
Should  the  Stability  and
Growth Pact be strengthened?
By Jérôme Creel, Paul Hubert and Francesco Saraceno
The European fiscal crisis and the ensuing need to reduce the
levels of public debt accelerated the adoption of a series of
reforms of European fiscal rules in late 2011. Two rules were
introduced to strengthen the Stability and Growth Pact (SGP).
Given that many Member States in the euro zone have structural
deficits and public debts that exceed the thresholds under
consideration,  it  seemed  worthwhile  to  assess  the
macroeconomic  implications  of  compliance  with  these  fiscal
rules by four countries, including France.
The current limit of the public deficit to 3% of GDP was
supplemented by a limit on the structural deficit equivalent
to 0.5% of GDP, and by a rule on debt reduction requiring
heavily indebted countries to reduce their level of public
debt every year by 1/20th of the difference with the reference
level of 60% of GDP. Moreover, the limit on the structural
deficit goes beyond the 3% rule because it is associated with
a  requirement  to  incorporate  a  balanced  budget  rule  and
automatic mechanisms for returning to balanced budgets in the
constitution of each Member State in the euro zone. Due to an
unfortunate misnomer, this is now often called the “golden
rule” [1]. To distinguish this from the “golden rule of public
finance” applied by the French regions, the German Länder and,
from  1997  to  2009,  the  UK,  we  will  henceforth  call  this
“balanced budget rule” the “new golden rule “.
Because of the international financial crisis raging since
2007, the euro zone States often fall far short of the demands
of the new rules. This raises the question of the consequences
that flow from imposing these rules on the Members. To this
end, we decided to study the paths of convergence with the
different rules of four countries that are representative of
the euro zone, using a standard theoretical model.
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We chose a large country with an average level of public debt
(France),  a  small  country  with  a  somewhat  larger  debt
(Belgium), a large country with a large debt (Italy) and a
small  country  with  a  relatively  low  level  of  debt
(Netherlands). The size of the country, large or small, is
associated with the size of their fiscal multiplier, i.e. the
impact of public spending on growth: large countries that are
less open than the small countries to international trade have
a greater multiplier effect than the small countries. The four
countries also differed with respect to the size and sign of
their  structural  primary  balance  in  2010:  France  and  the
Netherlands  ran  a  deficit,  while  Belgium  and  Italy  had  a
surplus.
In  the  model,  the  evolution  of  the  public  deficit  is
countercyclical and the impact of an increase in the public
deficit  on  GDP  is  positive,  but  excessive  indebtedness
increases the risk premium on the long-term interest rates
paid to finance this debt, which ultimately undermines the
effectiveness of fiscal policy.
The rules that we simulated are: (a) a balanced (at 0.5% of
GDP) budget or the “new golden rule”; (b) the 5% per year rule
on debt reduction; (c) the 3% ceiling on the total deficit
(status quo). We also evaluated: (d) the impact of adopting an
investment rule along the lines of the golden rule of public
finance which, in general, requires a balanced budget for
current expenditure over the cycle, while allowing the debt to
finance public investment.
We simulated over 20 years, i.e. the horizon for implementing
the 1/20th rule, the impact of the rules on growth, on the
inflation rate and the structural public deficit and on the
level of public debt. First, we analyzed the path followed by
the four economies after the adoption of each fiscal rule in
2010. In other words, we asked how the rules work in the
context  of  the  fiscal  austerity  that  Europe  is  currently
experiencing. Second, we simulated the dynamics of the economy
after a demand shock and a supply shock, starting from the
base situation of the Maastricht Treaty, with the economy



growing at a nominal rate of 5% (growth potential of 3% and
inflation  rate  of  2%),  and  a  debt  level  of  60%.  It  is
interesting to note that the real growth potential in the euro
zone countries has been consistently below 3% since 1992,
which has helped to make the rule limiting public finances
even more restrictive than originally planned.
Our simulations led to a number of results. First, in every
case  the  adoption  of  the  rules  produced  a  short-term
recession,  even  in  small  countries  with  a  small  fiscal
multiplier  and  a  small  initial  public  debt,  such  as  the
Netherlands. This complements the analysis that the widespread
implementation  of  austerity  in  Europe  is  inevitably
undermining growth (see The very great recession, 2011) by
showing that there is no fiscal rule that, strictly applied in
the short term, makes it possible to avoid a recession. This
finding points to an incentive on the part of government to
dissociate the use of the fiscal rules de facto and de jure:
in other words, if the ultimate goal of economic policy is the
preservation and stability of economic growth, then it is wise
not to act on the pronouncements.
Second, recessions can lead to deflation. Under the constraint
of zero nominal interest rates, deflation is very difficult to
reverse with fiscal austerity.
Third, the investment rule leads to a better macroeconomic
performance than the other three rules: the recessions are
shorter, less pronounced and less inflationary over the time
period  considered.  Ultimately,  the  levels  of  public  debt
decreased admittedly less than with the 1/20th rule but, as a
result of the growth generated, France’s public debt shrinks
by 10 GDP points from its 2010 level, while the Belgian and
Italian  debt  are  reduced  by  30  and  50  GDP  points,
respectively.  Only  the  country  that  was  least  indebted
initially, the Netherlands, saw its debt stagnate.
Fourth, while ignoring the investment rule, which is not part
of European plans, it appears that, in terms of growth, the
status quo is more favorable than the “new golden rule” or the
rule on debt reduction; it is, however, more inflationary for
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the large countries. This indicates that, in terms of growth,
the strengthening of the Stability and Growth Pact, brutally
applied, would be detrimental to the four economies.
Fifth, when the economy in equilibrium is hit by demand and
supply shocks, the status quo seems appropriate. This confirms
the  idea  that  the  current  Pact  provides  room  for  fiscal
maneuvering.  The  simulations  nevertheless  suggest  that  the
status  quo  remains  expensive  compared  with  the  investment
rule.
To conclude, it is difficult not to notice a paradox: the
rules designed to prevent governments from intervening in the
economy  are  being  discussed  precisely  after  the  global
financial crisis that required governments to intervene to
help cushion the shocks resulting from market failures. This
work  aims  to  shift  the  debate:  from  the  goal  of  fiscal
stabilization to the goal of macroeconomic stabilization. The
European  authorities  –  the  governments,  the  ECB  and  the
Commission – seem to consider the public debt and deficit as
policy  objectives  in  their  own  right,  rather  than  as
instruments to achieve the ultimate objectives of growth and
inflation.  This  reversal  of  objectives  and  instruments  is
tantamount to denying a priori any role for macroeconomic
policy. Many studies [2], including the one we have conducted
here, adopt the opposite position: economic policy definitely
plays a role in stabilizing economies.

