecting
an average interest rate on the debt of 3.0%, which is well
below the nominal potential growth rate. At this level, the
real cost of the debt, that is, the primary surplus needed to
stabilize the debt, is zero or even slightly negative.

— The true “golden rule” of public finances stipulates that it
is legitimate to finance public investment by public
borrowing. The structural deficit must thus be equal to the
net public investment. For France, this rule permits a deficit
of around 2.4% of GDP. There 1is no reason to set a standard
for balancing the public finances. The State is not a
household. It is immortal, and can thus run a permanent debt:
the State does not have to repay its debt, but only to
guarantee that it will always service it.

— The public deficit is detrimental to future generations
whenever it becomes destabilizing due to an excessive increase
in public spending or an excessive decrease in taxation, at
which point it causes a rise in inflation and interest rates
and undermines investment and growth. This is not the
situation of the current deficit, which is aimed at making
adjustments to provide the necessary support for economic
activity in a situation of low interest rates, due to the high
level of household savings and the refusal of business to
invest more.

— For some, the 8 GDP points lost during the crisis have been
lost forever; we must resign ourselves to persistently high
unemployment, as it 1is structural in nature. Since the goal
must be to balance the structural public balance, France needs



to make an additional major effort of around 4 percentage
points of GDP of its deficit. For us, a sustainable deficit is
about 2.4 GDP points. The structural deficit in 2011 is
already below that figure. It is growth that should make it
possible to reduce the current deficit. No additional fiscal
effort is needed.

— On 9 December 2011, the euro zone countries agreed on a new
fiscal pact: the Treaty on Stability, Coordination and
Governance of the European Monetary Union. This Pact will
place strong constraints on future fiscal policy. The
structural deficit of each member country must be less than
0.5% of GDP. An automatic correction mechanism 1is to be
triggered if this threshold is exceeded. This constraint and
the overall mechanism must be integrated in a binding and
permanent manner into the fiscal procedures of each country.
Countries whose debt exceeds 60% of GDP will have to reduce
their debt ratio by at least one-twentieth of the excess every
year.

This project is economically dangerous. It imposes medium-term
objectives (a balanced budget, a debt rolled back to below 60%
of GDP) that are arbitrary and are not a priori compatible
with the necessities of an economic equilibrium. Likewise, it
imposes a fiscal policy that is incompatible with the
necessities of short-term economic management. It prohibits
any discretionary fiscal policy. It deprives governments of
any fiscal policy instrument.

— As the rise in public debts and deficits in the developed
countries came in response to mounting global imbalances, we
cannot reduce the debts and deficits without addressing the
causes of these imbalances. Otherwise, the simultaneous
implementation of restrictive fiscal policies in the OECD
countries as a whole will lead to stagnating production,
falling tax revenues and deteriorating debt ratios, without
managing to reassure the financial markets.



— A more balanced global economy would require that the
countries in surplus base their growth on domestic demand and
that their capital assumes the risks associated with direct
investment. In the Anglo-American world, higher growth in wage
and social income and a reduction in income inequalities would
undercut the need for swelling financial bubbles, household
debt and public debt. The euro zone needs to find the 8 GDP
points lost to the crisis. Instead of focussing on government
balances, the European authorities should come up with a
strategy to end the crisis, based on a recovery in demand, and
in particular on investment to prepare for the ecological
transition. This strategy must include keeping interest rates
low and public deficits at the levels needed to support
activity.

The new European treaty, the
euro and sovereignty

By Christophe Blot

On 2 March 2012, 25 countries in the Economic and Monetary
Union (EMU) adopted a new treaty providing for greater fiscal
discipline. The treaty became an object of dispute almost
before the ink was dry [1], as Francois Hollande announced
that, if elected, he would seek to renegotiate it in order to
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emphasize the need to address growth. There is no doubt that a
turnabout like this on a treaty that was so fiercely
negotiated would be frowned upon by a number of our European
partners. The merit of strengthening fiscal discipline in a
time of crisis is, nevertheless, an issue worth posing.

So how should we look at this new treaty? Jér6me Creel, Paul
Hubert and Francesco Saraceno have already demonstrated the
potential recessionary impact of the rules it introduces. In
addition to these macroeconomic effects, the treaty also fails
to deal with an essential question that should be at the heart
of the European project: sovereignty.

In 1998, one year before the launch of the euro, Charles
Goodhart [2] published an article in which he raised a
peculiar feature of the Economic and Monetary Union (EMU) with
respect to monetary theory and history. Goodhart recalled that
a currency 1is almost always inextricably bound up with the
expression of political and fiscal sovereignty. However, in
the context of the EMU, this link is broken, as the euro and
monetary policy are controlled by a supranational institution
even though they are not part of any expression of European
sovereignty, as fiscal policy decisions in particular remain
decentralized and regulated by the Stability and Growth Pact.
Goodhart concluded that the creation of the euro portends
tensions that will need careful attention.

