Euro zone: Recovery or
deflation?

By Céline Antonin,_ Christophe Blot, Sabine Le Bayon and
Danielle Schweisguth

This text summarizes the OFCE’s forecast for 2014-2015 for the
euro zone economy

Will the euro zone embark on the road to recovery, or will it
sink into a deflationary spiral? The latest macroeconomic
indicators are sending out conflicting signals. A return to
growth is being confirmed, with three consecutive quarters of
rising GDP. However, the level of unemployment in the euro
zone remains at a historically high level (11.9% for the month
of February 2014), which is fuelling deflationary pressures,
as 1is confirmed by the latest figures on inflation (0.5% yoy
for March 2014). While this reduction in inflation is partly
due to changes in energy prices, the fact remains that
underlying inflation has fallen under 1% (Figure 1). In these
conditions, a turnaround in inflationary expectations cannot
be excluded, which would undoubtedly push the euro zone into
deflation. The ECB has been concerned about this situation for
several weeks and says it is ready to act (see here). However,
no concrete proposal for a way to ease monetary policy and
ensure that expectations are not anchored on a deflationary
trajectory has been set out.

After a fall in GDP of 0.4% in 2013, the euro zone will return
to positive growth: 1.3% in 2014 and 1.6% in 2015. Even so, at
this rate of growth, there will still be an open output gap in
most of the euro zone countries, reflecting the idea that the
euro zone is only slowly pulling out of the crisis. Indeed,
although efforts to reduce deficits will be curtailed, fiscal
policies will still be pro-cyclical. Furthermore, financing
conditions will continue to improve. The end of the sovereign
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debt crisis, thanks in particular to the announcements by
the ECB in July and September 2012 [1], has reduced the risk
premiums on the market for government bonds. The impact of
lower long-term market rates has been partly reflected in bank
interest rates, and credit supply conditions are generally
less restrictive than they were between early 2012 and
mid-2013. But there will still not be sufficient growth to
trigger a recovery strong enough to lead to a rapid and
significant reduction in unemployment. Indeed, the level will
fall only very moderately, from 11.9% in the first quarter of
2014 to 11.3% at year end 2015. While Germany will enjoy
almost full employment, mass joblessness in Spain and the
other countries of southern Europe will persist (Figure 2).
Unemployment should stabilize in Italy and continue to grow in
France.

However, this continuing underemployment is giving rise to the
risk of deflation. It is holding back growth in wages and
contributing to the weakness of underlying inflation, which
was in fact zero in Spain in March 2013 and negative in Greece
and Portugal. For the euro zone as a whole, we do not expect
deflation in the short term, but the weakness of growth is
increasing the likelihood that private agents’ expectations
are not anchored in a deflationary scenario.

The situation in the euro zone is reminiscent of Japan in the
2000s. The country began to experience deflation in 1999 [2]
following the recession associated with the Asian crisis. At
that point, despite average growth of 1.4% between 2000 and
2006, prices failed to pick up, and the country’s central bank
did not find a way out of this trap, despite trying
expansionary monetary policies. This is precisely the dynamic
threatening the euro zone today, making it crucial to use all
possible means to avoid this (monetary policy, fiscal policy
and the coordination of wage policy [3]).
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Figure 1. Unemployment rate and inflation rate in the euro zone
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Figure 2. Unemployment in the euro zone countries
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[1] In July, ECB President Mario Draghi declared that the
central bank would save the euro “whatever it takes”. In
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September, the ECB announced the creation of a new mechanism
called Outright Monetary Transactions (see the post by Jérdéme
Creel and Xavier Timbeau), which enables it to engage in
unlimited purchases of sovereign debt.

[2] It should be pointed out that there was an initial period
of deflation in 1995 following three years of economic
stagnation.

[3] All these elements are discussed in detail in the previous
1AGS report (2014).

The euro zone quartered

By Céline Antonin, Christophe Blot, Sabine Le Bayon and
Danielle Schweisguth

This text summarizes the OFCE’s 2013-2014 forecast for the
euro zone economy.

