What minimum wage for
Germany?

By 0dile Chagny and Sabine Le Bayon

The campaign for the parliamentary elections taking place on
22 September in Germany has engendered a broad debate among
all political forces about the consolidation of the welfare
state. The SPD programme highlights the concept of social
justice, while in its programme the CDU has taken up several
of the SPD’s main themes in the field of social welfare. The
role of the welfare state has never been more central to a
general election campaign since 2002. Despite this, the
concern is not to move towards expanding the welfare state but
the need for better quality in the welfare state, by
correcting some of the negative consequences of Agenda 2010
[1]. The fight against poverty at more advanced ages (through
a revaluation of family benefits for older mothers and the
introduction of a contributory minimum), the re-regulation of
certain types of work (temporary) and the need to strengthen
the minimum wage are all clearly reflected in the programmes
of both the CDU and the SPD. Even the FDP, traditionally
hostile to any notion of a [JOminimum wage, has incorporated in
its election platform the need for “adequate pay, even at the
bottom of the wage scale”. However, behind this apparent
unity, the way such a minimum wage would work varies greatly
between the parties.

The weakening of the collective bargaining system

In a country where there is no statutory national minimum
wage, pay scales are negotiated at the regional or national
level by the social partners in each business sector. But the
decline in the share of employees covered by a collective
bargaining agreement (53% in 2012 in the old Lander, 36% in
the new Lander, against, respectively, 70% and 56% in 1996),
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the weakening of the trade unions and the development of
atypical forms of employment, particularly since the Hartz
reforms, have led to an increase in the proportion of people
earning a low wage, which is calling into question the
protective role of the collective bargaining system for an
entire segment of the population. In 2010, the share of low-
wage workers [2] was 22.2% in Germany and 6.1% in France. The
majority of the 8.1 million employees concerned (Kalina and
Weinkopf, 2013) work full-time (45%), one-quarter occupy part-
time jobs subject to social security contributions, and 30%
are employed in “mini-jobs”. The range of workers earning a
low wage (less than 9.14 euros [3]) is broad: 1.8 million
receive less than 5 euros per hour, 2.6 million between 5 and
7 euros, and 2.5 million between 7 and 8.50 euros.

The debate over the introduction of a statutory minimum wage
dates back to the 1990s. For a long time, however, this was
confined to a few sectors, construction in particular, based
on a rationale of dealing with wage competition from
businesses in the new Member States of the European Union, who
sent their employees to Germany under pay conditions that were
much below those provided for by collective bargaining. It was
not until the mid-2000s that the first joint trade union call
for a national minimum hourly wage (7.5 euros per hour) was
finally made [J[Jby the DGB (the German confederation of trade
unions) and that concerns over income support gradually came
to outweigh concerns over wage dumping. This level was
upgraded to 8.5 euros as of May 2010.

SPD and CDU/CSU/FDP: Two different visions of the minimum wage

While all the major parties put forward a desire to establish
a minimum wage, there 1s not much consensus about the
practical arrangements.

The SPD is proposing the introduction of a statutory minimum
wage of 8.5 euros per hour (gross), which would apply to all
employees, regardless of the minimum wage agreed for any
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particular sector. The point is, as was noted by the SPD
candidate, Peer Steinbrick, during a debate he had with Angela
Merkel in early September, to put an end to the “patchwork of
minimum wages that exists from sector to sector and region to
region”. Some 6.9 million people would see their hourly wage
revalued (Kalina and Weinkopf, 2013) by 30% on average and by
over 80% for the 1.8 million employees earning less than 5
euros per hour. About one-fifth of employees would be
affected, more than half of whom have a “normal” job (subject
to social security contributions). This would result in large-
scale shocks both to income (for households) and to
competitiveness (for companies), and would pose a real
challenge to the low-wage economy that now characterizes
certain sectors (agriculture, food, retail, hotel and
catering, security and cleaning, etc.).

Because of this, the issue of the minimum wage is inseparable
from the future of “mini-jobs”, the 7 million posts that pay
less than 450 euros per month (400 euros prior to April 2013),
which are exempt from employee social charges and income tax
and which give virtually no access to social rights. In the
case of the introduction of a national minimum wage of 8.5
euros per hour, these employees would represent nearly 40% of
those whose wages would be revalued.

It should not be forgotten that one of the key measures of the
first SPD-Green government led by Schroéder was in 1999 to
severely restrict the growth of “mini-jobs”, which were
charged with 1) promoting the casualization of employment by
replacing normal jobs that are subject to social charges, and
2) not offering social security coverage. Three years later,
the Hartz Commission proposed facilitating the recourse to
mini-jobs so as to develop sectors with low-skilled work.

Numerous studies have recently revealed blatant violations of
labour law (lack of compliance with regulations on sick leave,
on paid holidays, etc.) and unacceptably low hourly wages in
these jobs (Backer and Neuffer 2012 [4], Bundesministerium fur
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Familie, 2012). It is therefore not surprising that all the
major parties (except the FDP) have included in their election
manifestoes a commitment to reforming “mini-jobs”. But whereas
the CDU is only targeting violations of labour law, the SPD
programme goes further. The introduction of a minimum wage of
8.5 euros (gross) per hour would in effect limit companies’
interest in making use of “mini-jobs”. Furthermore, given
the monthly ceiling on the maximum payment for “mini-jobs”,
setting a wage of 8.5 euros per hour would amount to
introducing a time limit on these jobs of about 13 hours per
week. This would not be far from the limit of 15 hours per
week that was suppressed by Hartz Law II in 2003 .. as part of
Agenda 2010 [5]. More generally, the entire political economy
underlying these jobs would be called into question, as their
rationale is to provide extra compensation that is exempt from
social security contributions for employees in sectors with
low minimum wages.

The CDU proposal on the minimum wage aims both at facilitating
the extension of existing agreements (that is to say, to
reform the process by which a collective agreement becomes
mandatory for all the companies in the sector in question) and
at requiring sectors without a collective agreement to set a
minimum wage. A desire to secure protection against wage
competition from companies that do not adhere to collective
agreements and from East European companies who post their
employees in Germany [6] has led several sectors to resort to
these extension procedures in recent years. However, while an
extension like this is virtually automatic in France, this is
far from the case in Germany, even though the procedure was
simplified in 2009. The CDU therefore proposes a “least
burdensome approach”, that is to say, government intervention
only in cases where the social partners have failed. The aim
is to deal with situations where there is an "“agreement
vacuum” and allow a maximum number of employees to be paid
according to collectively agreed minimum wages, while enabling
the social partners to fix the level, since the CDU believes
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that minimum wage differentials help to take into account the
diversity of regional and sectoral situations.

