Could France have a different
fiscal policy?

By Jérome Creel

Shouldn’t the economic crisis that is gripping the euro zone,
including France, lead to calling into question the approach
being taken by fiscal policy? In light of the unprecedented
broad consensus among economists about the impact of fiscal
policy on the real economy, it is clear that the austerity
measures being adopted by France are a mistake. Moreover,
invoking European constraints is not a good enough argument to
exclude a much more gradual process of putting the public
purse in order (also see the iAGS project).

There 1is no need to go beyond what European legislation
requires, and doing so can be especially harmful if in fact
the additional budgetary efforts generate less growth and,
ultimately, further deterioration in the public finances due
to higher social spending and lower tax revenue. What do the
existing European treaties actually demand? In the case of a
government deficit that exceeds 3% of GDP, the minimum effort
required for fiscal adjustment consists of reducing the
cyclically adjusted deficit, i.e. the structural deficit, by
at least 0.5% of GDP per year. Furthermore, the time period
for reducing the debt to 60% of GDP is 20 years. Finally,
exceptional circumstances now include an “unusual event” that
could justify deviating from the current standards for the
deficit.

Based on these exceptional circumstances and on the rule
requiring an annual improvement of at least 0.5% of GDP in the
structural deficit, it can be shown that the French government
has fiscal maneuvering room in 2012 and 2013, while still
complying with European fiscal rules.
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Table 1 lists the sequence of public deficits and of GDP
growth from 2011 to 2013 according to two forecasts produced
by the European Commission in the Spring and then the Autumn
of 2012. According to the Spring forecast, the French
structural deficit was supposed to decrease by 1.2% of GDP
between 2011 and 2013, on average slightly above what 1is
required by the Commission. In fact, the improvement from 2011
to 2012 exceeded 0.5% of GDP, while it fell below that from
2012 to 2013.

What about the Autumn 2012 forecast? The expected improvement
in France’s structural deficit was now expected to be 1.1% of
GDP between 2011 and 2012 and then 1.4% of GDP between 2012
and 2013, taking into account the government’s commitment to
reduce public spending and raise taxes. These projected
improvements in the structural deficit are two and three times
greater than what European fiscal rules require, which is a
lot! For the year 2013, this amounts to almost 20 billion
euros that need not be levied on French households and
businesses. Abandoning this 1levy does not mean
abandoning fiscal austerity, but rather spreading it out over
time.

Furthermore, the European Commission now expects a slowdown in
the French economy in 2013. Unless one argues that the French
government is responsible for this slowdown — and while this
might indeed be the case in light of the austerity budget the
government is imposing on the French economy, it is far from
clear that the European Commission would want to employ such
an argument, given its role in championing austerity! — this
deterioration in the country’s growth prospects could fall
within the category of an “unusual event,” thus giving France
an opening to invoke exceptional circumstances in order to
stagger and extend its fiscal adjustment efforts.

Instead of awaiting the miraculous effects of structural
reform — a potentially lengthy and uncertain process — all
that is really needed is to apply the regulations in force,
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without imposing an overly restrictive reading of what they
contain, so as to limit the reduction in growth being caused
by austerity and avoid a new period of rising unemployment.
According to the conclusions of the 1AGS report, staggering
the fiscal austerity measures in France would lead to adding
0.7 GDP point to growth every year from 2013 to 2017.

The “unusual event” constituted by yet another year of very
low growth in 2013 for France also opens the possibility of
suspending the austerity policies, at least temporarily. Once
again according to the findings of the iAGS report, the French
government should put off till 2016 its policy of
consolidating the public finances. The gain in terms of growth
would be 0.9 percentage point per year between 2013 and 2017.
Provided that this policy is actually conducted carefully and
not postponed indefinitely, it would enable France to reduce
its public debt to GDP ratio in compliance with existing EU
treaties.

Forecast for the French economy

2011 2012 2013
Public deficit Spring 2012 5.2 4.5 4.2
Lli e Autumn 2012 5,2 45 35
Structural deficit SPring 2012 4.1 3.2 2.9
(% of GDP) Autumn 2012 4.5 3.4 2.0
PIB Spring 2012 1.7 0.5 1.3
(%) Autumn 2012 1.7 0.2 0.4

Source: European Cammission forecasts,
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2013: what impact will the
(national) fiscal measures
have on growth?