After six quarters of decline, GDP in the euro zone has
started to grow again in the second quarter of 2013. This
upturn in activity is a positive signal that is also being
corroborated by business surveys. It shows that the euro zone
is no longer sinking into the depths of depression. It would
nevertheless be premature to conclude that a recovery is
underway, as the level of quarterly growth (0.3%) 1is
insufficient to cause any significant reduction 1in
unemployment. In October 2013, the unemployment rate
stabilized at 12% of the workforce, a record high. Above all,
the crisis is 1leaving scars and creating new imbalances
(unemployment, job insecurity and wage deflation) that will
act as obstacles to future growth, especially in certain euro
zone countries.
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Several factors point towards a pick-up in economic activity
that can be expected to continue over the coming quarters.
Long-term sovereign interest rates have fallen, particularly
in Spain and Italy. This reflects that the threat of a breakup
of the euro zone is fading, which is due in part to the
conditional support announced by the ECB a little over a year
ago (see Friends of acronyms: here comes the OMT). Above all,
there should be an easing of fiscal austerity, given that the
European Commission has granted additional time to several
countries, including France, Spain and the Netherlands, to
deal with their budget deficits (see here for a summary of the
recommendations made by the European Commission). Driven by
the same mechanisms that we have already described in our
previous forecasts, a little higher growth should follow this
easing of austerity (-0.4 GDP point of fiscal effort in 2013,
down from -0.9 point in 2013 and -1.8 in 2012). After two
years of recession in 2012 and 2013, growth 1is expected to
come to 1.1% in 2014.

Nevertheless, this growth will not be sufficient to erase the
traces left by the widespread austerity measures implemented
since 2011, which pushed the euro zone into a new recession.
In particular, employment prospects are improving only very
slowly because growth is too weak. Since 2008, the euro zone
has destroyed 5.5 million jobs, and we do not expect a strong
recovery in net job creation. Unemployment could fall in some
countries, but this would be due mainly to discouraged
jobseekers withdrawing from the workforce. At the same time,
less austerity does not mean that there will be no austerity.
With the exception of Germany, fiscal consolidation efforts
will continue in all the euro zone countries. And whether this
is achieved through a reduction in public spending or an
increase in the tax burden, households will bear the brunt of
the adjustment. At the same time, the persistence of mass
unemployment will continue to fuel the deflationary pressures
already at work in Spain and Greece. The improved
competitiveness that results in these countries will boost
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exports, but at the expense of increasingly undermining
domestic demand. The impoverishment of the countries of
southern Europe 1s going to be aggravated. Growth in these
countries in 2014 will again be lower than in Germany,
Austria, Finland and France (Table).

As a consequence, the euro zone will be marked by increasing
heterogeneity, which could wind up solidifying public opinion
in different countries against the European project and making
the governance of the monetary union more difficult as
national interests diverge.

Table. Growth in the suro zone

FE] 2014
al Q: a3 o4 al Q: a3 Gal | e
DEU 0,0 07 02 03 | 03 0.4 04 04 | 09 0,9 1.5
FRA 0,2 0,5 oo 02 | 03 0.4 04 04 | 00 0,1 1.3
mA 06  -0,3 00 01 0,1 0,2 0,2 02 [ 24 8 0,4
ESP 04 -0 o0 00 | 02 0,3 0,3 03 [ 16 14 0,7
NLD 04 02 0,3 03 | 03 0,3 04 04 | 13 -1 1,1
BEL 0,0 0,2 0,2 04 | 04 0.4 o6 06 | 03 0,1 1,6
IRL 0,6 0.4 0,2 03 | 04 0,4 o4 04 | 01 05 1,4
PRT 0.4 1,1 oo 02 | 02 0,3 0,3 03 [ 32 a7 1.0
GRC 1,1 9,6 05 1,1 | -39 1,2 1,3 15 | 64 41 04
AUT 0,1 0,1 0,3 03 | o4 0,4 04 04 0,6 0,4 1,3
FIM 0,2 0,2 0,3 o4 | 04 0,5 0,5 o5 [ 08 09 1.7
EUZ 0,2 0,3 0,1 02 | 03 0.4 04 04 | 06 03 1.1

Sowrces : Eurostat, OFCE caloulations and forecasts, October 2013,

Austerity in Europe: a change
of course?

By Marion Cochard and Danielle Schweisguth

On 29 May, the European Commission sent the members of the
European Union its new economic policy recommendations. In
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these recommendations, the Commission calls for postponing the
date for achieving the public deficit goals of four euro zone
countries (Spain, France, Netherlands and Portugal), leaving
them more time to hit the 3% target. Italy is no longer in the
excessive deficit procedure. Only Belgium is called on to
intensify its efforts. Should this new roadmap be interpreted
as a shift towards an easing of austerity policy in Europe?
Can we expect a return to growth in the 0ld Continent?

These are not trivial matters. An OFCE Note (no. 29, 18 July
2013) attempts to answer this by simulating three scenarios
for fiscal policy using the 1iAGS model. It appears from this
study that postponing the public deficit targets in the four
euro zone countries does not reflect a real change of course
for Europe’s fiscal policy. The worst-case scenario, in which
Spain and Portugal would have been subject to the same recipes
as Greece, was, 1t 1s true, avoided. The Commission 1is
implicitly agreeing to allow the automatic stabilizers to work
when conditions deteriorate. However, for many countries, the
recommendations with respect to budgetary efforts still go
beyond what is required by the Treaties (an annual reduction
in the structural deficit of 0.5 percent of GDP), with as a
consequence an increase of 0.3 point in the unemployment rate
in the euro zone between 2012 and 2017.