______

[1]  This  misnomer  has  been  criticised  in  particular  by
Catherine Mathieu and Henri Sterdyniak in 2011, and by Bernard
Schwengler in 2012.
[2]  See,  for  example,  the  cross-disciplinary  study  that
appeared in English in 2012 in the American Economic Journal,
Macroeconomics, and the bibliography that it contains, or in
French, the study that appeared in 2011 by Creel, Heyer and
Plane on the multiplier effects of temporary fiscal stimulus
policies.
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Replacing  the  “Prime  pour
l’emploi”  benefit  by  a
reduction in employee social
security contributions on low
wages
By Guillaume Allègre

Nicolas Sarkozy has announced plans to replace the “prime pour
l’emploi”  benefit  (“PPE”)  by  lowering  the  social  security
contributions of workers earning between 1 and 1.3 times the
minimum wage (“SMIC”). The reduction on contributions would
amount to 4 billion euros and would benefit 7 million low-wage
workers. The gain announced (just under 1,000 euros per year)
would necessarily be regressive. The elimination of the PPE
(2.8 billion euros according to the 2012 Budget Bill, p. 76)
would be supplemented by higher taxes on financial income.

This proposal is very similar to the original proposal of the
Jospin government in 2000 that provided for a reduction on the
CSG social contribution for workers earning less than 1.4
times the SMIC. That reform, which was passed by Parliament,
was blocked by the Conseil constitutionnel because the decline
in the CSG provided to low-income earners depended on wages
alone, and not on individual family circumstances. As the CSG
is considered a tax, the high court held that progressivity
required taking into account taxpayers’ ability to pay, and
therefore their family responsibilities. To deal with this
ruling, the Jospin government created a new instrument, the
PPE benefit, which closely resembled the CSG reduction, but
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which was calculated, to a very small extent, on the family
situation (high income ceiling at the household level, with a
small increase for children). But unlike the CSG reduction,
the impact of the PPE does not show up on the pay-slip: the
benefit is calculated from income tax returns and reduces the
tax payable by the household, with households who do not pay
tax receiving a cheque from the Treasury. This means that
there is a one-year lag in the receipt of the benefit. The PPE
was approved by the Jospin government and then increased under
the Villepin and Raffarin governments, and by 2008 amounted to
4.5 billion euros (2010 Budget Bill, p. 53). At that point a
full-time employee on the minimum wage received 1,040 euros
per year. The PPE was then frozen by the Fillon government.
This freeze, together with the fact that the RSA benefit was
deductible from the PPE benefit, led to a 1.7 billion euro
reduction in the value of the PPE between 2008 and 2012, from
4.4  billion  euros  to  2.8  billion.  By  2012,  a  full-time
employee on the minimum wage now received only 825 euros a
year. Moreover, the lack of a boost in the minimum wage has
greatly reduced the number of households eligible for the full
rate (as well as the number of employees eligible for the
full-rate reduction on employer contributions). This effect
comes on top of the impact of rising unemployment, which is
reducing the number of eligible employees. A 4-billion euro
scheme, for which the maximum gain would be just under 1,000
euros, would amount to a little less than the PPE did in 2008.
If we add in the cost of the RSA income supplement (1.6
billion in 2012), and if we take into account the previous RMI
and API-related incentive schemes (600 million), we conclude
that these various support mechanisms for low-income employees
would total 5.6 billion euros in 2012, against 5.1 billion in
2008,  an  increase  that  barely  exceeds  inflation:  the  new
policies that have been proposed since 2008 have been funded
mainly  by  shuffling  instruments  targeted  at  the  same
population.

The  replacement  of  the  PPE  by  a  reduction  in  social
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contributions  would  represent  progress  in  administrative
terms, since the government would cease to levy contributions
and then repay a smaller tax credit to the same people 6 to 12
months later. The benefit of lowering contributions would be
immediate and strongly linked to employment. This would also
clarify the fact that low-paid employees are contributors to
and  not  beneficiaries  of  social  assistance.  The  proposed
merger of the CSG tax and income tax (with the PPE as one
element) has precisely the same goal. This reform nevertheless
raises  several  questions.  What  would  happen  if  the
Constitutional Council were approached? And, employees working
part-time currently benefit from an increase in the PPE; will
this be renewed?