By Mathieu Plane

This text supplements the 0October 2012 forecasts for the
French economy

After having detailed the multiplier effects expected for the
different fiscal policy instruments, the average domestic
fiscal multiplier associated with the austerity measures being
implemented in France in 2013 will be 0.9. This policy will
cut GDP by 1.7% in one year alone. After a cumulative fiscal
effort of 66 billion euros in 2011 and 2012, the structural
saving expected for 2013 represents about 36 billion euros
(1.8 GDP points) if we include both the measures in the 2013
budget bill (Projet de loi de finances — PLF) and the various
measures adopted previously (Table). The fiscal shock
resulting from the PLF for 2013 comes to 28 billion euros, of
which 20 billion is solely on tax and social security
contributions (prélévements obligatoires — PO). Of the
remaining 8 billion, an increase of nearly 5 billion euros in
tax and social security contributions is from the second
supplementary budget (Loi de finances rectificative — LFR) for
the summer of 2012, the rest being mainly due to the first LFR
for 2012 and to the hike in contributions resulting from the
revision of the pension reform in summer 2012.

In total, the fiscal effort in 2013 can be broken down between
tax and social contributions of about 28 billion euros (1.4
GDP points) and structural savings on primary public
expenditure of 8 billion (0.4 GDP point). The burden of higher
taxes and social contributions breaks down to nearly 16
billion euros for households and more than 12 billion for
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business. This breakdown does not take into account the
competitiveness measures announced on 6 November by the Prime
Minister. The tax credits for competitiveness and employment
(CICE) will not have any fiscal impact in 2013, with the
exception of the possible establishment in 2013 of an advance
on their future tax credits for some companies short of cash.

Based on the variants in the fiscal multiplier, made with e-
mod.fr according to the economy’s position in the cycle, for
the main taxes and social security contributions as well as
for the key components of public expenditure [1] and based on
the different evaluations we were able to carry out,
particularly in the context of the assessment of the Five-year
economic programme, we applied a specific fiscal multiplier to
each measure for 2013 (Table). The short-term multipliers take
into account only the direct effects of the measures on
domestic activity, regardless of the fiscal policies of our
trading partners, which amplify the impact of national policy.
It is also assumed that monetary policy remains unchanged. The
long-term multiplier values differ from the short-term ones,
being generally lower unless a long-term negative output gap
1s maintained.

Of the 16 billion euro increase in tax and social security
contributions on households in 2013, the discretionary
increase 1in personal income tax (IR) will be 6.4 billion,
including 3.2 billion from the 2013 Budget Act (Loi de
finances) — against 4 billion in the PLF, as the proposal to
tax capital gains on securities at the income tax scale will
be largely amended, and the yield from the measure could
decrease by about 0.8 billion, with the shortfall being able
to be offset by the extension of the exceptional 5%
contribution from the IS tax on large corporations), and with
the rest coming from the supplemental LFR for 2012 (including
1.7 billion solely from the de-indexation of the personal
income tax schedule). While the increase in personal income
tax from the 2013 PLF is targeted at high earners, the amount
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this will contribute (3.2 billion) represents only 11% of the
increase in tax and social security contributions (20% if we
limit ourselves to households) in 2013, and less than 9% of
the total fiscal effort. According to our calculations, the
average fiscal multiplier associated with the different
measures that increase personal income tax will be 0.7 in
2013.

The increase in taxes and social contributions from households
will come mainly from the increase in payroll taxes and social
security contributions (8.7 billion euros) set out in the
Social Security budget act (PLF) for 2013 (2.9 billion) and
the measures in the supplemental LFR for 2013 (5.3 billion,
which includes changes to the tax exemption on overtime, a
limitation on tax breaks and employee savings, a higher CSG
wealth tax on income from capital, etc.) and pension reform,
with an increase in the contribution rate (0.5 billion). The
average fiscal multiplier related to these measures is 0.9.
Finally, the reform of inheritance tax will raise a further
1.1 billion in tax and social contributions. On the other
hand, the revenue from the ISF wealth tax will be 1.3 billion
lower than in 2012. Indeed, the yield from the one-off wealth
tax contribution set up under the supplemental LFR for 2012
will be greater than from the one set up under the new reform
in 2013. The fiscal multiplier for these two measures is 0.3.

In total, according to our calculations, the increase 1in
levies on households in 2013 will on average have a multiplier
of 0.8 and will amputate growth by 0.6 GDP point.

For business, the measures adopted mainly involve an increase
in the corporate income tax as provided in the budget bill
(PLF) for 2013 (8 billion euros, of which 4 billion is related
to the reform of the deductibility of financial expenses). The
average multiplier for the increase in the corporate income
tax (IS) is estimated at 0.7 in 2013. 2.3 billion euros will
come from a rise in social security contributions and payroll
taxes with a fiscal multiplier of unity. Finally, other



measures such as the sectoral measures on the taxation of
insurance or the exceptional contribution of the oil industry
will increase the tax burden on business by 1.9 billion in
2013, with an average fiscal multiplier estimated at 0.5.