We believe, however, that a third way is possible. This would
involve adopting a “fiscally serious” position in 2014 that
does not call into question the sustainability of the public
debt. The strategy would be to maintain a constant tax burden
and to allow public spending to keep pace with potential
growth. This amounts to maintaining a neutral fiscal stimulus
between 2014 and 2017. In this scenario, the public deficit of
the euro zone would improve by 2.4 GDP points between 2012 and
2017 and the trajectory in the public debt would be reversed
starting in 2014. By 2030, the public deficit would be in
surplus (0.7%) and debt would be close to 60% of GDP. Above
all, this scenario would lower the unemployment rate
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significantly by 2017. The European countries could perhaps
learn from the wisdom of Jean de La Fontaine’s fable of the
tortoise and the hare: “Rien ne sert de courir, il faut partir
a point“, i.e. Slow and steady wins the race.

France: why such zeal?

By Marion Cochard and Danielle Schweisguth

On 29 May, the European Commission sent the members of the
European Union its new economic policy recommendations. As
part of this, the Commission granted France an additional two
years to reach the deficit reduction target of 3%. This target
i1s now set for 2015, and to achieve this the European
Commission is calling for fiscal impulses of -1.3 GDP points
in 2013 and -0.8 point in 2014 (see “Austerity in Europe: a
change of course?”). This would ease the structural effort
needed, since the implementation of the previous commitments
would have required impulses of -2.1 and -1.3 GDP points for
2013 and 2014, respectively.

Despite this, the French government has chosen not to relax
its austerity policy and is keeping in place all the measures
announced in the draft Finance Act (PLF) of autumn 2012. The
continuing austerity measures go well beyond the Commission’s
recommendations: a negative fiscal impulse of -1.8 GDP point,
including a 1.4 percentage point increase in the tax burden
for the year 2013 alone. Worse, the broad guidelines for the
2014 budget presented by the government to Parliament on 2
July 2013 point to a structural effort of 20 billion euros for
2014, i.e. one percentage point of GDP, whereas the Commission
required only 0.8 point. The government is thus demanding an
additional 0.6 GDP point fiscal cut, which it had already set
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out in the multi-year spending program in the 2013 Finance
Act.

The table below helps to provide an overview of the effort and
of its impact on the French economy. It shows the trends in
growth, in unemployment and in the government deficit in 2013
and 2014, according to three budget strategies:

1. One using the relaxation recommended by the Commission
in May 2013;

2. One based on the budget approved by the government for
2013 and, a priori, for 2014;

3. One based on an alternative scenario that takes into
account the negative 1.8 GDP point fiscal impulse for
2013 and calculates a fiscal impulse for 2014 that would
be sufficient to meet the European Commission’s public
deficit target of -3.6%.

The different scenarios for deficit reduction in France

In %
Relaxation Approved budget Alternative
(1) (2) scenario (3)
2013 2014 2013 2014 2013 2014
Fiscal impulse 1.3 0.8 -1.8 -1.0 1.8 -0.2
Unemployment rate 10.5 0.6 10.7 11.1 10.7 105
Growth 0.2 1.3 0.2 1.0 -0.2 1.7

Public deficit 4,3 3.4 -39 =31 -3.9 =3.6

Sowurce ; Authors' calculations based on the iAGS model.

According to our estimates using the 1AGS model [1], the
public deficit would be cut to 3.1% of GDP in 2014 in scenario
(2), whereas the Commission requires only 3.6%. As a
consequence of this excess of zeal, the cumulative growth for
2013 and 2014 if the approved budget is applied would be 0.7
percentage point lower than growth in the other two scenarios
(0.8 point against 1.5 points). The corollary 1is an increase
in unemployment in 2013 and 2014: the unemployment rate,
around 9.9% in 2012, would thus rise to 11.1% in 2014, an
increase of more than 350,000 unemployed for the period. In
contrast, the more relaxed scenario from the European
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Commission would see a quasi-stabilization of unemployment in
2013, while the alternative scenario would make it possible to
reverse the trend in unemployment in 2014.

While the failure of austerity policy in recent years seems to
be gradually impinging on the position of the European
Commission, the French government is persisting along its same
old path. In the face of the social emergency that the country
is facing and the paradigm shift that seems to be taking hold
in most international institutions, the French government 1is
choosing to stick to its 3% fetish.

