The coming recovery

By the Analysis and Forecasting Department, under the
direction of Eric Heyer and Xavier Timbeau

This text summarises the OFCE 2015-2016 economic outlook for
the euro zone and the rest of the world

While up to now the euro zone had not been part of the global
recovery, the conjunction of a number of favourable factors
(the fall in oil prices and depreciation of the euro) will
unleash a more sustained process of growth that is shared by
all the EU countries. These developments are occurring at a
time when the massive and synchronised fiscal austerity that
had pushed the euro zone back into recession in 2011 is
easing. The brakes on growth are gradually being lifted, with
the result that in 2015 and 2016 GDP should rise by 1.6% and
%, respectively, which will reduce unemployment by half a
point per year. This time the euro zone will be on the road to
recovery. However, with an unemployment rate of 10.5% at the
end of 2016, the social situation will remain precarious and
the threat of deflation is not going away.

The expected demand shock

After a period during the Great Recession of 2008-2009 when
growth was boosted by expansionary fiscal policy, the euro
zone countries quickly reversed their policy orientation and
adopted a more restrictive one. While the United States also
chose to reduce its budget deficit, austerity has had less
effect there. First, the negative demand shock at the euro
zone level was amplified by the synchronisation of the
consolidation. Second, in a context of rising public debt, the
lack of fiscal solidarity between the countries opened up a
breach for speculative attacks, which pushed up first
sovereign rates and then bank rates or the non-financial
agents market. The euro zone plunged into a new recession in
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2011, while globally the momentum for growth gathered pace 1in
the other developed countries (chart). This episode of
consolidation and financial pressure gradually came to an end.
In July 2012, the ECB made a commitment to support the euro;
fiscal austerity was eased in 2014; and the Member States
agreed on a draft banking union, which was officially
initiated in November 2014, with new powers on banking
supervision entrusted to the ECB. All that was lacking in the
euro zone then was a spark to ignite the engine of growth. The
transfer of purchasing power to households that resulted from
the fall in oil prices — about one percentage point of GDP if
oil prices stay down until October 2015 - represents this
positive demand shock, which in addition has no budget
implications. The only cost resulting from the shock comes
from the decline in income in the oil-producing countries,
which will lead them to import less in the coming quarters.

An external demand shock will combine with this internal
demand shock in the euro zone. The announcement of a
quantitative easing programme in the euro zone represents a
second factor accelerating growth. This programme, under which
the ECB is to purchase more than 1,000 billion euros of
securities at a pace of 60 billion per month until September
2016, not only will amplify the fall in sovereign yields but
more importantly will also lead to a reallocation of portfolio
assets and drive the euro (further) down. Investors looking
for higher returns will turn to dollar-denominated securities,
especially as the prospect of a gradual monetary tightening in
the US improves the outlook for earnings on this side of the
pond. The rising dollar will lift the currencies of the Asian
countries with it, which will increase the competitive
advantage of the euro zone at the expense this time of the
United States and some emerging countries. It is unlikely that
the fragility induced in these countries and in the oil-
producing countries by the oil shock and by the decline in the
euro will offset the positive effects expected in the euro
zone. On the contrary, they will also be vectors for the



rebalancing of growth needed by the euro zone.

Investment is the factor that will complete this growth
scenario. The anticipation of higher demand will remove any
remaining reluctance to launch investment projects in a
situation where financing conditions are, overall, very
positive, representing a real improvement in countries where
credit constraints had weighed heavily on growth.

All this will lead to a virtuous circle of growth. All the
signals should turn green: an improvement in household
purchasing power due to the oil impact, increased
competitiveness due to the lower euro, an acceleration in
investment and, ultimately, growth and employment.

A fragile recovery?

While the elements promoting the euro zone'’s growth are not
mere hypotheticals about the future but represent a number of
tangible factors whose effects will gradually make themselves
felt, the fact remains that they are somewhat fragile. The
falling price of o0il, for instance, 1is probably not
sustainable. The equilibrium price of oil is closer to USD 100
than USD 50 and, ultimately, a rise in energy prices is in the
cards: what has a positive effect today could undermine the
resumption of a recovery tomorrow. The decline of the euro
seems more long-term; it should last at least until the end of
the ECB’'s quantitative easing programme, which officially is
at least September 2016. The euro should not, however, fall
below a level of 0.95 dollar per euro. The time it takes for
changes in exchange rates to translate into trade volumes,
however, should allow the euro zone to benefit in 2016 from a
gain in competitiveness.