The CDU, which is unlikely to be able to govern alone in the
next Parliament, has not gone farther than this for the time
being, pending the outcome of the elections. Depending on
which party it will govern with, the decisions about how low
wages are regulated can differ greatly.

Here it is worth summarizing the numerous limitations of the
current arrangements for the State’s extension procedure,
which set the context for the CDU’s proposal:

— When the same sector has a number of different
collective bargaining agreements, the extension
procedure becomes more difficult, as it 1is necessary to
determine which one 1is most representative and which
ones could be controversial. This is what happened in
the postal sector, where two competing collective
bargaining agreements co-existed: one covering employees
of Deutsche Post, the former monopoly in the sector, and
the other covering employees of competitors for whom
minimum wages were much lower. The government decided to
extend the agreement signed in Deutsche Post to the
entire sector, but the competitors complained, and the
extension procedure was overturned by the Berlin Court
17].

= — Negotiations on a sector’s minimum wages are renewed
regularly (every six months or every one or more years).
But when renegotiation fails, several months may elapse
during which no minimum is in effect, and employers have
sometimes seized the opportunity to hire employees at
wages that are 30% below the previous minimum. This is
what happened for instance in late 2009 in the
industrial cleaning business (Bosch and Weinkopf 2012).

= — The minimum in a sector can vary greatly, and some of
them do not protect workers against the risk of poverty.
Thus, according to data from the WSI-Tarifarchiv (March
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2013), 11% of collective agreements in late 2012
provided for a minimum of less than 8.50 euros, the
threshold proposed by the SPD as the statutory minimum
wage, which is below the threshold for a “low wage”
(9.14 euros).

The impact of the proposals of the various parties on changes
in employment is difficult to estimate from studies conducted
recently in Germany (Bosch and Weinkopf 2012), if only because
the studies have focused on the introduction of minimum wages
in isolated sectors, covering only a limited proportion of
employees. This would not be comparable to the introduction of
an industry-wide minimum wage that affected at least a quarter
of employees, that was not differentiated, or even with the
generalization of collectively agreed minimums. The goal 1is
now for the maximum of employees to receive a “decent” income,
even if the level of the latter differs depending on the
programme. It is also to curtail certain atypical forms of
employment. Notably, in a number of sectors the studies
conducted show that the introduction of a minimum wage leads
to a change in the structure of employment, with fewer “mini-
jobs” and more “normal” jobs (subject to social security
contributions), due to the regular checks conducted to ensure
compliance with the minimum wages in the companies. Whatever
the election results, the measures adopted will in any case
point in the direction of correcting the most egregious
injustices in terms of compensation, especially with respect
to “mini-jobs”.

[1] Agenda 2010 includes all of the reforms implemented in
Germany by the SPD-Green coalition between 2003 and 2005,
which focused on labour market reform (called the Hartz
reforms) (for more on this, see e.g. Hege 2012, Chagny 2008).

[2] These are employees receiving less than 2/3 of the median
gross hourly wage.


http://www.boeckler.de/42502_42531.htm
http://library.fes.de/pdf-files/wiso/09465-20130117.pdf
file:///C:/Users/laurence-df/Desktop/SLB_OC_post_sal_min_All_SLV_FINALE%20V2.doc#_ftnref1
http://www.ires-fr.org/images/files/Revues/Revue73/R73-11.pdf
http://www.ires-fr.org/images/files/Revues/R58-3.pdf
file:///C:/Users/laurence-df/Desktop/SLB_OC_post_sal_min_All_SLV_FINALE%20V2.doc#_ftnref2

[3] In 2011, the median gross hourly wage in Germany was 13.7
euros.

[4] “Von der Sonderregelung zur Beschaftigungsnorm : Minijobs
im deutschen Sozialstaat” [On special employment standards:
Mini-jobs in the German welfare state], WSI Mitteilungen
1/2012.

[5] Not to mention the fact that as a result it would be
necessary to completely revamp the support for low-wage
workers provided by exemptions on employee social charges.

[6] When companies from a Member State send their workers to
another State, they are required to meet the minimum standards
(working time, wages). The posting of workers has been
governed by a 1996 EU Directive. These postings, which are
growing in number, are posing a number of problems (social
dumping, unfair competition, deterioration 1in working
conditions) (Metis 2013).

[71 For further information, see: “Vrais et faux enjeux de 1la
controverse sur les salaires minima 1égaux en RFA” [True and
false issues in the controversy over the statutory minimum
wage in the RFA], Karl Brenke, Regards sur 1’économie
allemande, no. 94, 2009.

Rent control: will the ALUR
law be sufficient?

By Sabine Le Bayon, Pierre Madec and Christine Rifflart

On 10 September 2013, Parliament began discussing the bill on
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“Access to housing and urban renovation [“Acces au Logement et
un _Urbanisme Rénové” — ALUR]. This legislation will result in
stepped-up state intervention in the private rental market and
complements the government decree that took effect in summer
2012 on rent control in high-pressure areas. This was an
initial step in the government’s effort to curb the increase
in housing costs being faced by renters. [1]

The government’s willingness to regulate the excesses of the
private rental market is expected to have a rapid impact on
households moving into a new home. For sitting tenants, the
process is likely to take longer. In a city like Paris, we can
expect that, if the highest rents decline to the ceiling set
by law, average rents will fall by 4 to 6%. If through a
ripple effect this then affects all rents, the deflationary
impact would be greater. On the other hand, the risk of an
upward drift for lower rents cannot be discarded, even if the
government argues otherwise. Ultimately, the impact of the law
will depend in large part on the zoning defined by the rent
monitoring “observatories” that are currently being set up.