 

Fiscal policy honoured
By Jérôme Creel

“The  size  of  many  multipliers  is  large,  particularly  for
spending and targeted transfers.” Who today would dare to
write such a thing?

The answer is: 17 economists from the European Central Bank,
the  US  Federal  Reserve,  the  Bank  of  Canada,  the  European
Commission,  the  International  Monetary  Fund,  and  the
Organization for Economic Cooperation and Development, in an
article published in January 2012 in the American Economic
Journal: Macroeconomics.

They  continue  in  the  abstract:  “Fiscal  policy  is  most
effective  if  it  has  moderate  persistence  and  if  monetary
policy  is  accommodative.  Permanently  higher  spending  or
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deficits imply significantly lower initial multipliers.”

What are the values of these multiplier effects, and what
about the significant reduction in such effects if fiscal
policy is expansionary over the long term? According to these
17  economists,  based  on  eight  different  macroeconometric
models for the US and four different models for the euro zone,
the conclusion is clear: a fiscal stimulus that is in effect
for 2 years, accompanied by an accommodative monetary policy
(the interest rate is kept low by the central bank) produces
multiplier effects that are well above one both in the United
States and in the euro zone (between 1.12 and 1.59) if the
stimulus plan targets public consumption, public investment or
targeted  transfers.  For  other  instruments  available  to
government, such as VAT, the effects are smaller, on the order
of 0.6, but still decidedly positive.

What if the stimulus is continued? The multiplier effects of a
permanent increase in public consumption dwindles, of course,
but they remain positive in the euro zone, regardless of the
model used and regardless of the assumption made about the
monetary policy pursued. Rare cases of negative multiplier
effects are reported for the United States, but these depend
on the model used or on assumptions about monetary policy.

Finally,  a  comment  and  a  question  raised  by  this  recent
article.

The comment: the choice of an optimal fiscal policy in the
euro zone is well worth a few moments of reflection, reading
and analysis of current work, rather than a truncated and
distorted vision of fiscal policy that is judged without fair
consideration as harmful to economic activity.

The question: an expansionary fiscal policy has … expansionary
effects on gross domestic product; must we really deprive
ourselves of an instrument that is, after all, effective?

 



 

The 35 billion euro man
By Henri Sterdyniak

Sarkozy has cost France 500 billion. This is the central point
of the book Un quinquennat de 500 milliards d’euros [A 500
billion euro five-year term] by Melanie Delattre and Emmanuel
Levy. According to the authors, out of the 632 billion euro
rise in France’s debt between late 2006 and late 2011, only
109  billion  can  be  attributed  to  the  crisis,  while  the
remaining 523 billion are the price of the five-year reign of
Nicolas Sarkozy. Of this total, 370 billion is said to be due
to a failure to correct past mismanagement and 153 billion to
wasteful decisions taken during his 5-year term in office.
Should we take these figures seriously?

Let’s start with an international comparison. From late 2006
to late 2011, the debt of France increased by 21.4 percentage
points of GDP, that of the euro zone by 21.5 points, that of
the United Kingdom by 40.6 points, and that of the United
States by 29.2 points. There is no French specificity, no
“Sarkozy effect”. France’s debt has increased in line with the
average for the euro zone, that is to say, by 500 billion
euros, representing 20 percent of GDP. Can it be argued that
without Sarkozy the country’s debt would have been stable as a
percentage of GDP, even though it was increasing without him
everywhere else?

In fact, according to the government’s latest economic report,
from late 2006 to late 2012 French public debt will have
increased by 620 billion euros. This increase can be broken
down  as  follows:  275  billion  from  interest  payments,  310
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billion  due  to  the  economic  crisis,  30  billion  from  the
stimulus policies implemented in 2009-2010, and 60 billion in
tax  reduction  policies;  but  on  the  other  hand,  policies
restricting  public  spending  (fewer  officials,  no  automatic
increase  in  their  wages,  rigorous  management  of  social
benefits,  etc.)  has  saved  55  billion  euros.  Sarkozy’s
responsibility is thus sharply reduced, to at most 35 billion.

The tricky part is measuring the impact of the crisis. To do
this,  we  need  to  measure  the  gap  between  GDP  as  it  has
actually evolved and GDP as it would have evolved without the
crisis. In our opinion, in the absence of the crisis, GDP
would have continued to grow at an annual rate of about 2%.
Using this estimate, the loss in output due to the crisis was
6.8% in 2009, which would have caused a tax loss of 4.4% of
GDP. The authors use an estimate by the Cour des comptes,
which  in  turn  comes  from  an  assessment  by  the  European
Commission: the loss of output due to the crisis in 2009 was
only  2.8%  and  the  loss  of  tax  revenues  was  only  1.4%.
According to this calculation, the share of the deficit caused
by the crisis is relatively low. But this assumes that in
2007-2009 structural GDP declined by 4% from its trend growth.
Why? Is this really not linked to the crisis? According to the
calculation by the Cour des comptes, the structural decline in
GDP caused a significant increase in our structural deficit,
which  the  authors  blame  on  Nicolas  Sarkozy.  Is  this
legitimate? Following the Commission’s logic, this 4% is lost
forever;  we  must  accept  this  and  adjust  by  reducing  the
deficit. In our opinion, it would be better to recover this
loss through the use of expansionary policies.