It is worth noting that a Greek exit from the euro zone could
also put a halt to the nascent recovery. The firewalls set up
at the European level to reduce that risk should limit any
contagion, at least so long as the political risk has not been
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concretised. It will be difficult for the ECB to support a
country where a party explicitly calling for leaving the euro
zone 1s at the gates of power. The contagion that 1s now
considered extinguished could then catch fire again and
reignite the sovereign debt crisis in the euro zone.

Finally, the constraints of the Stability Pact have been
shifted so as to leave more time to the Member States,
particularly France, to get back to the 3% target. They have
therefore not really been lifted and should soon be reinforced
once it comes to assessing the budgetary efforts being made by
the countries to reduce their debt.

Figure. The GDP of the euro zone, the United States,
the United Kingdom and Japan
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The US economy at a
standstill in Q1 2015: the
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impact of shale oil

By Aurélien Saussay (@aureliensaussay)

The US Bureau of Economic Analysis has just released 1its
estimate of US growth in the first quarter of 2015: at an
annual pace of 0.2%, the figure is well below the consensus of
the leading American institutes, who had agreed on a forecast
of just above 1% — well below the 3% hoped for in early March.

While it is still too early to know the exact reasons for this
setback, one factor seems to be emerging: in the United
States, the shale oil “revolution” seems to be on the verge of
imploding. The sharp fall in crude prices in the second half
of 2014 caused a collapse in mining activity: the number of
0oil rigs operating in the US fell by 56% from November 2014 to
April 2015, returning to the level of October 2010 (see
chart). The speed of this downturn underscores the fragility
of the shale oil boom and its dependence on high oil prices.

Figure. Oil drilling rig count in the continental US
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Given the very short lifetime of shale oil wells, i.e. less
than 2 years, the sharp decline in the pace of drilling should
result in an equally rapid decline in production in the coming
months: in fact, for the month of May the US Energy
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Information Agency (US EIA) has forecast that shale oil
production will fall for the first time since the start-up of
operations in 2010.

This rapid contraction of the shale o0il industry could have
significant consequences for the US economy. There are two
main components to the macroeconomic impact this will have:
the business of drilling and completing wells, and the gains
in the trade balance from substituting domestic production for
imported oil.

In 2013, the hydrocarbons mining industry and mining-related
services accounted for 2.1% of the US economy, up from 1.6%
four years earlier. At a first order, a decline in the
drilling rate could therefore cut US growth by 0.3 GDP point.
The Fed’'s manufacturing indicator already shows just such a
decline: American industrial output is down by 1% on an annual
basis in first quarter 2015, a first since the second quarter
of 2009. The mining sector seems to be the leading contributor
to this decline, with activity falling off by 4% during the
quarter.

However, this figure neglects the ripple effect from the
sector onto the rest of the economy — which goes beyond the
impact simply on upstream industries: for example, in the
regions affected, shale oil operations were accompanied by a
real estate boom generated by the influx of workers into the
shale fields. Texas and North Dakota, for example, which
concentrate 90% of the total production of shale oil,
contributed over 23% of US growth from 2010 to 2013, whereas
they accounted for only 8% of the economy in 2010. The
negative impact of the collapse of the oil industry could thus
be more important than the size of the oil sector alone might
suggest.

The rise in US production of over 4 million barrels per day in
2014 also led to an improvement in the trade balance,
contributing an additional 0.7 GDP point to growth. If the



reduction in the number of wells is followed by an equivalent
decrease in production starting in the second half-year, and
0il prices stay at around USD 60, US domestic production would
now contribute only about 0.2 GDP point, half a percentage
point less than in 2014.