In our assessment, the increase in taxes and social
contributions from companies will on average have a multiplier
of 0.8 and will reduce GDP by 0.5 GDP point in 2013.

In addition, the short-term fiscal multiplier associated with
public expenditure in a low phase of the cycle is, in our
model, 1.3, so it is higher than that associated with tax and
social contributions. This result is consistent with the most
recent empirical literature (for details, see the box, “Fiscal
multipliers: size matters!” The estimated loss of activity
resulting from tightening up on public expenditure will come
to 0.5 GDP point in 2013.

In total, the average domestic fiscal multiplier associated
with the austerity policy being implemented in France in 2013
will be 0.9, and this policy will reduce GDP by 1.7%. This
result is in the lower range of the latest work of the IMF;
using recent data on 28 countries, it has estimated the actual
multipliers at between 0.9 and 1.7 since the beginning of the
Great Recession.
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Main measures affecting the structural public deficit in 2013

Measures Fiscal multiplier  lmpact
{inbn} estimated in  on GDP

the short term (%a)
Households 15.7 0.& -0.6
Income tax 6.4 0.7 -0.2
PLF 2073 (taxation of capital income at IR tax rate,
new brackets, etc.)* 3.2 N3 =0.1
LFR 11 2012 (reversal of tax exemption of overtime) 0.5 0.4 0.0
LFR 1 2012 {de-indexation of IR brackets,
suppression tax breaks and Scellier scheme, etc.) 27 0.8 -0.1
ISF wealth tax -1.3 0.3 0.0
FPLF 2013 {reform of ISF wealth tax) 1.0 0.3 0.0
LFR I 2002
(repercussions from one-off 2012 contribution) 2.3 0.3 0.0
Inheritance tax 1.1 0.3 0.0
LFR I 2012 {reversal of breaks on inheritance tax) 1.1 0.3 0.0
Social contributions and payroll tax 8.7 0.9 -0.4
Social security PLF 2013 (reform of self-employved payroll tax,
higher tax on beer and tobacco, etc.) 25 1.0 =01
LFR 1l 2012 {reversal of overtime exemption,
limitation of tax breaks and employes savings, 53 0.8 -0.2
higher T30 wealth tax, capital income, etc,}
Pension reform (higher contributions) 0.5 1.0 0.0
Other 0.8 0.6 0.0
PLF 2073 (higher tax on vacant housing,
tougher “automobile malus”, etc.) 2 2L .
LER 11 20172 {lower VAT on books) -1 1.0 0.0
Business*™ 12.2 0.8 0.5
Corporate income tax 8 0.7 -0.3
FLF 2073 (limits on financial expenses deductibility,
refarm of the “cingquigme acompta”, et} B o7 -0.3
Payroll tax and social contributions 23 1.0 0.1
Social secunty PLF 2013 (higher CNRACL contribution rate,
reform on wage tax, etc.) 1.8 1.0 =0.1
Pension reform 0.5 1.0 0.0
Other 19 0.5 <0.1
PLF 2013 (sectoral measures on taxation of business insurance)
(sectoral measures on taxation of business insurance) 1.3 0.8 =0.1
LFR 11 2012 {one-off contribution of oil industry,
taxation of financial transactions, etc) 0.6 0.2 0.
Total Business and Household Taxes and Contributions 279 0.8 -1.1
Structural saving on primary public expenditure 8.0 1.3 -0.5
Total fiscal impulse 159 0.9 -1.7

* This amount Incorporates the downward revision of the yield initlally foresaen in the FLF 201 3 of the measure taxing
capital gains at the personal income tax rate, which is to be offset by the extension of the exceptional 5% Corporate
income tax contribution for large corporations.

** This hreakdown does not medsure the final fiscal impact that is to be bome by bouseholds if the increase in business
taxesis passed onin prices,

Sowwrces @ PLF 201 3, Sodal security PLF 2013, LFR | and 11 2012, OFCE calculations.

[1] For more on this, see Creel, Heyer, Plane, 2011, “Petit
précis de politique budgétaire par tous les temps”, Revue de
l’OFCE, no. 116, January 2011.
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Has monetary policy become
ineffective?

By Christophe Blot, Catherine Mathieu and Christine Rifflart

This text summarizes the special study of the October 2012
forecast.