In 2006, the year before Nicolas Sarkozy came to power, the
public deficit was 2.3%, which was entirely structural. This
deficit was “normal” since it ensured debt was stable at 60%
of GDP and it corresponded to the volume of public investment.
In 2012, with a deficit of 4.5% of GDP, the cyclical deficit
is 4.3% of GDP while the structural deficit is only 0.2% of
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GDP. Overall, from 2006 to 2012 Nicolas Sarkozy will have
increased the level of compulsory taxation by 0.7 point (as
the large increases in 2011-12 more than offset the declines
in  the  earlier  period)  and  decreased  the  share  of  public
expenditure in potential GDP by 1.2 point.

Above  all,  throughout  this  entire  period,  France  was  in
crisis, with a shortfall in demand. An expansionary fiscal
policy was necessary to avoid economic collapse. Can we blame
Nicolas Sarkozy for the 30 billion euro cost of the stimulus
plan? Can we blame him for not having adopted a restrictive
fiscal policy to “correct past mismanagement”? No, but what we
can call into question are the tax cuts that do little for
growth  (inheritance  tax,  the  bouclier  fiscal  tax  cap,
overtime)  and  the  cuts  in  certain  vitally  needed  public
expenditures  (downsizing  staff  levels  in  schools  and
hospitals,  for  example).

 

 

Austerity is not enough
By André Grjebine and Francesco Saraceno

It is certainly possible to question whether the role acquired
by  the  rating  agencies  in  the  international  economy  is
legitimate. But if in the end their message must be taken into
account, then this should be done based on what they are
really saying and not on the economic orthodoxy attributed to
them, sometimes wrongly. This orthodoxy is so prevalent that
many commentators are continuing to talk about the decision by
Standard & Poor’s (S&P) to downgrade the rating of France and
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other European countries as if this could be attributed to an
insufficiently strong austerity policy.

In reality, the rating agency justifies the downgrade that it
has decided with arguments opposed to this orthodoxy. For
instance, the agency criticises the agreement between European
leaders that emerged from the EU summit on 9 December 2011 and
the statements that followed it, making the reproach that the
agreement takes into account only one aspect of the crisis, as
if  it  “…  stems  primarily  from  fiscal  profligacy  at  the
periphery  of  the  euro  zone.  In  our  view,  however,  the
financial  problems  facing  the  euro  zone  are  as  much  a
consequence of rising external imbalances and divergences in
competitiveness  between  the  EMU’s  core  and  the  so-called
‘periphery’. As such, we believe that a reform process based
on a pillar of fiscal austerity alone risks becoming self-
defeating, as domestic demand falls in line with consumers’
rising concerns about job security and disposable incomes,
eroding national tax revenues.”

Based on this, S&P believes that the main risk facing the
European states could come from a deterioration in the fiscal
positions  of  certain  among  them  “in  the  wake  of  a  more
recessionary macroeconomic environment.” As a result, S&P does
not exclude a further deterioration in the coming year of the
rating of euro zone countries.

So if the European countries do indeed take into account the
explanations  of  the  rating  agency,  they  should  implement
economic policies that are capable of both supporting growth
and thereby facilitating the repayment of public debts while
at the same time rebalancing the current account balances
between the euro zone countries. This dual objective could be
achieved  only  by  a  stimulus  in  the  countries  running  a
surplus, primarily Germany.

Unsustainable debt
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The budget adjustments being imposed on the countries of the
periphery should also be spread over a period that is long
enough for its recessionary effects to be minimised. Such a
strategy would accord with the principle that in a group as
heterogeneous  as  the  euro  zone,  the  national  policies  of
member  countries  must  be  synchronised  but  certainly  not
convergent, as is being proposed in some quarters. Such a
policy would boost the growth of the zone as a whole, it would
make debt sustainable and it would reduce the current account
surpluses of some countries and the deficits of others. The
least we can say is that the German government is far from
this approach.

Didn’t Angela Merkel respond to the S&P statement by calling
once  again  for  strengthening  fiscal  discipline  in  the
countries that were downgraded, that is to say, adopting an
analysis  opposed  to  that  of  the  rating  agency?  Given  its
argumentation,  one  begins  to  wonder  whether  the  agency
wouldn’t have been better advised to downgrade the country
that wants to impose austerity throughout the euro zone rather
than wrongly to give it a feeling of being a paragon of virtue
by making it one of the few to retain its AAA rating.

 

 

The  economic  crisis  is  a
crisis of economic policy
By Jean-Luc Gaffard

The simultaneous increase of inflation and unemployment in the
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1970s indicated that Keynesian theory and policy had run into
a wall. No longer was it simply possible to arbitrate between
the two evils and fine-tune economic activity by acting solely
on aggregate demand through the budget channel. This failure
together with the persistence of high inflation eventually
convinced policymakers of the need and urgency of prioritising
the fight against inflation.

The economic theory devised by the new classical school came
in  support  of  this  policy  decision  with  the  claim  that
inflation and unemployment were distinct phenomena that should
be handled with distinct methods. If inflation takes off, it
is because of a lack of monetary discipline. If unemployment
rises, it is due to increased rigidities in the functioning of
the  markets.  The  famous  Phillips  curve,  the  basis  for
arbitrating between the two, theoretically becomes vertical,
at least in the long run. Macroeconomic policies thus become
dissociated from structural policies: the first are intended
to stem inflation, the second to curb unemployment. The only
relationship that they have with each other is that cyclical
policy does not allow the economy to escape for long from the
position  determined  by  structural  policy,  a  position  that
reflects  the  so-called  natural  unemployment  rate.  One
attraction  of  this  theory  is  the  simplicity  of  its
recommendations to government. Policymakers can (and should)
meet a single target, inflation, by using a single instrument
wielded by a central bank that is now independent, especially
as  hitting  this  target  also  ensures  that  the  natural
employment level will be achieved at the lowest cost in terms
of inflation. If by chance the unemployment rate is considered
too high, policymakers should take the view that this reflects
dysfunctions in the markets for goods and labour, and they can
then decide to introduce a well-organised set of structural
reforms designed for market liberalisation. In this wonderful
world, reducing the budget deficit is always profitable. The
basic model teaches that, after such a reduction, income and
employment decrease initially, but then, thanks to a reduction