The regulatory decree: a visible, but minimal, impact

The latest annual report of the rent observatory for the Paris
region [the Observatoire des loyers de 1l’agglomération
parisienne — “OLAP”] [2] sheds some initial light on the
decree’s impact on rent control. To recap, the decree holds
rents upon re-letting to a maximum of the pace of the legal
benchmark (the “IRL”), unless substantial work has been
performed (in which case, the increase 1is unrestricted).
Between 1 January 2012 and 1 January 2013, 51% of Paris
residences offered for re-letting saw their rent increase
faster than the IRL, despite the absence of substantial work.
This share was lower than in 2011 (58.3%) and 2010 (59.4%),
but remains close to the level observed between 2005 and 2009
(50%), prior to the existence of the decree.

The impact derived from monthly data seems a bit more
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conclusive. Thus, over the period from August to December 2012
when the decree was implemented, the share of rentals offered
for re-letting that rose faster than the IRL cap fell by 25%
on average over a year, against only 8% for the months from
January to July 2012 compared to the same period in 2011.

The decree therefore does seem to have had an effect, by
helping to reduce the share of rents that increased faster
than the IRL cap by about 18%. However, given that if there
had been full compliance with the decree no rentals would have
risen more than the IRL, the impact has still been inadequate.
Several factors already identified in a working document may
explain this: the non-existence of benchmark rents, a lack of
information about both owners and tenants, a lack of recourse,
etc. One year on, it would seem that these shortcomings had a
negative impact on the measure’s implementation.

A law on a larger scale

The major innovation of the ALUR law concerns the regulation
of the level of rent in high-pressure areas, whereas previous
decrees focused on changes in rents. Henceforth, a range of
permissible rent levels will be set by law, and the decree
will then regulate the maximum permitted changes [3]. To do
this, every year the government sets by a prefectural decree a
median benchmark rent per sqg.m, per geographic area
(neighbourhood, district, etc.) and per type of accommodation
(one-bedroom flat, two-bedroom, etc.). So:

— For new lets or re-lettings, the rent cannot exceed the cap
of 20% over the median benchmark rent, called the upwards
adjusted median benchmark rent, except by documenting an
exceptional additional rent (for special services, etc.).
After that, any increase may not exceed the IRL, in accordance
with the regulatory decree for high-pressure areas (except if
there is major work);

— Upon renewal of the lease, the rent may be adjusted upwards
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or downwards depending on the upwards adjusted or downwards
adjusted median benchmark rent [4]. Thus, a tenant (or a
lessor) may bring an action to decrease (or respectively, to
increase) the rent if the latter is higher (or lower) than the
median rent as adjusted upwards (or downwards). In case of an
increase in the rent, a mechanism for staggering this increase
over time 1is set up. If there is a disagreement between tenant
and landlord, an amicable settlement process may be initiated
prior to referral to a judge within a strictly determined
timeframe. Within this range, the increase is limited to the
IRL;

— During a lease, the annual rent review 1is currently
performed as now, on the basis of the IRL;

— Furnished rentals will now be covered by rent control: the
prefect will set a higher benchmark rate and any change will
be limited to the IRL.

The introduction of these median benchmark rents represents
three major advances. On the one hand, they will be calculated
from the information gathered by the rental observatories
about the entire rental housing stock, and not simply from
vacant housing available for rental, i.e. what is called the
“market” rent. This so-called market rent is almost 10% above
the average of all rents, which itself is above the median
rent. This calculation method will therefore inevitably lead
to lower rents (both market and average).

Similarly, choosing the median rather than the average as the
benchmark rent should make for greater stability in the
measure. In the event that all rents more than 20% above the
median (i.e. above the upwards adjusted benchmark rent) are
reduced and all other rents remain unchanged, the median
remains the same. In the case of an adjustment of all rents,
the median would fall, but in a lesser proportion than the
average, which by definition is more sensitive to changes in
extreme values.



Finally, the obligation to include in the lease both the
median rent and the upwards adjusted median benchmark rent,
the last rent charged and, where relevant, the amount and
nature of any work performed since the last contract was
signed, provides for greater transparency and a stricter
regulatory framework, which should result in greater
compliance with the measure.

What changes should be expected?

In 2012, out of the 390,000 residences put up for rent in
Paris, 94,000 have a rent higher than the upwards adjusted
median rent (3.7 euros / sgq.m more on average) and 32,000 have
a rent that is more than 30% below the median benchmark rent
(2.4 euros / sqg.m less on average). Since only rents above the
upwards adjusted median rent are to be corrected, the
reduction in the average rent would be 4% to 6%, depending on
the area and type of housing. This reduction, although not
insignificant, would at best permit a return to the rent
levels recorded in 2010, before the steep inflation seen in
2011 and 2012 (+7.5% between 2010 and 2012). This adjustment
in rents could nevertheless take time. Owners and tenants
could easily exercise their rights at the time of a re-letting
[5], but revaluations at the time of a lease renewal may take
longer to realize. Despite access to information and a
regulatory environment that is more favourable to the tenant,
the risk of a conflict with the landlord and heightened
competition in the rental market in areas where the law
applies may still deter some tenants from asserting their
rights.

The issue 1is much more complex for the 32,000 residences with
rents below the downwards adjusted benchmark rent. While the
quality of some of this housing can justify the difference
(insalubrious, location, etc.), it is also clear that the main
factor behind the weakness of some rents 1is the tendency of
tenants to be sedentary. Thus, according to the OLAP rent
observatory in Paris, the average rent for housing occupied



for over 10 years by the same tenant is 20% lower than the
average rent for all lets. The question thus arises of re-
valuing these rents. Indeed, during a new let or a lease
renewal the law allows owners to reassess up to the level of
the downwards adjusted median rent — which is also in
contradiction with the decree [6]. Once this level has been
reached, future changes shall not exceed the IRL.

Eventually, then, some units with similar characteristics will
therefore be on the market at very disparate rents, thus
penalizing landlords with sedentary tenants. In contrast,
tenants who have lived in their homes for a long time might
well see significant revaluations in their rent (over 10%).
The housing cost burden [7] on these households could thus
rise, pushing those facing excessive budget constraints to
migrate to areas experiencing less pressure.

Nevertheless, the possibility of revaluing the rent to the
level of the market rent in case of an obvious undervaluation
is already provided under existing law, i.e. the Act of 6 July
1989 (Article 17c), at the time the lease is renewed. In 2012,
in Paris, 3.2% of owners made use of this article. With the
new law, while readjustments should be more numerous, the
inflationary impact should be weaker as the benchmark (the
downwards adjusted median rent) is well below the market rent.