Finally, the rapid exploitation of shale oil deposits was
mainly due to the so-called independent producers who
specialized in this activity, and who are therefore
particularly vulnerable to the volatility in international
prices. This 1is a very capital-intensive activity: the
independents made use of bonded debt to finance their
operations — for a total of USD 285 billion as of 1 March
2015, including USD 119 billion in high-yield bonds[1]. The
impact of the fall in oil prices has been particularly
important for this last segment: the share of “junk bonds”
rose from 1.6% in March 2014 to 42% in March 2015[2], i.e. 50
billion dollars. It should be noted that this increase has
resulted mainly from the deterioration of existing bonds, even
though new bond issues have also contributed. If this trend
continues, it could lead to a crisis in the high-yield segment
of the US bond market, which would hurt US corporate financing
conditions this year at a time when the Fed wishes to begin to
tighten monetary policy.

The implosion of the shale oil industry will test the strength
of the recovery in the US: if it turns out to be weaker than
expected, the shock of the sharp slowdown in the production of
shale oil could be enough to bring the American economy to
near stagnation in 2015.

[1] Yozzo & Carroll, 2015, “The New Energy Crisis: Too Much of
a Good Thing (Debt, That Is)”, American Bankruptcy Institute
Journal.
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[2] Source: Standard & Poor’s.

Does Price Stability entail
Financial Stability?

by Paul Hubert and Francesco Saraceno (@fsaraceno)

Paul Krugman raises the very important issue of the impact of
monetary policy on financial stability. He starts with the
well-known observation that, contrary to the predictions of
some, expansionary monetary policy did not lead to inflation
during the current crisis. He then continues arguing that
tighter monetary policy would not necessarily guarantee
financial stability either. If the Fed were to revert to a
more standard Taylor rule, financial stability would not
follow. As Krugman aptly argques, “That rule was devised to
produce stable inflation; it would be a miracle, a benefaction
from the gods, if that rule just happened to also be exactly
what we need to avoid bubbles.”

Krugman in fact takes position against the “conventional
wisdom”, which has been widespread in academic and policy
circles alike, that a link exists between financial and price
stability; therefore the central bank can always keep in check
financial instability by setting an appropriate inflation
target.

The global financial crisis is a clear example of the fallacy
of this conventional wisdom, as financial instability built up
in a period of great moderation. A recent analysis by
Christophe Blot, Jérome Creel, Paul Hubert, Fabien Labondance
and Francesco Saraceno shows that the crisis is no exception,
as over the past few decades, in the US and the Eurozone, the
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link between price and financial stability has been unclear
and moreover unstable over time, as shown on the following
figure.

Figure. Coefficient of correlation between consumer price index and
financial stability index for the US (top) and the Euro area (bottom)
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We therefore subscribe to Krugman’s view that financial
stability should be targeted by combining macro- and micro-
prudential policies, and that inflation targeting is largely
insufficient. In another work, Christophe Blot, Jérome Creel,
Paul Hubert and Fabien Labondance argue that the ECB should be
endowed with a triple mandate for financial and macroeconomic
stability, along with price stability. They further argue that
the ECB should be given the instruments to effectively pursue
these three, sometimes conflicting objectives.

The ECB’'s quantitative easing


http://www.ofce.sciences-po.fr/blog/wp-content/uploads/2015/04/G1_Post2804ang_PH.jpg
https://ideas.repec.org/p/spo/wpmain/infohdl2441-53ccj34tat80tq7f6ff0qvvjtj.html
https://www.ofce.sciences-po.fr/blog/ecbs-quantitative-easing-exercise-youre-never-young-start/