in interest rates, private investment quickly increases and
with it income and employment. The new medium-term equilibrium
may  even  correspond  to  a  higher  level  of  income  and
employment, as private investment expenditure is considered to
be more efficient than government expenditure. An independent
central bank and financial markets that are deemed efficient
play the role of disciplining the government by punishing any
inappropriate budget deficits.

Europe  has  been  a  prime  testing  ground  for  this  theory.
Monetary policy is in the hands of a central bank, and its
governing treaties ensure that it is independent and that its
sole objective is price stability. Structural policies and
reforms are a matter for the states, which are responsible for
choosing  the  natural  unemployment  rate  that  they  consider
acceptable or, if they consider unemployment to be too high,
they can impose reforms. If unemployment is higher in one
country than in another, in the medium term, this can only be
due  to  structural  differences,  in  other  words,  to  the
existence of greater rigidities in the way the markets in this
country operate. Once the recommended reforms are implemented,
things will get back to normal. The theory thus formulated is
expected to survive the crisis: for Europe to regain its lost
coherence is a simple matter of policy choices. Excessively
indebted countries need to reduce their budget deficits and
make the structural reforms that they have put off for too
long in order to restore growth, full employment and price
stability. At most, some are proposing that debts be pooled in
return  for  a  commitment  to  implement  structural  reform.
Germany, which has preceded the others down this particular
path to virtue, has nothing to fear from this scenario, since
the renewed growth of its partners will ensure the long-term
viability of its commercial outlets. Furthermore, the European
Central Bank does not need to concern itself with financial
stability, as markets punish impecunious States and force them
into fiscal austerity by driving up the interest rates paid on
their borrowings.



This entire beautiful structure rests on assumptions that are
not very robust, in particular that any increase in market
rigidities, particularly on the labour market, e.g. due to an
increase  in  unemployment  benefits,  redundancy  costs  or
employee bargaining power, shifts the long-term equilibrium
position of the economy and inevitably produces an increase in
the “natural” unemployment rate. It is, of course, always
possible to compare long-run equilibria that are distinguished
only by the value of certain structural data. It is riskier to
deduce the path that leads from one to another. We should have
learned from the experience of the 1930s that rigidities in
prices and wages are a way to stem rising unemployment in a
depressed economy, that is to say, when it becomes important
to block reductions in prices and wages that are increasing
the burden of private debt and putting downward pressure on
aggregate demand. It should also be clear that structural
reforms intended to reduce the natural rate of unemployment
often lead immediately to a redistribution and reduction in
income,  which  leads  in  turn  to  higher  unemployment.  But
nothing says that this increase will only be temporary and
will  not  trigger  a  chain  reaction  through  the  channel  of
aggregate demand. Rigidities remain a factor in reducing the
risk of instability inherent in any structural change, whether
this involves reforms in market organisation, the emergence of
new competitors on the market or technological breakthroughs.
A better allocation of resources may justify calling these
rigidities into question, but care must be taken to avoid the
inherent  risk  of  instability.  Certainly,  when  structural
reforms  aimed  at  introducing  more  flexibility  undermine
domestic demand, the latter can then be boosted by stimulating
external demand with lower prices. The unemployment rate may
then fall. But it is actually exported to countries that might
well not yet have undertaken such reforms, where unemployment
thus inevitably exceeds the level deemed natural. “Every man
for himself” begins to prevail over solidarity.

Europe is currently going through this scenario. Germany, in



particular, carried out the structural reforms required by the
prevailing theory, but at the cost of the segmentation of its
labour market and the growth of low-paid insecure jobs, which
resulted  in  turn  in  a  slowdown  in  domestic  demand.  The
improvement  in  Germany’s  export  performance,  based  on  the
quality  of  its  goods  as  well  as  on  the  international
fragmentation of the production process, has been offsetting
the slowdown and helping to contain or even reduce the budget
deficit. The unemployment rate has been rising in many other
European countries in parallel to their budget deficits. The
correction required by the experts (and in fact imposed by the
financial  markets),  which  involves  simultaneously  reducing
public spending, raising taxes and making structural reforms,
will  very  likely  further  reduce  domestic  demand  in  these
countries, increase their budget deficits and ultimately hit
German exports. Recession, if not a general depression, lies
at the end of this path. The cause is a series of internal and
external  imbalances.  And  things  could  get  even  more
complicated if performance gaps in the countries concerned
widen even further and lead to divergences in their goals and
interests.

Economic  policy  is  unfortunately  more  complex  than  modern
macroeconomics would have it. The long term is not independent
of the short term; and the goals pursued are not independent
of each other, and not always inter-compatible. Policies that
are categorised as cyclical and structural are not really
independent  of  each  other,  nor  can  they  be  targeted
exclusively at a single goal. If there must be structural
reforms, they need to be accompanied by expansionary cyclical
policies to counteract the immediate recessionary effects that
they  may  amplify.  Even  so,  cyclical  policies  are  not
sufficient in themselves to ensure strong, steady growth.

