Austerity and purchasing
power 1in France

By Mathieu Plane

Is France implementing an austerity policy? How can it be
measured? Although this question is a subject of ongoing
public debate, it hasn’t really been settled. For many
observers, the relative resilience of wage dynamics indicates
that France has not carried out an austerity policy, unlike
certain neighbours in southern Europe, in particular Spain and
Greece, where nominal labour costs have fallen. Others
conclude that France cannot have practiced austerity since
government spending has continued to rise since the onset of
the crisis[1l]. The 50 billion euros in savings over the period
2015-17 announced by the Government would therefore only be
the beginning of the turn to austerity.

Furthermore, if we adhere to the rules of the Stability and
Growth Pact, the degree of restriction or expansion of a
fiscal policy can be measured by the change in the primary
structural balance, which is also called the fiscal impulse.
This includes on one side the efforts made on primary public
spending (i.e. excluding interest) relative to the change in
potential GDP, and on the other side the change in the tax
burden in GDP points. Thus, over the period 2011-13, France’s
primary structural balance improved by 2.5 percentage points
of GDP according to the OECD, by 2.7 points according to the
European Commission, and by 3.5 points according to the OFCE.
While there are significant differences in the measurement of
fiscal austerity during this period, the fact remains that,
depending on the method of calculation, it amounted to between
55 and 75 billion euros over three years[2].

A different way of measuring the extent of fiscal austerity
involves looking at the change in the components of household
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purchasing power. Purchasing power can in fact be used to
identify the channels for transmitting austerity, whether this
is through labour income or capital, benefits or the tax
burden on households[3]. Changes in the components of income
clearly show that there was a pre-crisis and a post-crisis in
terms of the dynamics of purchasing power per household.

Over the period 2000-2007, purchasing power grew by more than
4000 euros per household ..

This corresponds to an average increase of about 500 euros per
year per household [4] (Table) over the eight years preceding
the subprime crisis, a growth rate of 1.1% per year. On the
resource side, real labour income per household (which
includes the EBITDA of the self-employed), supported by the
creation of more than 2 million full-time equivalent jobs over
the period 2000 to 2007, increased on average by 0.9% per
year. But it is above all real capital income per household
(which includes the imputed rents of households occupying the
accommodation that they own) that increased dramatically over
this period, rising twice as fast (1.7% on average per year)
as real labour income. As for social benefits in cash, these
increased by 1% on average in real terms in this period, 1i.e.
a rate equivalent to the rate for total resources. As for
levies, tax and social contributions from 2000 to 2007 have
helped to reduce purchasing power per household by 0.9 points
per year, which corresponds to about 100 euros per year on
average. Breaking down the increase in levies, 85% came from
social contributions (employees and self-employed), mainly due
to hikes in premiums related to pension reform. Taxes on
income and wealth contributed to cutting purchasing power per
household by only 14 euros per year, despite a sharp increase
in capital income and property prices over the period
2000-2007. During this period, taxes on households deflated by
consumer prices increased by less than 2%, whereas real
household resources grew by almost 9% and real capital income
by 14%. The reduction in income tax, which began under the
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Jospin government, and was continued by Jacques Chirac during
his second term, explains in large part why taxes have had so
little negative impact on purchasing power during this period.
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-but over the period 2008-2015, purchasing power per household
fell by more than 1600 euros

The crisis marks a sharp turn with respect to past trends.
Indeed, over the period 2008-2015, purchasing power per
household fell, on average, by almost 1630 euros, or 230 euros
per year.

Over the eight years since the start of the crisis, we can
distinguish three sub-periods:

— The first, from 2008 to 2010, following the
subprime crisis and the collapse of Lehman Brothers, 1is
characterized by the relatively high resistance of purchasing
power per household, which increased by nearly 40 euros per
year on average, despite the loss of 250,000 jobs over this
period and the sharp decline in capital income (200 euros on
average per year per household). On the one hand, the sharp
drop in oil prices from mid-2008 had the effect of supporting
real income, including real wages, which increased 0.9%
annually. On the other hand, the stimulus package and the
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shock absorbers of France’s social security system played
their countercyclical role by propping up average purchasing
power through a sharp rise in social benefits in kind (340
euros on average per year household) and a slightly positive
contribution by taxes to purchasing power.