exercise: you're never too
young to start

By Christophe Blot, Jérome Creel, Paul Hubert and Fabien
Labondance

The ECB decision to launch a quantitative easing (QE)
programme was widely anticipated. Indeed, on several occasions
in the second half of 2014 Mario Draghi had reiterated that
the Governing Council was unanimous in its commitment to take
the steps needed, in accordance with its mandate, to fight
against the risk of a prolonged slowdown in inflation. Both
the scale and the characteristics of the ECB plan announced on
22 January 2014 sent a strong, though perhaps belated signal
of the Bank’s commitment to fight the risk of deflation, which
has been spreading in the euro zone, as can be seen 1in
particular in inflation expectations over a two-year horizon
(Figure 1). In a special study entitled, “Que peut-on attendre
du 1l'assouplissement quantitatif de la BCE?” [“What can we
expect from the ECB’s quantitative easing?”], we clarify the
implications of this new strategy by explaining the mechanisms
for the transmission of quantitative easing, drawing on the
numerous empirical studies on previous such programmes in the
US, the UK and Japan.
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Figure. Inflation expectations in the euro
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The terms of the quantitative easing decided by the ECB are
indeed similar to those adopted by other central banks,
especially by the US Federal Reserve and the Bank of England,
which make comparisons legitimate. It appears from the
American, British and Japanese experience that the measures
implemented have led to a decline in sovereign interest rates
and more generally to an improvement in the financial
conditions of the overall economy[l]. This has been the result
of sending a signal about the present and future stance of
monetary policy and a reallocation of investors’ portfolios.
Some studies [2] also show that the US QE caused a
depreciation of the dollar. The transmission of QE from the
ECB to this variable could be critical in the case of the euro
zone. An analysis using VAR models shows that the monetary
policy measures taken by the ECB will have a significant
impact on the euro but also on inflation and inflationary
expectations. It is likely that the effects of the
depreciation of the euro on European economic activity will be
positive (cf. Bruno Ducoudré and Eric Heyer), which would
make it easier for Mario Draghi to bring inflation back on
target. The measure would therefore have the positive effects
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expected; however, it might be regrettable that it was not
implemented earlier, when the euro zone was mired 1in
recession. Inflation in the euro zone has fallen constantly
since late 2011, reflecting a gathering deflationary risk
month after month. In fact, the implementation of QE from
March 2015 will consolidate and strengthen a recovery that
would undoubtedly have occurred anyway. Better late than
never!

[1] The final impact on the real economy 1is, however, less
certain, 1in particular because the demand for credit has
remained stagnant.

[2] Gagnon, J., Raskin, M., Remache, J. and Sack, B. (2011).
“The financial market effects of the Federal Reserve’s large-
scale asset purchases,” International Journal of Central
Banking, vol. 7(10), pp. 3-43.

Which companies are investing
in France?

By Sarah Guillou

At a time when investment has become a priority for the
European Union, the IMF and France, at a time when the French
government 1is preparing legislation to boost business
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investment, it is urgent to look into who 1is actually
investing in France’s physical capitalll].

Physical investment in France'’'s commercial sector 1is
concentrated in certain sectors: manufacturing, trade,
transport, real estate, information and communication, along
with the generation of electricity and gas. These “big
contributors” totalled 72% of all tangible investment in 1997,
and 70% in 2011. This temporal stability obscures two major
changes: the manufacturing and real estate sectors saw their
contribution to investment change dramatically. The decline in
manufacturing’s share of GDP has resulted in a decline in the
share of investment in machinery and tools. However, this type
of investment includes investments in automation and
computerization, which are major vectors for boosting
productivity. Nor was this decline offset by investment in the
information and communication sector, which also invests
heavily in machine tools.

The steep rise in real estate and construction prices inflated
construction’s share of investment. It 1is particularly
noteworthy that the increase in construction prices has
captured a large share of business spending on capital
investment, thereby diverting financial capital from
productive destinations. While this dynamic growth in
investment in construction has indeed positively influenced
investment trends in physical assets, it mainly explains the
dynamics of investment in the property sector. Construction
prices have not fallen since the crisis, even though the
volume of investment has fallen sharply.

The resilience of the investment rate France’s non-financial
companies is due in part to investment in construction, but
this holds true especially for the real estate sector and the
transport sector.

The highest investment rates are on the part of the big
corporations and firms with the highest profit rates.
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Furthermore, the rate of investment is positively correlated
with the debt ratio, exporter status, export intensity and R&D
intensity. In contrast, human capital indicators such as
labour productivity or average hourly earnings tend to be
negatively correlated with the investment rate.

The continuation of deindustrialization and the outsourcing of
manufacturing could accelerate the decline in investment in
machine tools and equipment. The development of information
and communication technology and of this sector more generally
could offset the decline in manufacturing. Given that
investment in machine tools 1s a source of higher
productivity, maintaining a solid level of activity in the
manufacturing sector and the information and communications
sector is imperative.

[1] Note de 1’0OFCE no. 50 of 22 April 2015 [in French]
characterizes the sectors and companies that invest in France.

France: Recovery .. at last!