It is unrealistic and dangerous to expect to break free of the
current  impasse  through  generalised  fiscal  austerity  in
Europe. Compromises are needed that involve the acceptance of
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some disequilibria in order to alleviate others. The only way
out is to accept budget deficits for a while longer. Without a
recovery in the balance sheets of both firms and households,
there will be no positive outcome from the rebalancing of
public accounts, if indeed that even occurs.

There is of course no doubt that we must achieve greater
harmony in the fiscal positions of countries belonging to the
same monetary zone. Fiscal federalism is necessary to deal
with monetary federalism. But federalism does not stop with
the actions of a central bank that has been stripped of its
basic functions and is unable to carry out common national
fiscal  contractions.  It  demands  genuine  budget  solidarity,
including to intervene to prevent the insolvency of States
that are facing exorbitant interest rates. It also involves
structural policies that not only refrain from reforms that
could  exacerbate  fiscal  and  social  competition,  but  also
promote  industrial  and  technological  projects  funded  by  a
common European budget that has been strengthened through the
establishment of a federal tax. State budget deficits will not
be contained and the objectives and interests of states will
not converge without the implementation of the cyclical and
structural policies needed for a general recovery of growth.

 

 

In  defense  of  France’s
“family quotient”
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At  the  start  of  2012,  some  Socialist  Party  leaders  have
renewed the claim that the “family quotient” tax-splitting
system is unfair because it does not benefit poor families who
do not pay taxes, and benefits rich families more than it does
poor families. This reveals some misunderstanding about how
the tax and social welfare system works.

Can we replace the family quotient by a flat benefit of 607
euros  per  child,  as  suggested  by  some  Socialist  leaders,
drawing on the work of the Treasury? The only justification
for this level of 607 euros is an accounting device, i.e. the
total  current  cost  of  the  family  quotient  uniformly
distributed per child. But this cost stems precisely from the
existence of the quotient. A tax credit with no guarantee of
indexation would see a quick fall in its relative purchasing
power, just like the family allowance (allocation familiale –
AF).

With a credit like this, taking children into account for
taxation purposes would lose all sense. As shown in Table 1,
families  with  children  would  be  overtaxed  relative  to
childless couples with the same income (per consumption unit
before tax), and their after-tax income would be lower. The
Constitutional  Council  would  undoubtedly  censor  such  a
provision.

France  is  the  only  country  to  practice  a  family  quotient
system. Each family is assigned a number of tax parts or
shares, P, based on its composition; the shares correspond
roughly to the family’s number of consumption units (CU), as
these  are  defined  by  the  OECD  and  INSEE;  the  tax  system
assumes  that  each  family  member  has  a  standard  of  living
equivalent to that of a single earner with revenue R/P; the
family is then taxed like P single earners with income R/P.

The degree of redistribution assured by the tax system is
determined  by  the  tax  schedule,  which  defines  the
progressivity  of  the  tax  system;  it  is  the  same  for  all



categories of households.

The  family  quotient  (QF)  is  thus  a  logical  and  necessary
component of a progressive tax system. It does not provide any
specific support or benefit to families; it merely guarantees
a  fair  distribution  of  the  tax  burden  among  families  of
different sizes but with an equivalent standard of living. The
QF does not constitute an arbitrary support to families, which
would  increase  with  income,  and  which  would  obviously  be
unjustifiable.

Let’s take an example. The Durand family has two children, and
pays 3358 euros less than the Dupont family in income tax
(Table 1). Is this a tax benefit of 3358 euros? No, because
the Durands are less well off than the Duponts; they have 2000
euros per tax share instead of 3000. On the other hand, the
Durands pay as much per share in income tax as the Martins,
who have the same standard of living. The Durands therefore do
not benefit from any tax advantage.

The family quotient takes into account household size; while
doing this is certainly open for debate, one cannot treat a
tax system that does not take into account household size as
the norm and then conclude that any deviation from this norm
constitutes a benefit. There is no reason to levy the same
income tax on the childless Duponts and the two-child Durands,
who, while they have the same level of pay, do not enjoy the
same standard of living.

In  addition,  capping  the  family  quotient  [1]  takes  into
account that the highest portion of income is not used for the
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consumption of the children.

Society can choose whether to grant social benefits, but it
has no right to question the principle of the fairness of
family-based taxation: each family should be taxed according
to its standard of living. Undermining this principle would be
unconstitutional,  and  contrary  to  the  Declaration  of  the
Rights of Man, which states that “the common taxation … should
be apportioned equally among all citizens according to their
capacity to pay”. The law guarantees the right of couples to
marry, to build families, and to pool their resources. Income
tax must be family-based and should assess the ability to pay
of families with different compositions. Furthermore, should
France’s Constitutional Council be trusted to put a halt to
any challenge to the family quotient? [2]

The  only  criticism  of  the  family  quotient  system  that  is
socially and intellectually acceptable must therefore focus on
its modalities, and not on the basic principle. Do the tax
shares  correspond  well  to  consumption  units  (taking  into
account the need for simplicity)? Is the level of the cap on
the family quotient appropriate? If the legislature feels that
it is unable to compare the living standards of families of
different sizes, then it should renounce a progressive system
of taxation.

Family policy includes a great variety of instruments [3].
Means-tested benefits (RSA, the “complément familial”, housing
benefit, ARS) are intended to ensure a satisfactory standard
of  living  to  the  poorest  families.  For  other  families,
universal benefits should partially offset the cost of the
child. The tax system cannot offer more help to poor families
than simply not taxing them. It must be fair to others. It is
absurd to blame the family quotient for not benefitting the
poorest families: they benefit fully from not being taxed, and
means-tested benefits help those who are not taxable.