— The second period, from 2011 to 2013, is marked by
intense fiscal consolidation; this is a period in which the
tax burden increased by about 70 billion euros in three years,
with a massive impact on purchasing power. Higher tax and
social security charges wound up eroding purchasing power by
930 euros per household, more than 300 euros on average per
year. Moreover, the very small increase in employment
(+32,000) and stagnating real wages, combined with the impact
of an increase in the number of households (0.9% annually),
led to a reduction in real labour income per household of
almost 230 euros per year. In addition, real capital income
per household continued to make a negative contribution to
purchasing power from 2011 to 2013 (-105 euros on average per
year per household). Finally, although social benefits were
slowing compared to the previous period, they were the only
factor making a positive contribution to purchasing power
(about 120 euros per year per household). In the end,
purchasing power per household fell by 1,630 euros in three
years.

- The third period, 2014 and 2015, will see yet
another slight reduction in household purchasing power,
amounting to about 110 euros in two years. The weak situation
of employment and real wages will not offset the increase in
the number of households. Thus, real labour income per
household will decline slightly over the two years (-43 euros
per year on average). Real capital income will, in turn, be
roughly neutral in terms of its effect on purchasing power per
household. Although they are not rising as much, tax and
social contributions will continue to weigh on purchasing
power due to the ramp-up of certain tax measures approved in
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the past (environmental taxes, higher pension contributions,
local taxes, etc.). In total, the increase in the rate of
levies on households in 2014-15 will reduce purchasing power
per household by 170 euros. In addition, the expected savings
on public spending will hold back growth in social benefits
per household, which will rise by only about 60 euros per year
on average, a rate that is half as high as the pre-crisis
period despite the worsening social situation.

While this analysis does not tell us about the distribution
per quantile of the change in purchasing power per household,
it nevertheless provides a macro view of the impact of
austerity on purchasing power since 2011. Out of the 1750
euros per household lost in purchasing power from 2011 to 2015
(see Figure), 1100 euros is directly related to higher taxes
and social contributions. In addition to the direct impact of
austerity, there 1is the more indirect impact on the other
components of purchasing power. In fact, by cutting activity
through the mechanism of the fiscal multiplier, France’s
austerity policy has had a massive impact on the labour
market, by either reducing employment or holding down real
wages. While the magnitude is difficult to assess, the fact
remains that real labour income per household fell by 770
euros in five years. Finally, while since the onset of the
crisis social benefits have up to now acted as a major shock
absorber for purchasing power, the extent of savings in public
spending planned from 2015 (out of the 21 billion euros in
savings in 2015, 9.6 billion will come from social security
and 2.4 billion from spending on state interventions) will
have a mechanical impact on the dynamics of purchasing power.

Thus, with purchasing power per household falling in 2015 to
its level of thirteen years ago and having suffered a historic
decline in 2011-13 in a period of unprecedented fiscal
consolidation, it seems difficult to argue on the one hand
that France has not practiced austerity so far and on the
other hand that it is not facing any problem with short-term
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demand.
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[1] Since 2011, the rate of growth of public spending in
volume has been positive, but has halved compared to the
decade 2000-10 (1.1% in volume over the period 2011-14,
against 2.2% over the period 2000-10). Moreover, in the last
four years, it has increased at a rate slightly below the rate
of potential GDP (1.4%). From an economic point of view, this
corresponds to an improvement in the structural balance due to
an adjustment in public spending of 0.5 percentage point of
GDP over the period 2011-14.

[2] These differences in the measurement of austerity come
from differences in a number of evaluation factors, such as
the level of potential GDP and its growth rate, which serve as
the benchmark for calculating the structural fiscal
adjustment.