By Mathieu Plane, Bruno Ducoudré, Pierre Madec, Hervé Péléraux
and Raul Sampognaro

The OFCE’s forecast for the French economy in 2015-2016 is now
available.

Not since the beginning of the subprime crisis has the French
economy been in such a favourable situation for a recovery.
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The fall in oil prices, the ECB’'s proactive and innovative
policy, the easing of fiscal consolidation in France and the
euro zone, the gathering impact of the CICE tax and the
implementation of the Responsibility Pact (representing a tax
transfer to business of 23 billion euros in 2015 and nearly 33
billion in 2016) all point in the same direction. The main
obstacles that have held back French activity over the last
four years (over-calibrated fiscal austerity, a strong euro,
tight financial conditions, and high oil prices) should all be
out of the way in 2015 and 2016, with pent-up growth finally
released. The supply policy being pushed by the government,
whose impact on business is still pending, will be all the
more effective thanks to the positive demand shock from
foreign trade, which will allow the economic rebalancing that
was lacking up to now.

French GDP will grow by 1.4% in 2015, with the pace
accelerating in the course of the year (to 2% yoy). The second
half of 2015 will mark the turning point in the recovery, with
the corporate investment rate picking up and the unemployment
rate beginning to fall, ending the year at 9.8% (after 10% in
late 2014). 2016 will then be the year of recovery, with GDP
growth of 2.1%, a 4% increase 1n productive investment and the
creation of nearly 200,000 private sector jobs, pushing the
unemployment rate down to 9 5% by end 2016. In this positive
context, the public deficit will fall significantly, and 1is
expected to be 3.1% of GDP in 2016 (after 3.7% in 2015).

Obviously this virtuous cycle will only take effect if the
macroeconomic environment remains favourable (low oil prices,
a competitive euro, no new financial tensions in the euro
zone, etc.) and if the government limits itself to the budget
savings already announced.



On Thomas Piketty’s Capital
in the Twenty-First Century

Presentation by Gérard Cornilleau

In 2014, the world of social science publications was marked
by the appearance of Thomas Piketty’s book, Capital in the
Twenty-First Century. The book’s global success, which is rare
for a rather difficult work originally published in French,
led to renewed debate on the distribution of wealth and
income. Contrary to the widespread view that economic growth
diminishes inequality and sooner or later leads to a balanced
society with a large middle class (Kuznets’ hypothesis),
Thomas Piketty uses long-term historical data, some of it new,
to show that the norm is instead a widening gap between the
rich and everyone else. Periods of falling inequality appear
conversely to be related to accidents of political and social
history (war, ideological upheaval, etc.). Therefore, and
unless another countervailing accident were to occur, Western
society seems doomed to suffer an increasingly severe
imbalance in the distribution of wealth. Piketty believes that
structural changes in taxation could contain this tendency,
which is unsustainable in the long-term.

It is hardly surprising that this analysis has upset the
applecart of the received wisdom and occasionally provoked
strong reactions, and even denial that inequality is real — in
other words, criticism that Piketty’s analysis 1is overly
pessimistic. It was obvious that the OFCE needed to
participate in this public debate. Several OFCE researchers
have contributed by offering additional insights to Piketty'’s
arguments or critical analysis. These contributions can be
found in a special dossier in issue 137 of the Revue de
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L’OFCE on Le capital au XXI° siécle [in French]. Jean-Luc
Gaffard’s observations focus on issues related to the nature
of capital and the relationship between its productive
component, its remuneration and the regulation of the system
as a whole, which could affect pessimistic conclusions about
the long-term difference between the rate of profit and the
rate of growth in output. Guillaume Allegre and Xavier Timbeau
seek to deepen the analysis of the nature of capital,
focussing on the rise in the compensation of property rights,
which has led to the emergence of a new type of technological
rentier. They also analyse the contribution of housing wealth
before concluding, as does Piketty himself, that it is a key
factor in inequality.

Thomas Piketty agreed to participate in this discussion by
writing a response for the Revue de l’OFCE, in which he
clarifies his thinking about a number of issues, such as the
hybrid nature of capital, which mixes productive capital,
housing wealth and intellectual property rights, whose yield
has more to do with a process of social construction than with
a simple technical relationship between capital and
production.