[1] iAGS stands for the Independent Annual Growth Survey. This
is a simplified model of the eleven main economies in the euro
zone (Austria, Belgium, Finland, France, Germany, Greece,
Ireland, Italy, Netherlands, Portugal and Spain). For more
detail, see the working document Model for euro area medium
term projections.

The chalice of austerity,
right to the dregs

Céline Antonin, Christophe Blot and Danielle Schweisguth

This text summarizes the OFCE’'s April 2013 forecasts

The macroeconomic and social situation in the euro zone
continues to cause concern. The year 2012 was marked by a
further decline in GDP (-0.5%) and a continuing rise in the
unemployment rate, which reached 11.8% in December. While this
new recession 1is not comparable in magnitude to that of 2009,
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it is comparable in duration, as GDP fell for the fifth
consecutive time in the last quarter of 2012. Above all, for
some countries (Spain, Greece and Portugal), this prolonged
recession marks the beginning of deflation that could quickly
spread to other countries in the euro zone (see The onset of
deflation). Finally, this performance has demonstrated the
failure of the macroeconomic strategy implemented in the euro
zone since 2011. The strengthening of fiscal consolidation in
2012 did not restore market confidence, and interest rates did
not fall except from the point when the risk of the euro
zone's collapse was mitigated by the ratification of the
Treaty of stability, coordination and governance (TSCG) and
the announcement of the new WTO operation allowing the ECB to
intervene in the sovereign debt markets. Despite this, the
fiscal dogma has not been called into question, meaning that
in 2013, and if necessary in 2014, the euro zone countries
will continue their forced march to reduce their budget
deficits and reach the symbolic threshold of 3% as fast as
possible. The incessant media refrain that France will keep
its commitment is the perfect reflection of this strategy, and
of its absurdity (see France: holding the required course). So
until the chalice has been drunk to the dregs, the euro zone
countries seem condemned to a strategy that results in
recession, unemployment, social despair and the risk of
political turmoil. This represents a greater threat to the
sustainability of the euro zone than the lack of fiscal
credibility of one or another Member State. In 2013 and 2014,
the fiscal stimulus in the euro zone will again be negative
(-1.1% and -0.6%, respectively), bringing the cumulative
tightening to 4.7 GDP points since 2011. As and to the extent
that countries reduce their budget deficits to less than 3%,
they can slow the pace of consolidation (Table). While in the
next two years Germany, which has already balanced the public
books, will cease its consolidation efforts, France will have
to stay the course in the hope of reaching 3% in 2014. For
Spain, Portugal and Greece, the effort will be less than that
what has already been done, but it will continue to be a
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significant burden on activity and employment, especially as
the recessive impact of past measures continue to be felt.

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

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

In GDP peints
Public defidt Fiscal impulse
2013 (p) 2014 (p) 2013 (p) 2014 (p)

Germany 02 -0,4 -0,1 0.1 0,0
Austria -3,0 2,5 -1,8 0,6 0,3
Belgium -3,0 -2,8 -1,9 0,5 -1,0
Spain -10,2 -5,5 -58 -2,0 -1,1
Finland 1,6 -1,5 0,9 0.8 0,7
France 4.8 -39 -3,0 -1.8 -1,4
Greece 6,6 5,4 -4,5 -3.8 -2,0
Ireland 8,2 -84 -6,6 1,9 -1,8
Italy -3,0 -39 -3,4 -1.4 0,7
Metherlands 4,1 3,4 -3,0 1,7 0,7
Portugal 5,0 4,4 -3,0 2,1 -1,9
Euro zone 11* 3,2 2,6 -1,8 1,1 0,6

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

Spain: a lose-lose strategy

by Danielle Schweisguth

At a time when the IMF has publicly recognized that it
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underestimated the negative impact of fiscal adjustment on
Europe’s economic growth, Spain 1is preparing to publish 1its
public deficit figure for 2012. The initial estimate should be
around 8% of GDP, but this could be revised upwards, as was
the case in 2011 - while the target negotiated with the
European Commission is 6.3%. With social distress at a peak,
only a sustainable return to growth would allow Spain to solve
its budget problems through higher tax revenue. But the
austerity being imposed by Europe is delaying the return of
economic growth. And the level of Spain’s fiscal multiplier,
which by our estimates 1is between 1.3 and 1.8, 1s rendering
the policy of fiscal restraint ineffective, since it 1s not
significantly reducing the deficit and is keeping the country
in recession.