Table 2 shows the disposable income per consumption unit of a
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married employed couple according to the number of children,
relative to the income per consumption unit of a childless
couple. Using the OECD-INSEE CUs, it appears that for low-
income levels families with children have roughly the same
standard of living as couples without children. By contrast,
beyond an earnings level of twice the minimum wage, families
with children always have a standard of living much lower than
that of childless couples. Shouldn’t we take into account that
having three or more children often forces women to limit
their work hours or even stop work? It is the middle classes
who experience the greatest loss of purchasing power when
raising children. Do we need a reform that would reduce their
relative position still further?

The standard of living of the family falls as the number of
children rises. Having children is thus never a tax shelter,
even at high income levels. So if a reform of family policy is
needed, it would involve increasing the level of child benefit
for  all,  and  not  the  questioning  of  the  family  quotient
system.

Overall,  redistribution  is  greater  for  families  than  for
couples  without  children:  the  ratio  of  disposable  income
between a couple who earns 10 times the minimum wage and a
couple who earns the minimum wage is 6.2 if they have no
children; 4.8 if they have two children; and 4.4 if they have
three. The existence of the family quotient does not reduce
the progressivity of the tax and social welfare system for
large families (Table 3).
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Consider a family with two children in which the man earns the
minimum wage and the wife doesn’t work. Every month the family
receives 174 euros in family benefits (AF + ARS), 309 euros
for the RSA and 361 euros in housing benefit. Their disposable
income is 1916 euros on a pre-tax income of 1107 euros; even
taking  into  account  VAT,  their  net  tax  rate  is  negative
(-44%). Without children, the family would have only 83 euros
for the PPE and 172 euros in housing benefit. Each child thus
“brings in” 295 euros. Income is 912 euros per CU, compared
with 885 euros per month if there were no children. Family
policy thus bears the full cost of the children, and the
parents suffer no loss of purchasing power due to the presence
of the children.

Now consider a large wealthy family with two children where
the man earns 6 times the minimum wage and the woman 4 times.
Every month this family receives 126 euros in family benefits
and pays 1732 euros in income tax. Their disposable income is
7396 euros on a pre-tax income of 10,851 euros; taking into
account VAT, their tax rate is a positive 44%. The French
system therefore obliges wealthy families to contribute, while
financing poor families. Without children, the wealthy family
would pay 389 euros more tax per month. Its income per CU is
4402 euros per month, compared with 5819 euros if there were
no children. The parents suffer a 24.4% loss in their living
standard due to the presence of the children.

Finally, note that this wealthy family receives 126 euros per
month for the AF, benefits from a 389 euro reduction in income
tax, and pays 737 euros per month in family contributions.

http://www.ofce.sciences-po.fr/blog/wp-content/uploads/2012/01/Tabe3_blog-18-01.jpg


Unlike the poor family, it would benefit from the complete
elimination of the family policy.

It  would  certainly  be  desirable  to  increase  the  living
standards  of  the  poorest  families:  the  poverty  rate  for
children under age 18 remains high, at 17.7% in 2009, versus
13.5% for the population as a whole. But this effort should be
financed by all taxpayers, and not specifically by families.

No political party is proposing strong measures for families:
a major upgrade in family benefits, especially the “complément
familial” or the “child” component of the RSA; the allocation
of the “child” component of the RSA to the children of the
unemployed; or the indexation of family benefits and the RSA
on wages, and not on prices.

Worse, in 2011, the government, which now poses as a defender
of family policy, decided not to index family benefits on
inflation, with a consequent 1% loss of purchasing power,
while  the  purchasing  power  of  retirees  was  maintained.
Children do not vote …

I find it difficult to believe that large families, and even
families with two children, especially middle-class families
with  children,  those  where  the  parents  (especially  the
mothers) juggle their schedules in order to look after their
children while still working, are profiting unfairly from the
current system. Is it really necessary to propose a reform
that increases the tax burden on families, especially large
families?

[1] The advantage provided by the family quotient is currently
capped at 2585 euros per half a tax share. This level is
justified. A child represents on average 0.35 CU (0.3 in the
range  0  to  15  year  old,  and  0.5  above).  This  ceiling
corresponds to a zero-rating of 35% of median income. See
H.  Sterdyniak:  “Faut-il  remettre  en  cause  la  politique
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familiale française?” [Should French family policy be called
into question?], Revue de l’OFCE, no. 16, January 2011.

[2] As it has already intervened to require that the Prime
pour l’emploi benefit takes into account family composition.

[3] See Sterdyniak (2011), op.cit.

 

AAA,  AA+:  much  Ado  About
no+hing?
by Jérôme Creel

The loss of France’s AAA rating on Friday the 13th ofJanuary
2012 was a historic event. It poses three questions: should
the  austerity  measures  announced  in  autumn  2011  be
strengthened? Why has Germany been singled out? And what is to
be done now?

The loss of the AAA rating on French government bonds is not
surprising – far from it. The sovereign debt crisis that has
shaken the euro zone for over two years, starting in the
autumn of 2009, was not managed properly because it occurred
during a recession, at a time when all the EU Member States
had their eyes glued to their own economic difficulties. In
the absence of a concerted response that included immediate
solidarity  and  mutual  guarantees  by  the  euro  zone  Member
States of the zone’s entire public debt, with the support of
the European Central Bank (cf. Catherine Mathieu and Henri
Sterdyniak,  here),  the  foreseeable  contagion  occurred.  The
objective  public  finance  mistakes  committed  by  successive
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Greek governments followed by the vagaries of the Irish banks
have now led to a systemic crisis in Europe.