This dossier also reflects the OFCE’s commitment to promote
scientific debate around key issues in economics. Our thanks
go to the authors who contributed to this discussion, and to
Thomas Piketty who has engaged in this process of constructive
criticism. Finally, we hope that this dossier will help give
readers a better understanding of the importance of the issue
of inequality and the role it plays in long-term social
cohesion.
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Shale gas: recovering a
mirage?
By Aurélien Saussay

A report posted online on April 7 by Le Figaro assesses the
gains that could be expected from the exploitation of shale
gas 1in France: the report concludes that this 1is an
opportunity to revive the French economy and cut France’s
energy costs by substituting domestic production for our
imports of gas. It estimates that the macroeconomic impact
would be substantial: in the “likely” scenario, more than
200,000 jobs would be created, with an additional 1.7 points
of GDP on average over a 30-year period.

The magnitude of these figures stems directly from the
assumptions used in the report, especially in terms of
geology. The production costs for a shale gas field and the
volumes that could be extracted depend on the field’s physical
characteristics (depth, permeability, ductility of the rock,
etc.). However, without carrying out any experimental
fracking, it is very difficult to make a future estimate of
all of these parameters, and hence of the final production
cost.

It is nevertheless possible to see how these parameters are
distributed in the only territory that has extensively
exploited shale gas up to now: the United States. By reviewing
the production data for the US deposits accumulated over more
than ten years, a realistic distribution of production costs
can be modelled. This is the approach adopted to develop the
SHERPA model, which is described in an OFCE working paper
published today, Can the U.S. shale revolution be duplicated
in Europe?

More than 60 shale gas deposits have been explored in the
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United States since it first began to be exploited in the
early 2000s. But only 30 have been put into commercial
production, and six of these account for over 90% of the total
US output of shale gas. Based on the geological assumptions
corresponding to the median of the six best deposits, the Net
Present Value (NPV) of France’s gas resources comes to 15
billion euros — 15 times less than the 224 billion estimated
in the aforementioned report. To reach this latter figure, it
must be assumed both that the cost of drilling and well
completion will be similar in France and the United States,
and that the French deposits are comparable to the best
American field, around Haynesville, Louisiana .. but the
characteristics of that field are exceptional: the average
output of its gas wells is nearly four times the average of
the five other main deposits. While it is of course impossible
a priori to exclude that this latter assumption would hold, it
is very unlikely.

This uncertainty emphasizes the need to carry out experimental
drilling to guard against overly optimistic scenarios. The
case of Poland is instructive: the projections of the US
Energy Information Agency (EIA) pointed to very large shale
gas reserves in a country that is heavily dependent on imports
of Russian gas. The Polish government, keen to strengthen its
energy independence, decided to try to speed up domestic
production, offering up to a third of its territory for
operating concessions. The first wells were disappointing: it
turned out that the rocks in the Polish deposit contained too
much clay, making them too ductile and impeding good
fracturing of the rock — an essential step for exploiting
shale gas, regardless of which technology is used. After the
trials, Poland’s substantial reserves, touted as the largest
in Europe, proved to be unworkable.

This kind of evaluation should be made in a way that is public
and transparent. Professional prospectors, whose main activity
is to assess the geological reality of a hydrocarbon deposit



previously estimated on paper, in fact have an interest in
overestimating the pre-drilling assessments in order to sell
their services. An example from abroad once again shows the
extent of the problem: in May 2014, the US EIA reported that
the estimate of the exploitable volume of shale oil in the US
Monterey deposit, hitherto regarded as one of the most
promising, was being slashed by 96%. After a review, it was
clear that the first estimate, made two years earlier, had
been based entirely on the calculations of private independent
prospectors, without the intervention of the governmental
services of the US Geological Survey.

To ensure a realistic assessment of France’s resources of
shale gas, experimental drilling needs to be entrusted to a
public body, with fully transparent results and methodology.
Only an approach like this can ensure that future scenarios
are objective and not unduly optimistic.

The erosion of France'’s
productive base: causes and
remedies

Xavier Ragot, President of the OFCE and the CNRS

The deindustrialization of France, and more generally the
difficulties facing sectors exposed to international
competition, reflects trends that have been at work in France
and in Europe for more than a decade. Indeed, while the
strictly financial moment when the crisis struck in 2007 was
the result of the bursting of the American real estate bubble,
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the scale of its impact on Europe’s economy cannot be
understood without looking at vulnerabilities that have
previously been neglected.