At a time when the IMF has publicly recognized that it
underestimated the negative impact of fiscal adjustment on
Europe’s economic growth — the famous fiscal multiplier -
Spain is preparing to publish its public deficit for 2012. The
initial estimate should be around 8% of GDP, but this could be
revised upwards as was the case in 2011. If we exclude the
financial support for the banking sector, which is not taken
into account in the excessive deficit procedure, the deficit
then falls to 7% of GDP. This figure is still higher than the
official target of 6.3% that was the subject of bitter
negotiations with the European Commission. Recall that until
September 2011, the initial target deficit for 2012 was 4.4%
of GDP. It was only after the unpleasant surprise of the
publication of the 8.5% deficit for 2011 (which was later
revised to 9.4%) — which was well above the official 2011
target of 6% of GDP — that the newly elected government of
Mariano Rajoy asked the European Commission for an initial
relaxation of conditions. The target deficit was then set by
Brussels at 5.3% of GDP for 2012. In July 2012, pressure on
Spain’s sovereign rate — which approached 7% — then led the
government to negotiate with the Commission to put off the 3%
target to 2014 and to set a deficit target of 6.3% of GDP in


http://www.imf.org/external/pubs/ft/wp/2013/wp1301.pdf

2012.

Tableau. Growth, fiscal impulse and the public deficit in Spain

2007 2008 2009 2010 20M 2012
GDP growth (%) 1,5 09 -3,7 0,3 0,4 -14
Fiscal impulse (% of GDP) 0,6 1,0 1,3 -2,2 0,9 -3,3
Public deficit® (% of GDP) 1,9 4,5 -11,2 9.7 0.4 -B,0

* The public deficit incudes the financial support given to the banking sector.
Sources ; Ministerio de Hacienda y Admianistraciones Publicas, OFCE forecast for 2072,

But the strategy of trying to reduce the deficit by 2.6 GDP
points while in a cyclical downturn proved to be ineffective
and even counter-productive. Furthermore, the result has not
been worth the effort involved, even though the European
authorities have praised it repeatedly. A succession of three
consecutive years of austerity plans of historic proportions
(2010, 2011 and 2012) has led to only a very small improvement
in the budget balance (Table). The deficit was reduced by 3.2
percentage points in three years, while two years of crisis
were enough to expand it by 13.3 points (from 2007 to 2009).
The fiscal impulse was -2.2 percentage points of GDP in 2010,
-0.9 point in 2011 and -3.3 points in 2012, or a total of 6.4
GDP points of fiscal effort (68 billion euros). Yet the crisis
has precipitated the collapse of the real estate market and
greatly weakened the banking system. Since then, the country
has plunged into a deep recession: GDP has fallen by 5.7%
since the first quarter of 2008, which puts it 12% below its
potential level (assuming potential growth of 1.5% per year),
with 26% of the workforce currently unemployed, in particular
56% of the young people.

The deterioration of Spain’s economic situation has hit tax
revenue very hard. Between 2007 and 2011, the country’s tax
revenues have fallen further than in any other country in the
euro zone. Revenue declined from 38% of GDP in 2007 to 32.4%
in 2011, despite a hike in VAT (2 points in 2010 and 3 points


http://www.ofce.sciences-po.fr/blog/wp-content/uploads/2013/01/tab_3001_blog_ANG.jpg

in 2012) and an increase in income tax rates and property
taxes in 2011. The successive tax increases only slightly
alleviated the depressive effect of the collapse of the tax
base. VAT revenues recorded a sharp drop of 41% in nominal
terms between 2007 and 2012, as did the tax on income and
wealth (45%). In comparison, the decrease in tax revenue in
the euro zone was much more modest: from 41.2% of GDP in 2007
to 40.8% in 2011. Finally, rising unemployment has undermined
the accounts of the social security system, which will
experience a deficit of 1 percentage point of GDP in 2012 for
the first time in its history.

To compensate for the fall in tax revenue, the Spanish
government had to take drastic measures to restrict spending
to try to meet its commitments, including a 5% reduction in
the salaries of civil servants and the elimination of their
Christmas bonus; a hiring freeze in the public sector and
increasing the work week from 35 to 37.5 hours (without extra
pay); raising the retirement age from 65 to 67, along with a
pension freeze (2010); a reduction of unemployment benefits
for those who are unemployed more than seven months; and
lowering severance pay from 45 days per year worked to 33 days
(20 if the company is in the red). Even though household
income has stagnated or declined, Spanish families have
experienced a significant increase in the cost of living: a 5-
point increase in VAT, higher electricity rates (28% in two
years), higher taxes on tobacco and lower reimbursement rates
for medicines (retirees pay 10% of the price and the employed
40% to 60%, depending on their income).