[3] It is important to note that gross disposable income
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includes only income related to cash benefits (pensions,
unemployment benefits, family allowances, etc.) but not social
transfers in kind (health care, education, etc.) or public
collective expenditures that benefit households (police,
justice, defence, etc.).

[4] Here we use the concept of average purchasing power per
household and not purchasing power per consumption unit.

The official introduction of
the euro in Lithuania: does
1t really make no difference?

Sandrine lLevasseur

On 1 January 2015, Lithuania adopted the euro officially,
becoming the 19th member of the euro zone. The adoption was in
reality formal, as the euro was already (very) present in
Lithuania. For example at the end of 2014, over 75% of loans
to Lithuanian businesses and households were denominated in
euros, as were 25% of bank deposits.

The use of the euro alongside Lithuania’s national currency,
as a currency for loans, a means of savings and for invoicing,
is neither an anomaly nor simply an anecdote: this practice
concerns or concerned a number of countries in the former
communist bloc. “Euroization” [1] is the result of economic
and political events that, at one time or another in these
countries’ histories, have led them to use the euro in
addition to their own currency. So given this context, will
the official introduction of the euro in Lithuania really not
change anything? Not exactly. Lithuania will see some changes,
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admittedly minor, as will the decision-making bodies of the
ECB.

The euroization of loans and deposits: the case of Lithuania,
neither anomaly, nor anecdote ..

If we exclude the principalities, islands and States (Andorra,
San Marino, the Vatican, etc.) that have negotiated the
adoption of the euro with the European authorities but without
joining the European Union together with the countries that
have adopted the euro unilaterally (Kosovo and Montenegro),
there is in addition a whole set of countries that use the
euro alongside their own currency. These countries are mostly
from Central and Eastern Europe, the Balkans or the
Commonwealth of Independent States (CIS). For example, 1in
2009, before Estonia and Latvia officially joined the euro
zone (in 2011 and 2013, respectively), lending by private
agents in the three Baltic states was mainly denominated in
the euro, reaching a level of almost 90% in Latvia (Figure 1).
Countries such as Croatia, Romania, Bulgaria, Serbia and
Macedonia were not far behind, with over 50% of their loans
denominated in euros. The figures for deposits in euros are
somewhat less striking (Figure 2), but still raise questions
as to the attraction that the euro exerted in some countries
as a payment or reserve currency or for precautionary savings.



Figure 1. Share of loans to the private sector denominated in euros (emerging Europe, 2009}
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Figure 2. Share of private sector deposits in euros (emerging Europe, 2009)
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There are a number of reasons why these countries have used
the euro in addition to their own currency:

— The existence of fixed (or relatively fixed) exchange rates
against the euro, which protects borrowers against the risk
that their euro-denominated debt will grow heavier (since the
likelihood of a devaluation / depreciation of the national
currency is considered to be low);

— A lower interest rate on loans denominated in euros than
when the loans are denominated in the national currency;
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— A strong presence of multinational companies (particularly
in the banking sector) that have not only funds in euros but
also the “technology” to lend / borrow in euros;

— For loans in euros, the ex ante existence of bank deposits
in euros, which is itself linked to multiple factors (e.g. the
credibility of the monetary authorities, a strong presence of
multinationals, revenue from migration coming from countries
in the euro zone)

These factors have been present to a greater or lesser extent
in the different countries. In Lithuania, the existence of a
Currency Board [2] vis-a-vis the euro since 2002 has generally
contributed to the economy’s “euroization”. This system of
fixed exchange rates has enjoyed great credibility, prompting
the country’s businesses and consumers to borrow in euros,
particularly since these benefited from very low interest
rates (Figure 3). The presence of multinational companies in a
number of sectors strengthened the use of the euro as a
benchmark currency for different functions (billing, deposits
and savings). The importance to Lithuania of banks from the
euro zone should nevertheless not be overestimated: the three
largest banks operating in Lithuania are from Sweden and
Norway. The risk of loans in euros thus involves, beyond the
risk associated with the value of the Lithuanian lita, a risk
associated with the value of a third currency. .. This risk
will obviously not disappear with Lithuania’s formal adoption
of the euro.
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Figure 3. Interest rates on loans to the private sector
(based on the denomination of the loan)
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What changed on 1 January 20157
Four changes can be highlighted:

(1) The euro now circulates in Lithuania in the form of notes
and coins, whereas previously it existed primarily in the form
of bank money (bank deposits and euro-denominated loans); the
euro 1is the 1legal tender and will be used for all
transactions; and the 1lita will disappear after dual
circulation for a fortnight.

(2) Changes to the price labels for goods will result in
additional inflation, due to more frequent rounding off
upwards rather than downwards. However, this phenomenon, which
has been seen in all countries during the transition
(official) to the euro, should have only a minor impact.
Experience shows that in general perceived inflation is higher
than actual inflation.

(3) Lithuania is adhering de facto to the banking union, which
can provide benefits in the financial sector (e.g.
opportunities for additional collaboration in a common
monetary and banking space, existence of an orderly resolution
mechanism in case a bank runs into difficulty).
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(4) The Governor of Lithuania’s Central Bank 1s now a member
of the ECB Governing Council and therefore participates in
decision-making on euro zone monetary policy, whereas
previously, under its Currency Board system[3], Lithuania’s
Central Bank had no choice but to “follow” the decisions taken
by the ECB in order to maintain parity with the euro. It could
be arqgued that in any case Lithuania will not carry much
weight in the ECB’s choice of monetary policy due to the size
of its economy. Note, however, that Lithuania’s entry into the
euro zone 1is bringing changes to the way decisions are made by
the ECB Governing Council. The principle of “one country, one
vote” that prevailed until now 1is being abandoned in
accordance with the Treaties, due to the entry of a 19th
member into the euro zone. Henceforth, the five “major”
countries in the euro zone (defined by the weight of their GDP
and their financial system) havenow four voting rights, while
the other fourteen countries have eleven votes. The vote in
each group is established according to a rotation principle,
which displeases the Germans, but not just them. In practice,
however, it is not certain that this change in the voting
system will affect many decisions. For example, while the
governor of Germany’'s central bank now has only 80% of its
voting right, it still has 100% of its right to speak.. Will
not voting one month out of five really mean that it loses its
power of persuasion?

On 1 January 2015, the official adoption of the euro by
Lithuania was thus not at all amount to a Big Bang. However,
it is very symbolic for Lithuania, further demonstrating how
much it is anchored in both Europe and the euro zone. This
shows once again that despite all the turmoil the zone has
experienced, it still has its supporters. The most striking
result of Lithuania’'s accession to the euro zone is probably
the change in the ECB’s system of voting rights: here too the
symbolic meaning is heavy, as it sounds the death knell of the
principle, “one country, one vote”.
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For more on the issue of euroization, readers can see:

Sandrine Levasseur (2004), Why not euroization ? Revue de
l’OFCE, Special Issue “The New European Union Enlargement”,
April 2004.

For more on the system of rotating voting rights in the ECB,
see:

Silvia Merler (2014), Lithuania changes the ECB’s voting
system, Blog of Bruegel, 25 July 2014.

[1] Strictly speaking, euroization refers to the adoption of
the euro as legal tender by a country without its being given
permission by the issuing institution (i.e. the European
Central Bank) or the decision-making authorities (i.e. the
heads of State of the European Union member countries).
Euroization is then said to be unilateral. It differs from the
phenomenon discussed here, where the euro 1is used 1in
conjunction with the national currency, but only the national
currency constitutes legal tender.

[2] A currency board involves a system of fixed exchange rates
in which the central bank simply converts foreign exchange
inflows and outflows into the local currency at the pre-
defined parity. A central bank that adopts this system gives
up the tool of autonomous monetary policy: its role is reduced
to that of a “cashier”.

[3] See footnote 2.
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