From this point on the issue of zoning is central: the more
refined the breakdown, the more the benchmark rents will
correspond to the actual characteristics of the local market.
In the event of a larger division of the territory, the median
benchmark rents may be too high for the less expensive
neighbourhoods and too low for the more expensive ones.
Meanwhile, low rents will not be re-valued much in the
expensive neighbourhoods, and even less so in the others. This
could lead to more “inter-neighbourhood” convergence in rents
— regardless of local conditions — and less “within-
neighbourhood” convergence, which would have adverse
consequences for both landlord and tenant.



The impact on rents of the law currently under discussion
could be all the greater given that property prices began to
fall in France in 2012 and the current sluggish economy 1is
already slowing rent hikes. But it should not be forgotten
that only the construction of housing in high-pressure areas
(including via densification [8]) will solve the structural
problems of the market. Rent control measures are merely a
temporary measure to limit the increase in the housing cost
burden, but they are not by themselves sufficient.

[1] For more information, see the blog “Rent control: what is
the expected impact?”

[2] The territory covered by this report is composed of Paris
and what are called the “petite couronne” and the “grande
couronne” (its near and far suburbs).

[3] As the rent control decree does not cover the same field
as the law (38 urban areas versus 28), some areas will be
subject to the control only of changes, and not of levels.

[4] While the bill is unclear on the calculation of the
downwards adjusted benchmark rent, an amendment adopted in
July by the Commission of the Assembly proposed that this
should be at least 30% lower than the median benchmark rent.
Another amendment clarifies that in case of an upward
adjustment, the new rent shall not exceed the downwards
adjusted median rent.

[5] In 2012, only 18% of residences on the private rental
market were subject to re-letting.

[6] During the renewal of a lease or a re-letting, the rent
control decree permits the owner to re-value their rent by
half the gap between the last rent and the market rent.

[7] This is the share of household income spent on housing.
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[8] On this subject, see the article by Xavier Timbeau,
“Comment construire (au moins) un million de logements en
région parisienne” [How to build (at least) one million
residences in the Paris region”], Revue de U1’OFCE no. 128.

Shocks, unemployment and
adjustment — the limits of
the European union

By Christophe Blot

In an article published in 2013 in Open Economies Review [1],
C. A. E. Goodhart and D. J. Lee compare the mechanisms for
recovering from the crisis in the United States and Europe.
Based on a comparison of the situation of three states
(Arizona, Spain and Latvia) faced with a property crash and
recession, the authors explore the reasons for the growing
divergence observed among the euro zone countries, a
divergence that is not found in the United States. Theilr
analysis is based on the criteria for optimum currency areas,
which enable the members of a monetary union to adjust to
adverse shocks and to avoid a lasting difference in their
unemployment rates during an economic slowdown or downturn.
While Latvia is not formally part of a monetary union [2], its
currency nevertheless has remained firmly anchored to the euro
during the crisis. Thus none of the countries studied by
Goodhart and Lee resorted to a nominal devaluation to absorb
the financial and real shocks that they faced. The authors
conclude that while Arizona dealt with the shocks better than
Spain, this was due both to the greater fiscal solidarity that
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exists between the states of the United States and to the
greater integration of the US banking system, which helps to
absorb shocks specific to each state.

In addition to de jure or de facto membership in a monetary
union, Arizona, Spain and Latvia also all went through a real
estate boom in the 2000s, followed by a correction that began
in 2006 in Arizona and Latvia, and a year later in Spain
(Figure 1). The real estate crisis was accompanied by a
recession, with the same time lag persisting between Spain and
the other two states. Latvia recorded the sharpest downturn in
activity (-21% between 2007 and 2010). However, the downturns
experienced by Arizona (-5.5% since 2007) and Spain (5% since
2008) were comparable. While the downward adjustment of the
property market stopped in Arizona (recovery 1is underway in
the US state), the recession is continuing in Spain. Overall,
this difference in adjustment is reflected in a continuing
increase in unemployment in Spain, whereas it has fallen by
2.8 percentage points in Arizona from the peak in the first
quarter of 2010 (Figure 2).

Spain’s inability to pull out of the recession along with the
increasing divergence of the economies in the euro zone raises
the question of the capacity of the euro zone countries to
adjust to a negative shock. The theory of optimum currency
areas, originally developed by Mundell in 1961 [3], can help
to evaluate the conditions in which a country may have an
interest in joining a monetary union. The optimality of this
choice depends on the country’s ability to absorb shocks
without resorting to currency devaluation. Different
adjustment mechanisms are involved. These consist mainly of
the following: [4] the flexibility of prices and in particular
of wages; labour mobility; the existence of fiscal transfers
between the countries in the monetary union; and financial
integration. Price flexibility corresponds to an internal
devaluation mechanism. As for depreciation, the point is to
become more competitive — by lowering relative labour costs —
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to stimulate exports and growth during a negative shock.
However, this type of adjustment generally takes much longer
and is more costly, as is suggested by the recent examples of
Iceland and Ireland.[5] Labour mobility makes for an
adjustment whenever the recession leads people to migrate from
a state with high unemployment to one where it is lower. The
implementation of fiscal transfers occurs when various
mechanisms in states where growth is slowing make it possible
to benefit from stabilizing transfers from other states in the
union or from a higher level of government. Finally, Goodhart
and Lee also consider the stabilizing role of the 1local
banking system. In this case, in the euro zone, the less the
local banking system has been weakened by the real estate
crisis or the public debt crisis, the greater is its capacity
to absorb the shock.

The authors analyzed the adjustment of the economies in
question in the light of these four criteria. They studied in
particular the degree of price flexibility and labour mobility
as a function of unemployment in the three states. Then they
evaluated the importance of fiscal transfers and the
architecture of the banking landscape. Their findings were as
follows:

1. Price flexibility has played only a marginal role in
adjustment, except in Latvia where rising unemployment
has led to a decline in unit labor costs. These costs
did not on the other hand react significantly to the
rise in unemployment in Spain and Arizona.

2. Though migration is more marked in the United States
than in Europe, the differences are still not able to
explain the gap in the adjustment of unemployment rates.
However, it appears that the role of migration as an
adjustment mechanism has strengthened in Europe.
Nevertheless, this is still insufficient to ensure the
convergence of unemployment rates.