The social situation in Spain 1s very worrying. Poverty has
increased (from 23% of the population in 2007 to 27% in 2011,
according to Eurostat); households failing to pay their bills
are being evicted from their homes; long-term unemployment has
exploded (9% of the labour force); unemployed youth are a lost
generation, and the best educated are emigrating. The VAT
increase in September has forced households to tighten their



budgets: spending on food declined in September and October
2012, respectively, by 2.3% and 1.8% yoy. Moreover, the
Spanish health system is suffering from budget cuts (10% in
2012), which led to the closure of night-time emergency
services in dozens of municipalities and to longer waiting
lists for surgery (from 50,000 people in 2009 to 80,000 in
2012), with an average waiting time of nearly five months.

Social distress is thus at a peak. The movement of the
indignados led millions of Spaniards to take to the streets in
2012, in protests that were often violently suppressed by riot
police. The region of Catalonia, the richest in Spain but also
the most indebted, 1is threatening to secede, to the
consternation of the Spanish government. On 24 January, the
Catalan government passed a motion on the region’s
sovereignty, the first step in a process of self-determination
that could lead to a referendum in 2014.

Only a lasting return to growth would enable Spain to solve
its budget problems through higher tax revenue. But the
tightening of financing conditions on Spain’s sovereign debt
since the summer of 2012 has forced the government to
strengthen its austerity policy, which is delaying the return
to economic growth. Furthermore, the European Commission has
agreed to provide financial assistance to Spain only if it
renounces 1its sovereignty in budget matters, at least
partially, which the government of Mariano Rajoy is still
reluctant to accept. The initiative of the European Commission
on the exclusion of capital expenditures from calculations of
the public deficit for countries close to a balanced budget,
the details of which will be published in the spring, 1is a
step in the right direction (El Pais). But this rule would
apply only to the seven countries where the fiscal deficit is
below 3% of GDP (Germany, Luxembourg, Sweden, Finland,
Estonia, Bulgaria and Malta), which leaves out the countries
facing the most difficult economic situations. Greater
awareness of the social dramas that underlie these poor
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economic performances should lead to greater respect for the
fundamental rights of Europe’s citizens. Moreover, in the 2013
iAGS report the OFCE showed that a restrained austerity policy
(budget restrictions limited to 0.5 percent of GDP each year)
is more effective from the viewpoint of both growth and
deficit reduction in countries like Spain where the fiscal
multipliers are very high (between 1.3 and 1.8, according to
our estimates).

A recession 1s not inevitable

By Marion Cochard, Bruno Ducoudré and Danielle Schweisguth

The cold blast from the autumn forecasts continues with the
publication of the European Central Bank’s latest forecasts.
Revising its growth outlook for the euro zone downwards (to
-0.3% for 2013, against the forecast of 0.9% in September),
the ECB in turn is now pointing to the reinforced austerity
measures and the growing impact of uncertainty in the
financial markets. It is clear that the intensity of the
fiscal consolidation 1is paralyzing growth in the euro zone
through the interplay of the fiscal multipliers, while not
managing to restore confidence. In this note we show that the
recessionary spiral that the euro zone is getting sucked into
is not an inevitability.

In the first edition of the 2013 iAGS report, which was
produced in partnership with the German IMK institute and the
Danish ECLM institute, the OFCE offers an alternative strategy
to the current fiscal consolidation policy. This alternative
would make it possible to restore growth in the medium term
while still meeting the European budget commitments. As JéroOme
Creel showed in his latest post, “Could France have a
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different fiscal policy?”, there 1is room for budgetary
manoeuvring in a way that is consistent with the current
treaty framework.

Under the aegis of the European Commission, the European
countries have pledged to continue their austerity programmes
from 2013 to 2015 on a relatively large scale, especially if
we take into account the efforts already made. Apart from
Germany, where the cumulative fiscal impulse will be virtually
nil, most European countries are planning to reduce their
primary structural deficit by more than 2 GDP points between
2012 and 2015 (from -1.4 points for Finland to -7.5 points for
Greece, cf. the table).

Table. Cumulative fiscal impulses in the euro zone

In GDP paoints
Germa- France ltaly Spain MNether- Bel- Greece Portu- Ireland Austria Finland
ny lands  gium gal
2010-2012 0,1 -4,1 -4.,7 -7.0 -2,3 1,50 1830 90 -8,3 1.1 3,3
2013-2015 0,3 -2,9 -2,1 -4,2 -2,9 -2,2 -7.5 -2.6 -5,7 -1.8 -1.4

source ; Eurostat data, 1AGS simulations

These adjustments are being undertaken in a very poor economic
climate, which has been marked by austerity budgets from 2010
to 2012: growth in the euro zone will be -0.4% in 2012 and
-0.3% 1in 2013. However, according to a series of recent
theoretical and empirical studies[1l], the fiscal multipliers
turn upwards as the economic cycle heads downwards. In this
context, the speed and magnitude of the fiscal adjustment is
especially costly in terms of growth, and thus counter-
productive in terms of the fiscal consolidation.[2]
Encouraging a return to growth by easing the austerity would
enable the economies of the euro zone to pull out of their
recessionary spiral, which is marked by a steep rise in
unemployment.