The current crisis in the euro zone shows that this warning
was well founded. The warning makes it possible above all to
consider the crisis from a different perspective — a political
one. The 1issue of the sustainability of the debt and
compliance with rules in effect masks the euro’s underlying
problem, its “original sin”: the single currency is doomed if
it is not based on fiscal and political sovereignty. If there
are any exceptions to this, they consist [JJof micro-states
that have abandoned their monetary sovereignty to neighbours
that are far more powerful economically and politically. The
euro zone is not the Vatican.
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The renegotiation of the treaty or the opening of new
negotiations with a view to the ratification of a European
Constitution is not only urgent but vital to the survival of
the European project. Beyond the overarching objectives of
growth, employment, financial stability and sustainable
development, which, it must be kept in mind, are at the heart
of European construction, as 1is evidenced by their inclusion
in Article 3 of the Treaty on the European Union, any new
negotiations should now address the question of Europe’s
political and fiscal sovereignty, and therefore, by corollary,
the issue of the transfer of national sovereignty.

It should be noted that this approach to the implementation of
European sovereignty is not inconsistent with the existence of
rules. In the United States, most states have had balanced
budget rules since the mid-nineteenth century, prior to which
a number of them had defaulted (see C.R. Henning and M.
Kessler [3]). However, these rules were adopted at the
initiative of the states and are not included in the US
Constitution. There are, however, ongoing efforts to include a
requirement in the Constitution for a balanced budget at the
federal level. For the moment, these have not been successful,
and they are being challenged on the grounds that this would
risk undermining the stabilizing power of the federal budget.
In the United States, before the crisis the resources of the
federal state accounted for 19% of GDP, compared with an EU
budget that does not exceed 1% of GDP and which must always be
balanced, and therefore cannot be used for of macroeconomic
adjustments. In the US, the stabilization of shocks is thus
handled through an unrestricted federal budget, which offsets
the poor responsiveness of local fiscal policies that are
constrained by the requirement for balance. While the euro
zone must surely find its own way, the fact remains that the
euro should not be an instrument in the hands of the European
Central Bank alone: it must become a symbol of the political
and fiscal sovereignty of all the euro zone’s citizens.
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[1] It will only take effect, however, after a ratification
process in the 25 countries. This could be a long and
uncertain process, as Ireland has announced that it will hold
a referendum.

[2] See “The two concepts of money: implications for the
analysis of optimal currency areas”, Journal of European
Political Economy vol.1l4 (1998) pages 407-432.

[3] “Fiscal federalism: US history for architects of Europe’s
fiscal union”, (2012) Peterson Institute for International
Economics.

Austerity i1s not enough

By André Grjebine and Francesco Saraceno

It is certainly possible to question whether the role acquired
by the rating agencies in the international economy 1is
legitimate. But if in the end their message must be taken into
account, then this should be done based on what they are
really saying and not on the economic orthodoxy attributed to
them, sometimes wrongly. This orthodoxy is so prevalent that
many commentators are continuing to talk about the decision by
Standard & Poor’s (S&P) to downgrade the rating of France and
other European countries as if this could be attributed to an
insufficiently strong austerity policy.

In reality, the rating agency justifies the downgrade that it
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has decided with arguments opposed to this orthodoxy. For
instance, the agency criticises the agreement between European
leaders that emerged from the EU summit on 9 December 2011 and
the statements that followed it, making the reproach that the
agreement takes into account only one aspect of the crisis, as
if it “.. stems primarily from fiscal profligacy at the
periphery of the euro zone. In our view, however, the
financial problems facing the euro zone are as much a
consequence of rising external imbalances and divergences 1in
competitiveness between the EMU’s core and the so-called
‘periphery’. As such, we believe that a reform process based
on a pillar of fiscal austerity alone risks becoming self-
defeating, as domestic demand falls in line with consumers’
rising concerns about job security and disposable incomes,
eroding national tax revenues.”

Based on this, S&P believes that the main risk facing the
European states could come from a deterioration in the fiscal
positions of certain among them “in the wake of a more
recessionary macroeconomic environment.” As a result, S&P does
not exclude a further deterioration in the coming year of the
rating of euro zone countries.

So if the European countries do indeed take into account the
explanations of the rating agency, they should implement
economic policies that are capable of both supporting growth
and thereby facilitating the repayment of public debts while
at the same time rebalancing the current account balances
between the euro zone countries. This dual objective could be
achieved only by a stimulus in the countries running a
surplus, primarily Germany.

Unsustainable debt

The budget adjustments being imposed on the countries of the
periphery should also be spread over a period that is long
enough for its recessionary effects to be minimised. Such a
strategy would accord with the principle that in a group as



heterogeneous as the euro zone, the national policies of
member countries must be synchronised but certainly not
convergent, as 1s being proposed in some quarters. Such a
policy would boost the growth of the zone as a whole, it would
make debt sustainable and it would reduce the current account
surpluses of some countries and the deficits of others. The
least we can say 1is that the German government is far from
this approach.

Didn’t Angela Merkel respond to the S&P statement by calling
once again for strengthening fiscal discipline in the
countries that were downgraded, that is to say, adopting an
analysis opposed to that of the rating agency? Given its
argumentation, one begins to wonder whether the agency
wouldn’t have been better advised to downgrade the country
that wants to impose austerity throughout the euro zone rather
than wrongly to give it a feeling of being a paragon of virtue
by making it one of the few to retain its AAA rating.