3. In 2009 and 2010, Arizona received substantial transfers
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from the federal government, whereas at the European
level there is no automatic mechanism for transfers
between states. Even so, Latvia received assistance from
the IMF in 2009, while the euro zone countries came to
the aid of Spain’s banks. Nevertheless, in the absence
of a more substantial EU budget, the European countries
can benefit only from emergency assistance, which, while
able to meet a specific need for funds, 1is not
sufficient to play the role of an economic stabilizer.

4. Finally, the authors emphasize that the financial
amplification of the shocks was on a lesser scale in
Arizona in so far as the bulk of the banking business is
conducted by national banks that are consequently less
sensitive to local macroeconomic and financial
conditions. The risk of credit rationing 1is thus
lessened, which helps to better absorb the initial
shock. In Spain, with the exception of a few banks with
international operations, which enables them to
diversify their risks, banking depends on local banks,
which are therefore more vulnerable. This increased
fragility pushes the banks to restrict access to credit,
which reinforces the initial shock. Latvia is in an
alternative position in that its financial activity is
carried out mainly by foreign banks. The nature of risk
thus differs, because 1local financial activity 1is
disconnected from Latvia’s macroeconomic situation and
depends instead on the situation in the country where
these banks conduct their principal activity (1i.e.
Sweden, to a great extent).

The crisis in the euro zone thus has an institutional
dimension. From the moment the countries freely consented to
surrender their monetary sovereignty, they in effect also
abandoned the use of a currency devaluation to cushion
recessions. However, it 1is essential that alternative
adjustment mechanisms are operative in order to ensure the
“sustainability” of monetary unification. In this respect, the



article written by Goodhart and Lee is a reminder that such
mechanisms are still lacking in the euro zone. Negotiations
over the EU budget have not offered any prospect for the
implementation of fiscal transfers to stabilize shocks at the
European level. The discussion on Eurobonds has stalled.
Although the European Stability Mechanism (ESM) acts as a tool
for solidarity between Member States, it meets a different
need, because it involves only emergency financial assistance
and is not a mechanism for automatic stabilization. Banking
integration could also help dampen fluctuations. However, the
crisis has led to greater fragmentation of European banking
markets. The latest report on financial integration in Europe,
published by the ECB, shows a 30% decrease in cross-border
bank flows in the recent period. Similarly, despite the common
monetary policy, the interest rates charged by European banks
have recently diverged [6] (Figure 3). Thus, despite the
European banking passport created by the European Directive of
15 December 1989 on the mutual recognition of authorizations
of credit institutions, cross-border banking in Europe 1is
still relatively undeveloped. The retail banking model 1is
based on the existence of long-term relationships between the
bank and its clients, which undoubtedly explains why the
integration process is taking much longer than for the stocks,
bonds and currency markets. It is nevertheless still the case
that a banking union could be a further step in this difficult
process of integration. This would promote the development of
transnational activity, which would also help to de-link the
problem of bank solvency and liquidity from the problem of
financing the public debt.
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Figure 1: Changes in real estate prices in real terms
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Figure 2 : Unemployment rates
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Figure 3 : Dispersion of rates charged by banks in the euro zone
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[1] “Adjustment mechanisms in a currency area”, Open Economies
Review, January 2013. A preliminary version of this article
can be downloaded at:
http://www.lse.ac.uk/fmg/workingPapers/specialPapers/PDF/SP212

.pdf

[2] Latvia has been part of the European currency mechanism
since 2005 and is to adopt the euro on 1 January 2014.

[3] “A theory of optimum currency areas”, American Economic
Review, vol. 51, 1961.

[4] One could also add the level of an economy’s openness or
the degree of diversification of production. Mongelli (2002)
offers a detailed review of these various criteria. See: “New
views on the optimum currency area theory: what is EMU telling
us?”, ECB Working Paper, no. 138.

[5] See Blot and Antonin (2013) for a comparative analysis of
the cases of Ireland and Iceland.

[6] C. Blot and F. Labondance (2013) offer an analysis of the
transmission of currency policy to the rates charged by the
banks to non-financial companies (see here) and to real estate
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loans (see here).

On cosmopolitan currency

By Maxime Parodi, sociologist at the OFCE

A cosmopolitan currency 1is a currency common to many nations
and explicitly based on a form of co-sovereignty (for a more
in-depth analysis, see OFCE working paper 2013-09, June 2013).
A currency like this is possible only by accepting a monetary
policy and fiscal and taxation policies that are based on
shared motivations, where each is responsible for the monetary
commitments it makes and co-responsible for the ability of all
to pursue a suitable economic policy. To be lasting, this
currency requires sustained attention to macroeconomic
divergences between the partners and the difficulties that
each 1is encountering; it requires open dialogue about the
reasons for these divergences and difficulties; it requires a
determination to propose possible remedies over the short,
medium and long term; and finally, it requires everyone to
cooperate voluntarily, so long that is as they have the
ability to do so.

Of all the classical sociologists, Simmel alone could have
envisaged such a currency. Indeed, he was the only one to
study socialization itself, to seek to understand society in
the making, whereas Durkheim always started from an already
established society, from an individual who was always already
socialized, and Weber started from people always already
constituted, “completed”, without at the same time considering
them as subjects likely to influence each other and make
society deliberately. Yet a cosmopolitan union is precisely a
union that is always trying to make itself; it is never


http://www.ofce.sciences-po.fr/publications/revue128.htm
https://www.ofce.sciences-po.fr/blog/on-cosmopolitan-currency/
http://www.ofce.sciences-po.fr/pages-chercheurs/parodi.htm
http://www.ofce.sciences-po.fr/pdf/dtravail/WP2013-09.pdf

definitively established. This type of union is weak by
nature, but at the same time it only ever appears in contexts
where it 1is objectively necessary for its citizens. Such a
union 1is constantly renewed, constantly re-worked, because
there is an objective terrain of neighbouring or overlapping
interests, and everyone therefore considers it desirable to
come to the best resolution of the neighbourhood’s problems.
Thus, in the name of the union, it becomes possible to resolve
certain conflicts fairly and to develop tighter bonds.