In order to develop this alternative strategy, we used the
1AGS model to carry out simulations for the euro zone
countries over a period of 20 years. These were conducted in
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two steps:

1. In our central scenario, we integrated the planned
budget cuts announced by the various countries up to
2015. Starting from 2016, we calculated the fiscal
impulses needed to achieve the 60% debt threshold by
2032, while limiting the size of these impulses to
+/-0.5 GDP points per year. As shown in Figure 1
(central scenario), the structural adjustment carried
out between 2010 and 2015 is significant enough in most
countries to allow a relaxation of economic policy
starting in 2016, while meeting the debt criterion by
2032.

2. For each country, we then decided on an alternative
budget strategy by staggering the reduction of the
structural deficit over time. This strategy consists in
starting in 2013 with the implementation of fiscal
impulses of a more limited amount in absolute value than
those announced by the current governments (maximum
+/-0.5 GDP points per year), and doing this until the
adjustment is sufficient to achieve the debt target of
60% of GDP by 2032. This strategy leads to more measured
fiscal adjustment for the euro zone countries 1in
difficulty and to slightly positive fiscal impulses in
countries whose debt trajectory is 1in better shape
(Germany, Finland, and Italy). For the zone as a whole,
the fiscal impulse is almost zero in 2013 and 2014, with
the bulk of the adjustment spread from 2017 to 2024.



Figure 1. Fiscal impulses and difference in GDP between the central and alternative scenarios
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Sowurce : 1ACS, authors’ calculation.

Figure 1 shows the difference in the level of GDP between the two scenarios. Limiting
the size of the fiscal impulses helps to achieve a higher level of GDP and 1is
compatible with a debt target of 60% of GDP by 2032 (alternative scenario). The
effectiveness of the fiscal consolidation is enhanced when it is being conducted in an
environment that is less unfavourable to the economy. This strategy achieves the same
debt target with a cumulative fiscal adjustment that is 50 billion euros less than in

the central scenario.

According to our calculations, the alternative scenario would
restore a 2% growth rate in the euro zone in 2013, compared
with -0.3% if the planned fiscal policies are carried out. The
revival of activity would boost the labour market and help to
turn around the unemployment rate in 2013, with a decline to
10.2% in 2015, compared with 12.8% if the austerity policies
are continued, representing 3 million fewer unemployed people
in 2015.
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Graphique 2. Unemployment rate in the euro zone -
Central and alternative scenarios
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Source: Eurostat data, 1AGS simulation.

[1] A review of the recent literature on fiscal multipliers:
size matters!

[2] What is the value of the fiscal multipliers today?

The euro zone: confidence
won’t be enough

By Céline Antonin, Christophe Blot and Danielle Schweisguth



http://www.ofce.sciences-po.fr/blog/wp-content/uploads/2013/01/Graphe2_blogAnglais23-01.jpg
file:///C:/Documents%20and%20Settings/laurence-df/Bureau/billet_MC-BD-DS_v3_JC.docx#_ftnref1
http://www.ofce.sciences-po.fr/blog/?p=2887
http://www.ofce.sciences-po.fr/blog/?p=2887
file:///C:/Documents%20and%20Settings/laurence-df/Bureau/billet_MC-BD-DS_v3_JC.docx#_ftnref2
http://www.ofce.sciences-po.fr/blog/?p=2879
https://www.ofce.sciences-po.fr/blog/the-euro-zone-confidence-wont-be-enough/
https://www.ofce.sciences-po.fr/blog/the-euro-zone-confidence-wont-be-enough/
http://www.ofce.sciences-po.fr/pages-chercheurs/antonin.htm
http://www.ofce.sciences-po.fr/pages-chercheurs/blot.htm

This text summarizes the OFCE’s October 2012 forecasts for the
economy of the euro zone.

After more than two years of crisis in the euro zone, this
time the meeting of the European Council, held on 18 and 19
October, had nothing of the atmosphere of yet another last-
chance summit. Even though discussions on the future banking
union [1] were a source of tension between France and Germany,
there was no sword of Damocles hanging over the heads of the
European heads of state. However, it would be premature to
assume that the crisis is coming to an end. It is sufficient
to recall that the GDP of the euro zone has still not regained
its pre-crisis level, and in fact declined again by 0.2% in
the second quarter of 2012. This decline is forecast to
continue, as we expect GDP to fall by 0.5% in 2012 and by 0.1%
in 2013. Consequently, the unemployment rate in the euro zone,
which has already surpassed its previous historical record
from April 1997, will rise further, reaching 12.1% by end
2013. What then are the reasons for the lull? Can the euro
zone quickly resume its growth and hope to finally put an end
to the social crisis?