Since the summer of 2007, the central banks of the
industrialized countries have intervened regularly to counter
the negative impact of the financial crisis on the functioning
of the banking and financial system and to help kick-start
growth. Initially, key interest rates were lowered
considerably, and then maintained at a level close to 0 [1].
In a second phase, from the beginning of 2009, the central
banks implemented what are called unconventional measures.
While these policies may differ from one central bank to
another, they all result in an increase in the size of their
balance sheets as well as a change in the composition of their
balance sheet assets. However, three years after the economies
in the United States, the euro zone and the United Kingdom hit
bottom, it is clear that recovery is still a ways off, with
unemployment at a high level everywhere. In Europe, a new
recession is threatening [2]. Does this call into question the
effectiveness of monetary policy and of wunconventional
measures more specifically?

For almost four years, a wealth of research has been conducted
on the impact of unconventional monetary policies [3].
Cecioni, Ferrero and Sacchi (2011) [4] have presented a review
of recent literature on the subject. The majority of these
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studies focus on the impact of the various measures taken by
the central banks on financial variables, in particular on
money market rates and bond yields. Given the role of the
money market in the transmission of monetary policy, the
ability of central banks to ease the pressures that have
emerged since the beginning of the financial <crisis
constitutes a key vector for effective intervention. More
recently, this was also one of the reasons motivating the ECB
to conduct an exceptional refinancing operation in two stages,
with a maturity of 3 years. This intervention has indeed
helped to reduce the tensions on the interbank market that had
reappeared in late 2011 in the euro zone, and to a lesser
extent in the United States and the United Kingdom (see
graph). This episode seems to confirm that central bank action
can be effective when it is dealing with a liquidity crisis.

Another critical area of debate concerns the ability of
unconventional measures to lower interest rates in the long
term and thereby to stimulate activity. This is in fact an
important lever for the transmission of monetary policy. The
findings on this issue are more mixed. Nevertheless, for the
United States, a study by Meaning and Zhu (2012) [5] suggests
that Federal Reserve programs to purchase securities have
contributed to lowering the rates on 10-year US Treasury
bills: by 60 points for the first “Large-scale asset purchase”
program (LSAP1) and by 156 points for LSAP2. As for the euro
zone, Peersman [6] (2011) shows that the impact of
unconventional measures on activity has in general closely
resembled the effect of lowering the key interest rate, and
Gianone, Lenza, Pill and Reichlin [7] (2012 ) suggest that the
various measures taken by the ECB since the beginning of the
crisis have helped offset the rise in the unemployment rate,
although the impact is limited to 0.6 point.

Under these conditions, how is it possible to explain the
weakness or outright absence of a recovery? One answer evokes
the hypothesis of a liquidity trap [8]. Uncertainty is still
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prevalent, and the financial system is still so fragile that
agents are continuing to express a preference for liquidity
and safety, which explains their reluctance to undertake risky
projects. Thus, even if financing conditions are favourable,
monetary policy will not be sufficient to stimulate a business
recovery. This hypothesis probably explains the timidity of
the recovery in the United States. But in the euro zone and
the United Kingdom this hypothesis needs to be supplemented
with a second explanation that recognizes the impact of
restrictive fiscal policies in holding back recovery. The euro
zone countries, like the UK, are pursuing a strategy of fiscal
consolidation that is undermining demand. While monetary
policy is indeed expansionary, it is not able to offset the
downward pressure of fiscal policy on growth.

Graphique. Tensions on the interbank markets*
In points
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* The tensions are measured by the spread between the interbank rates (Libor ou Euribor) and the overnight
interest rate swap {215).

Source ; Datastream,

[1] One should not, however, forget the exception of the ECB,
which prematurely raised its key interest rate twice in 2011.
Since then it has reversed these decisions and lowered the key
rate, which has stood at 0.75% since July 2012.
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[2] The first estimate of UK GDP for the third quarter of 2012
indicates an upturn in growth following three quarters of
decline. However, this rebound is due to unusual circumstances
(see Royaume-Uni: 1’enlisement), and activity will decline
again in the fourth quarter.

[3] Unconventional monetary policies have already been
analyzed repeatedly in the case of the Bank of Japan. The
implementation of equivalent measures in the United States,
the United Kingdom and the euro zone has contributed to
greatly amplifying the interest in these issues.

[4] “Unconventional monetary policy in theory and in

practice”, Banca d’Italia Occasional Papers, no.102.

[5] “The impact of Federal Reserve asset purchase programmes:
another twist”, BIS Quarterly Review, March, pp. 23-30.

[6] “Macroeconomic effects of unconventional monetary policy
in the euro area”, ECB Working Paper no.1397.

[7] “The ECB and the interbank market”, CEPR Discussion Paper
no. 8844.

[8] See OFCE (2010) for an analysis of this hypothesis.
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