From this perspective, the act of adopting a common currency
is not a trivial matter in a cosmopolitan union. All of a
sudden, everyone is committed to respecting their monetary
promises to their neighbours. This is obviously a major
change, which has immediate and foreseeable consequences: the
transaction costs between partners disappear, and 1in
particular there is no longer any risk associated with holding
a foreign currency, as the currency 1is now common and
politically guaranteed. But there are also less immediate,
more hidden consequences. For instance, this common commitment
often calls into question the economic culture of the nations
concerned, by obliging them to explain some of the ways they
operate: governments in the habit of solving their problems by
inflation or a currency devaluation must now tell their
citizens that it is necessary to raise taxes or spend less;
banks that are “too big to fail” must now draw up wills
instead of relying on the implicit guarantees of the citizens,
and so forth. Finally, the cosmopolitan currency creates a new
relationship between the partners, which in principle leads
them to be concerned about their neighbours. In fact, the
partners have made a commitment not only to keep their
promises to everyone else, but also that each is able to
uphold its own commitments (since trust is not divisible).

The cosmopolitan currency also introduces a kind of solidarity
within the union. One must now be concerned about whether
one’s neighbour has the ability to meet 1its monetary



commitments. This implies guaranteeing the latter a capacity
for debt and / or a flow of investment into its territory. But
unlike solidarity within a nation, this guarantee is more
moral than legal: it is not entirely engraved in stone in the
union, but must be discussed case by case. The risk of moral
hazard is thus avoided.

The euro seems to be the paradigmatic case of a cosmopolitan
currency. It is even the only case in history where
cosmopolitanism actually laid the basis for a currency. This
unprecedented feature also poses difficulties by upsetting
national economic cultures. Since the beginning of the
monetary crisis in 2008, everyone is discovering how Europe’s
vertical institutions (European Commission, European Central
Bank) address problems and respond to them. A culture of the
euro, even a jurisprudence, 1is thereby forged. This 1is,
incidentally, why the European Council should consider the
impact of its decisions on this emerging culture: is the euro
zone in the process of adopting a custom of “immediate
returns”? Is this a doctrine born of distrust? If a
cosmopolitan currency 1is possible, it 1is nevertheless
necessary to accept both sides — the co-responsibility no less
than the responsibility.

Solar power 1s cooling Sino-
European relations

By Sarah Guillou

In early July 2013, yet another company in the solar industry,
Conergy, declared bankruptcy. The departure of this German
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company, established in 1998, marks the end of a cycle for the
solar industry. This bankruptcy adds to a series of closures
and liquidations across every country that have highlighted
the rising trade tension over solar panels between the United
States and Europe on the one hand and China on the other (see
OFCE Note 32: “The twilight of the solar industry, the darling
of governments”, from 6 September 2013). As this tension
peaked, in May, the European Commission decided to threaten
China with a customs duty of over 45%. A trade war has thus
concluded a decade of government involvement, as if this were
a matter of saving the public money invested. But what it
signifies most is the industrial failure of a non-cooperative
global energy policy.

A promising, but chaotic, industrial start

Government worship of solar power, which took off in the early
2000s on both sides of the Atlantic, but also in the emerging
economies (and especially China), has undoubtedly propelled
solar energy to the forefront of renewable energies, but it
has also fueled a number of market imbalances and serious
industrial turmoil. With the price of o0il rising constantly
from 2000 to 2010, the need to accelerate the energy
transition along with the commitments of the Kyoto Protocol
led governments to support the production of renewable energy,
with solar energy being the great beneficiary. The global
industry experienced a tremendous boom, with growth of more
than 600% from 2004 to 2011.

Public support, together with private investment, sparked
massive market entries that destabilized the price of the main
resource, silicon, the amount of which could not adjust as
quickly. Fluctuations in the price of silicon due to
imbalances in the market for photovoltaic panels created great
instability in its supply, which was exacerbated by
technological uncertainties facing companies trying to
innovate in the field (such as the American firm, Solyndra,
which finally filed for bankruptcy in 2013).
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The trade war for a star

The intensification of Chinese domination of the industry has
in turn affected the competitive uncertainty. China is now the
world’s largest market, and the involvement of the Chinese
government in the industry’s development is unparalleled.
Today ranked third in terms of installed capacity (after
Germany and Italy), China is also the world’s largest producer
of solar panels. It now accounts for half of the world’s
output of panels, whereas it produced only 6% in 2005. Chinese
producers have received massive support from central and local
government, which has also helped to saturate the Chinese
market.

In addition to this public support, China also enjoys a
distinct advantage in labour costs, which makes the business
of manufacturing solar panels very competitive — the more
technologically-intensive steps are upstream in the industry,
at the level of the crystallization and slicing of the
silicon. In addition to this competitive advantage, Chinese
producers have also been accused of dumping, i.e. selling
below the cost of production. Their competitiveness 1is thus
unrivalled .. but increasingly under challenge. In October
2012, the United States decided to impose tariffs on imports
of Chinese cells and modules, with anti-dumping duties varying
from 18.3% to 250% (for new entrants), depending on the
company.

Europe, which imports many more photovoltaic components from
China than does the United States, initially opted for the
approach of imposing anti-dumping duties, and launched an
investigation in September 2012, triggered by a complaint from
EU ProSun — a trade association of 25 European manufacturers
of solar modules — on imports of panels and modules from
China. In June 2013, the Commission finally decided to impose
a customs duty of 11.2% on solar panels, while threatening to
push this up to 47% if China does not change its position on



pricing by August 6.
The Empire counter-attacks

The counter-attack was not long in coming: in July 2013, China
decided to apply anti-dumping duties on imports of silicon
from the United States and South Korea. A serious threat 1is
also hanging over the head of Europe’s firms, as China is one
of the largest markets for the continent’s silicon exporters
(870 million dollars in 2011).

This trade war essentially reflects a defensive position taken
by China’'s industrial rivals in the face of a support policy
that they consider disproportionate and unfair, during a
period when China has been nibbling away at the industrial
jobs of its competitors for ten years. But one could question
the industrial logic underlying this trade policy.

First, this policy contradicts previous government policies
promoting solar energy. The trade-off between climate change
goals (developing low-cost energy transition tools) and the
profitability and sustainability of the industry seems to have
been decided in favour of the latter. Second, while this now
provides producers direct support, it could handicap
installers, engineering firms involved in pre-installation
work, and manufacturers of panels using Chinese components.
Finally, this is leading to serious exposure to potentially
costly trade retaliation, which could mean exporters of poly-
crystalline silicon or machinery used in the solar industry,
or other industries such as wine or luxury cars.