In “Erosion du tissu productif en France: Causes et remédes”,
OFCE working document no. 2015-04, Michel Aglietta and I offer
a summary of both the microeconomic and macroeconomic factors
behind this productive drift. Such a synthesis is essential.
Before proposing any policy changes for France, it 1is
necessary to make a coherent diagnosis of major trends in
international trade as well as of the real situation of
France’s productive fabric.

European divergences

The starting point is the surprising divergence seen 1in
Europe. The euro zone's two largest countries, Germany and
France, have diverged in an unprecedented way since the
mid-1990s. While property prices remained stable in Germany,
in France they increased by a factor of 2.5, hitting the
country with two negative consequences: a high cost of living
for its employees, and a collapse in property investment by
its businesses. Wages in Germany are now 20% lower than in
France due to the wage moderation implemented to manage the
former’s reunification process. Furthermore, until the crisis,
real short-term interest rates (which take into account
inflation differentials) were about 1 percentage point lower
in France and Spain than in Germany. This change in the price
of the production factors (higher real interest rates and
lower wages in Germany than in France) did not give rise to a
greater substitution of capital for labour in France. There
was Llittle difference between the two countries in the
investment rate, which was relatively stable in both. Other
indicators, such as the number of robots, indicate on the
contrary that there was less modernization of France's
productive fabric. These changes in factor prices have not
therefore translated into an adjustment in the productive
fabric, but have instead led to an unsustainable divergence in
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the current accounts.

Current account balances are crucial concepts for measuring
disequilibria within Europe. A positive current account means
that a country is lending to the rest of the world, while a
negative current account means that it is borrowing from the
rest of the world. While European rules have focused attention
on the public deficit alone, the proper measure of a country’s
indebtedness is the current account, the sum of public and
private debt. On this measure, Germany'’s current account 1is
one of the most positive in the world, meaning that it 1is
lending heavily to other countries. While over the last three
years the differences between European current accounts have
been narrowing, this is the result more of a contraction in
activity due to austerity measures than of a modernization of
the productive base in countries with negative current
accounts. The European framework for analysing macroeconomic
imbalances does of course have numerous indicators, including
the current account. However, in practice the multiplicity of
indicators gives a crucial role to the numerical public
deficit targets. So while the framework for European
surveillance seems very general in its assessment of economic
imbalances, it is the short-term budgetary aspect alone that
dominates analysis. Don’t forget that Spain’s public debt was
less than 40% of GDP in 2007, but over 90% of GDP in 2013. Low
public debts are not therefore a sufficient condition for
macroeconomic stability, just as public debts that are
temporarily high are not necessarily a sign of structural
problems.

The fragility of France’s productive base

In this sense, corporate data can be used to gain insight into
trends in the French economy. French companies did of course
experience a fall in margins, but this has mainly affected
sectors exposed to international competition. Corporate
profitability (which finances the payment of dividends and
interest and contributes to investment) fell from 6.2% in 2000



to less than 5% in 2012. Despite this decline, the investment
rate held steady in all business categories during the period,
in part funded by corporate savings, which declined from a
rate of 16% in 2000 to 13% in 2012. The result has been a
substantial rise in corporate debt, although up to now this
has not led by higher debt costs due to the fall in interest
rates. All these factors are inevitably fuelling concern about
the health of our productive fabric: France’s businesses have
responded to economic difficulties, not by innovation, but by
financializing their balance sheets and taking on debt.

Towards partnership in governance

To innovate, invest and upscale, France'’s companies must make
efforts over the long term — this is the only way there will
be a process of reconvergence in Europe. The point is not to
maximize short-term financial returns, through for example
excessive dividend payments, but rather to invest over
horizons that are typically considered (too) 1long by
companies. As a result, making improvements to France’s
productive fabric will require shifting corporate governance
towards a model based on stronger partnerships and a more
long-term vision in order to invest in employees’ skills and
qualifications, in intangible assets, and in new technologies.
Social dialogue is not just about income distribution and tax
reform but is also essential within companies in order to
ensure the mobilization of our only productive wealth, men and
women who are putting their all into their work.