Since the end of 2011, Europe has adopted a new treaty (the
Treaty on stability, coordination and governance, the TSCG)
which 1s being ratified in the 25 signatory countries. The new
law 1is specifically intended to strengthen both budgetary
discipline — through the adoption of national golden rules —
and solidarity through the creation of the European Stability
Mechanism (ESM), in so far as the use of the ESM 1is
conditional on ratification of the TSCG. On 6 September, the
ECB unveiled the basic points of its new conditional purchase
of sovereign debt (see here), which is aimed at reducing the
interest rates of countries subject to the ESM. Thus, the risk
premium, as measured by the difference between the Italian and
Spanish sovereign interest rates and the German rate, after
peaking on 24 July 2012, decreased respectively by 2.2 and 2.5
points (Figures 1 and 2). This is of course still far from
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normal, but this lull 1is nevertheless welcome and it shows
that the spectre of a breakup of the euro zone has receded.

Could this new wave of optimism be a precursor to an upturn in
the economy of the euro zone? The answer to this question 1is,
unfortunately, negative. The fiscal policies of countries in
the zone are still highly restrictive, a situation that has
even intensified in 2012, pushing Italy and Spain back into
recession and deepening the recession that was already hitting
Portugal and Greece. For the euro zone as a whole, the fiscal
stimulus will come to 1.7 percent of GDP in 2012 (table). The
series of votes on national budgets confirms this strategy of
a forced reduction of budget deficits for 2013, with the
overall fiscal consolidation for the euro zone as a whole
coming to 1.3%. There will be significant differences between
the countries, since in Germany the fiscal stimulus will
barely be negative (-0.2 point) while in Spain, Italy and
Greece it will be more than -2 GDP points. However, the
recessionary impact of this synchronized fiscal consolidation
will be even greater given that the euro zone countries are
still at the bottom of the economic cycle. In these
conditions, the targets for budget deficit reduction will not
be met, which will inevitably raise the question of the
appropriateness of further budget cuts. More and more Member
States thus risk being caught in a vicious circle where low
growth calls for further fiscal adjustments that in turn
deepen the economic and social crisis. It is essential that
any decision about improving the governance of the European
Union or the transmission of monetary policy restores
confidence and creates the conditions for a return to growth.
But this will be insufficient to escape the recession and
should not obscure the impact of the fiscal strategy.
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Graphigque 2, Long-term sovereign interest rates in Spain and the Spain-Germany Spread

8 In points
— Difference in rates between Spain and Germany
7 | = Rates on 10-year sovereign bonds - Spain

= Rates on 10-year soversign bonds - Germany

&

5,41
5
4 3,90
3
2

1,63

0
10/2007 04/2008 10/2008 04/2009 10/2009 04/2000 10/2000 04/20171 10/2011 04/2012 10,2012

Sowrce : Datastream.


http://www.ofce.sciences-po.fr/blog/wp-content/uploads/2012/10/graph1_ZEang.jpg
http://www.ofce.sciences-po.fr/blog/wp-content/uploads/2012/10/graph2_ZEang.jpg

Tableau. Fiscal stimulus in the euro zone countries

In GDF points

2004 2010 2011 2012 2013
Germany 0,7 1.5 -0.9 0,5 0,2
Autria 0,4 0,6 1,6 0,1 0,9
Belgium 1,9 0.3 01 -1,1 0,8
Spain 38 -2,5 -1,1 -3,4 2,4
Finland 0,4 1.5 -16 0,4 -1.3
France 23 -0,5 -2,9 -1,6 -1.8
Greace 3.2 -8,0 =5,3 =50 =39
Ireland 2.2 4.4 -1.5 -2.4 -1.8
Italy 0,8 -0,4 -1,2 -3,2 -2,1
Metherlands 4,0 -1,1 0,2 =1,0 =1,2
Portugal 50 0,7 -3,7 -3,7 -1.8
Euro zone 11* 1,8 0,3 -1,3 -1,7 -1,3

* Fxcluding Cyprus, luxembourg, Malta, Slovakia, Slovenia and Fstonia.

Maote : The fiscal stimulus is measured by the opposite of the variation in the cycically adjusted primary balance, that is,
excluding interest charges and exceptional revenue: it approximates the discretionary budget policy.

Sowrces @ OFCE caloulations and forecasts, October 200 2.
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[1] See here for an analysis of the importance of the proposed
banking union and the questions it raises.
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