OQut of fear of a probable lack of approval by a majority of EU
members or in order to “slay other dragons” more freely (the
coming telecoms conflict), the agreement reached in late July
by Commissioner Karel De Gucht and approved by the European

Commission on August 2" should not lead to trade retaliation
nor disturb market supply too much. It commits nearly 90
Chinese producers not to sell below 56 cents per watt of
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power. This price is a compromise between what is considered
consistent with the cost of Chinese production and the current
average price on the market on the one hand and what 1is
acceptable to European competitors on the other.

Finally, over the decade from 2002 to 2012 the solar
photovoltaic industry has undeniably become global and highly
competitive, despite clear-cut government interventionism. In
reality, even the governments competed. Now they are settling
their disputes by playing with international trade rules.
Costly state support has propelled the growth of the sector
beyond all expectations: by creating excess supply, the price
of solar panels dropped sharply and accelerated the incredible
boom in solar power. In 2013, solar power represented more
than 2% of the electricity consumed in the European Union.
This breakthrough by solar energy was accompanied by numerous
entries and exits from the market, without so far giving rise
to a significant business concentration. The choice of a
public pull-back in favour of trade policy represents a new
page in the history of this industry, which is no longer being
driven so much by energy policy or even by industrial policy.
There is obviously no dusk without a future dawn. But
tomorrow’s dawn will certainly see the rise of a different
“solar”. Europe’s future in the manufacture of solar panels
will involve technological innovation aimed not so much at
reducing costs as at improving performance.

In memoriam. Ronald H. Coase
(1910-2013)

By Vincent Touzé
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The American economist Ronald Coase, who died at 102 on 2
September 2013, has left us an exceptional body of work
distinguished by its simplicity and relevance.

As a pioneer of the theory of the firm, Ronald Coase believed
that this type of structure had an undeniable capacity to
reduce transaction costs and thus to efficiently organize
economic activity outside the market (“The Nature of the
firm”, Economica, 1937). The firm’'s dilemma is: to do it (i.e.
to produce directly) or to get it done (i.e. to use the
market). In the absence of transaction costs on the markets,
there would be no firms but only small autonomous production
units. The transaction costs result from all the expenses
associated with the purchase or sale of a product:
remuneration of intermediaries, acquisition of information,
search for the best price, etc. When these costs are too high,
there 1is thus an opportunity to produce the good or service
oneself. However, firms also face costs to get organized.
Organizational theory was born.

As a supporter of free competition, Coase attributed market
failures to the poor definition of property rights (“The
Problem of social cost”, 1960, Journal of Law and Economics,
3: 1-44). He was wary of costly regulations. He opposed Pigou
(The Economics of Welfare, 1932, Macmillan), who recommended
public intervention to deal with negative externalities.
Instead, Coase called for better identification of property
rights and for the role of the state to be limited to ensuring
respect for these rights. This idea was synthesized as the
“Coase Theorem” in 1966 by George Stigler in his book The
Theory of Price (Macmillan). By focusing specifically on the
interactions between law (the definition of property, the
grounds and consequences of court decisions, etc.) and
economics, Coase became one of the founding fathers of a new
discipline, the economic analysis of law.

In the 1990s, the Kyoto Protocol popularized the “Coase
Theorem” by proposing the establishment of trading in emission
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rights to regulate the amount of greenhouse gas emissions,
i.e. the well-known “right to pollute”. There were two
different approaches to controlling the emission of greenhouse
gases: the sale of pollution rights, or the Pigou tax. The
first approach involves assigning rights to emit gases 1in
limited quantities. To produce the gases, one must possess
rights. These rights are traded on a market where the price of
gas emissions is determined by the interaction of supply and
demand. The second approach is to assign an ad hoc price
(Pigovian tax) to the marginal social cost of the externality.
This tax is paid by the companies emitting the gas. The
principle of pollution rights is often seen as more demanding
(and so more constraining on companies) because the price of
the gas emission is endogenous and the total quantity limited.
With a Pigovian tax, the reverse is true. The price is fixed
(or not very endogenous in the case of progressive taxation)
and the quantity potentially unlimited.

Coase, who was devoted to simplicity in making presentations,
unhesitatingly denounced the use of excessive mathematical
formalism. In a profile published by the University of Chicago
in 2012, he lamented that economics had “become a theory and
math-driven subject”. According to him, “the approach should
be empirical. You study the system as it is, understand why it
works the way it does, and consider what changes could be made
in order to improve the system.” He modestly concluded: “I’ve
never done anything that wasn’t obvious, and I didn’t know why
other people didn’t do it. I've never thought the things I did
were so extraordinary.”

Coase’s work won him the Nobel Prize in 1991.
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2013 pensions: a (little)
reform..

By Henri Sterdyniak

The measures announced by the government on August 27" do not
constitute a major reform of the pension system. As shown in
an OFCE Note (no. 31 of 4 September 2013), they are
essentially funding measures that are limited in scope.
Pensioners are affected more than assets, and the business
world has obtained a promise that it will not be hit. Fiscal
equilibrium is not really assured, as it is conditioned on a
strong economic recovery (by 2020), sustained growth and a net
decrease in the relative level of pensions by 2040. Measures
in favor of women and workers who are subjected to difficult
work conditions were announced, but their implementation was
delayed; the challenges are still not being met. The worst was
certainly avoided (the de-indexation of pensions, a rapid
change in the age of retirement eligibility, a so-called
structural reform); the system 1is proclaimed to be
sustainable, but the (little) reform of 2013 has not done much
to ensure the system’s economic and social reliability.

Does too much finance kill
growth?

By Jérbme Creel, Paul Hubert and Fabien Labondance

Is there an optimal level of financialization in an economy?
An IMF working paper written by Arcand, Berkes and Panizza
(2012) focuses on this issue and attempts to assess this level
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empirically. The paper highlights the negative effects caused
by excessive financialization.

Financialization refers to the role played by financial
services in an economy, and therefore the 1level of
indebtedness of economic agents. The indicator of the level of
financialization is conventionally measured by calculating the
ratio of private sector credit to GDP. Until the early 2000s,
this indicator took into account only the loans granted by
deposit banks, but the development of shadow banking (Bakk-
Simon et al., 2012) has been based on the credit granted by
all financial institutions. This indicator helps us to
understand financial intermediation (Beck et al., 1999) [1].
The graph below shows how financialization has evolved in the
euro zone, France and the United States since the 1960s. The
level has more than doubled in these three economies. Before
the outbreak of the subprime crisis in the summer of 2007,
loans to the private sector exceeded 100% of GDP in the euro
zone and 200% in the United States.

Figure. Credit granted to the private sector by banks and other
financial institutions
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Arcand, Berkes and Panizza (2012) examined the extent to which
the increasingly predominant role played by finance has an


http://www.google.fr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&ved=0CDcQFjAA&url=http://www.ecb.europa.eu/pub/pdf/scpops/ecbocp133.pdf&ei=nubnUdO9EsHbPaGqgNgL&usg=AFQjCNEQMZgRLfluYt4vPNlGSRO8-1jzcg&bvm=bv.49478099%2cd.ZWU
http://www.google.fr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&ved=0CDcQFjAA&url=http://www.ecb.europa.eu/pub/pdf/scpops/ecbocp133.pdf&ei=nubnUdO9EsHbPaGqgNgL&usg=AFQjCNEQMZgRLfluYt4vPNlGSRO8-1jzcg&bvm=bv.49478099%2cd.ZWU
http://www.google.fr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&ved=0CDcQFjAA&url=http://www.ecb.europa.eu/pub/pdf/scpops/ecbocp133.pdf&ei=nubnUdO9EsHbPaGqgNgL&usg=AFQjCNEQMZgRLfluYt4vPNlGSRO8-1jzcg&bvm=bv.49478099%2cd.ZWU
http://www.google.fr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&ved=0CDcQFjAA&url=http://www.ecb.europa.eu/pub/pdf/scpops/ecbocp133.pdf&ei=nubnUdO9EsHbPaGqgNgL&usg=AFQjCNEQMZgRLfluYt4vPNlGSRO8-1jzcg&bvm=bv.49478099%2cd.ZWU
http://www.google.fr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=3&ved=0CEYQFjAC&url=http://www1.worldbank.org/finance/assets/images/fs02_web.pdf&ei=VBz2UdKPDqGE4ASosYHYAQ&usg=AFQjCNHtRHb2LRECekKClrFNQY_iQPd0GQ&bvm=bv.49784469%2cd.bGE
http://www.google.fr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=3&ved=0CEYQFjAC&url=http://www1.worldbank.org/finance/assets/images/fs02_web.pdf&ei=VBz2UdKPDqGE4ASosYHYAQ&usg=AFQjCNHtRHb2LRECekKClrFNQY_iQPd0GQ&bvm=bv.49784469%2cd.bGE
http://www.google.fr/url?sa=t&rct=j&q=&esrc=s&source=web&cd=3&ved=0CEYQFjAC&url=http://www1.worldbank.org/finance/assets/images/fs02_web.pdf&ei=VBz2UdKPDqGE4ASosYHYAQ&usg=AFQjCNHtRHb2LRECekKClrFNQY_iQPd0GQ&bvm=bv.49784469%2cd.bGE
http://www.ofce.sciences-po.fr/blog/wp-content/uploads/2013/09/Graphe-Blog_English-28-08.jpg

impact on economic growth. To understand the importance of
this paper, it is useful to recall the existing differences in
the findings of the empirical literature. On the one hand,
until recently the most prolific literature highlighted a
positive causal relationship between financial development and
economic growth (Rajan and Zingales, 1998, and Levine, 2005):
the financial sector acts as a lubricant for the economy,
ensuring a smoother allocation of resources and the emergence
of innovative firms. These lessons were derived from models of
growth (especially endogenous) and have been confirmed by
international comparisons, 1in particular with regard to
developing countries with small financial sectors.

Some more skeptical authors believe that the link between
finance and economic growth 1is exaggerated (Rodrik and

Subramanian, 2009). De Gregorio and Guidotti (1995) argue that
the link is tenuous or even non-existent in the developed
countries and suggest that once a certain level of economic
wealth has been reached, the financial sector makes only a
marginal contribution to the efficiency of investment. It
abandons its role as a facilitator of economic growth in order
to focus on its own growth (Beck, 2012). This generates major
banking and financial groups that are “too big to fail”,
enabling these entities to take excessive risks since they
know they are covered by the public authorities. Their
fragility is then rapidly transmitted to other corporations
and to the economy as a whole. The subprime crisis clearly
showed the power and magnitude of the effects of correlation
and contagion.

In an attempt to reconcile these two schools of thought, a
nonlinear relationship between financialization and economic
growth has been posited by a number of studies, including in
particular the Arcand, Berkes and Panizza (2012) study. Using
a dynamic panel methodology, they explain per capita GDP
growth by means of the usual variables of endogenous growth
theory (i.e. the initial GDP per capita, the accumulation of
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human capital over the average years of education, government
spending, trade openness and inflation) and then add to their
model credit to the private sector and the square of this same
variable in order to take account of potential non-linearity.
They are thus able to show that:

1. The relationship between economic growth and private
sector credit is positive;

2. The relationship between economic growth and the square
of private sector credit (that is to say, the effect of
credit to the private sector when it is at a high level)
1s negative;

3. Taken together, these two factors indicate a concave
relationship — a bell curve — between economic growth
and credit to the private sector.

The relationship between finance and growth is thus positive
up to a certain level of financialization, and beyond this
threshold the effects of financialization gradually start to
become negative. According to the different specifications
estimated by Arcand, Berkes and Panizza (2012), this threshold
(as a percentage of GDP) lies between 80% and 100% of the
level of loans to the private sector. [2]

While the level of financialization in the developed economies
is above these thresholds, these conclusions point to the
marginal gain in efficiency that financialization can have on
an economy and the need to control its development.
Furthermore, the argument of various banking lobbies, 1i.e.
that regulating the size and growth of the financial sector
would negatively impact the growth of the economies 1in
question, 1is not supported by the data in the case of the
developed countries.

[1] While this indicator may seem succinct as it does not take



account of disintermediation, its use 1is justified by its
availability at international level, which allows comparisons.
Furthermore, more extensive lessons could be drawn with a
protean indicator of financialization.

[2] Cecchetti and Kharroubi (2012) clarify that these
thresholds should not be viewed as targets, but more like
“extrema” that should be reached only in times of crisis. In
“normal” times, it would be better that debt levels are lower
so as to give the economies some maneuvering room in times of
crisis.
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