By  implementing  austerity  measures  simultaneously,  Europe’s
governments have magnified the economic difficulties: economic
stagnation and even recession are now on the agenda for the
euro zone (cf. Xavier Timbeau et al., here). A downgrade of
debt ratings in the euro zone was thus to be expected. It
does, however, raise three questions.

Should  the  austerity  measures  be  strengthened?  In  a1.
commentary on the supplementary 7 billion euro French
austerity plan announced in November 2011, Mathieu Plane
(see in French here) pointed out that the race for the
AAA rating had already been lost. The impact of this
austerity  plan  on  economic  growth  was  objectively
inconsistent with the fiscal consolidation target – and
Standard  &  Poor’s  was  surely  not  unaware  of  this
argument.
Why did S&P single out Germany and Slovakia, the only2.
economies in the euro zone not downgraded on Friday 13
January?  While  their  commercial  links  are  undeniable
(cf.  Sandrine  Levasseur,  2010,  here),  which  could
justify their comparable treatment, the main markets for
both of these economies, and particularly Germany, lie
in  the  euro  zone.  Slowing  growth  in  the  euro  zone
outside Germany will not leave the other side of the
Rhine unaffected (cf. Sabine Le Bayon, in French here).
It is difficult to see how the contagion of the crisis
could stop at the borders of Germany and Slovakia. The
recent take-up of German government 6-month bonds at a
negative  interest  rate  could  even  be  interpreted  to
reflect extreme distrust of Germany’s commercial banks.
In any case, its economy, situated in the euro zone, is
no less fragile than that of France.
What should be done now in France? The loss of the AAA3.
rating reflects a negative outlook both for the state of
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public finances and for economic growth. While Germany
has not been downgraded, it is possible that this is
because S&P takes a positive view of its non-cooperative
strategy  in  the  past.  From  this  perspective,  the
principle of a social VAT measure can be considered a
way to help France catch up with Germany in terms of
competitiveness,  as  Jacques  Le  Cacheux  points  out
(here): if the Germans did it, why can’t we? This would
help boost tax revenue by increasing the competitive
advantage of businesses established in France. If such a
measure were to be adopted, Germany and France would be
on equal footing. The two countries could then sensibly
consider a cooperative policy for a recovery in Europe.
Some possible focuses include: industrial policy (cf.
Sarah Guillou and Lionel Nesta, in French here); social
policy; an ambitious climate and energy policy (cf. Eloi
Laurent, here); and a financial policy that includes a
common tax on financial transactions, with the revenue
raised being used to ensure that the taxpayer would
never again need to bail out the private banks, which
would free up additional maneuvering room for the first
three policies. The policy outlines would of course need
to  be  defined,  but  it  is  crucial  to  recognize  that
policy action is urgently needed.

Regaining  confidence  in  the
euro: Three pressing issues
By Jérôme Creel

In a communication on European economic governance before the
European Parliament’s ECON Committee on Monday, 17 October
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2011, three pressing issues were identified in order to save
the euro and improve its management.

Saving the euro without further delay is the priority. To do
this, it is necessary to provide the EFSF with sufficient
funds and to require the ECB to continue intervening in the
market for government bonds, so as to resolve the difference
between the long-term rates of the peripheral countries and
those in the countries in the heart of the euro zone (Germany,
France, Netherlands), where these rates are falling and thus
benefiting these countries, whereas the rise in the periphery
is placing a heavy burden on the public finances of Greece, of
course, but also of Portugal and Spain.

Second, the new legislation amending the Stability and Growth
Pact  and  setting  up  a  symmetrical  device  for  monitoring
macroeconomic imbalances needs to be implemented as soon as
possible. This second priority is urgent, too: it should in
the future allow the euro zone to avoid a new crisis, or at
least  to  protect  itself  with  proper  instruments  and
surveillance.  In  this  context,  the  European  Parliament  is
being asked to “check the checkers” so as to give a real boost
to Europeans’ trust in their institutions.

Finally, it is necessary to ensure the proper functioning of
European governance. Nothing has been lost, intelligent rules
do exist: they must be applied after consultation. Inflation
targeting on the monetary side and a genuine golden rule of
public finances on the budget side both need to emerge.

Communication to the European Parliament ECON Committee, 17
October 2011

Dear Honorable Members,

After almost two years of European turmoil related to the bad
management of public finances in a few Eurozone countries, and
more than four years after a deep worldwide crisis, time is
certainly ripe for reaching European solutions to cure the



crisis.  Two  emergencies  are  at  stake:  first,  stopping
distrust’s  contagion  vis-à-vis  Eurozone  members;  second,
stopping misbehaviors’ contagion among Eurozone members in the
future.  By  the  way,  this  second  emergency  certainly
necessitates a separation between two periods: the short run
and the longer run.

1. Short run emergency 1: improving trust in the Euro

In order to cope with the first emergency, Eurozone countries
need a more automatic solidarity mechanism. There have been
different options discussed and implemented so far at the
Eurozone level, from the EFSF (then future ESM) to Eurobonds,
or the intervention of the ECB on secondary markets. They all
need  to  be  enforced  and  implemented  as  soon  as  possible
without  limitations,  otherwise  discrepancies  in  long-term
yields on public bonds will continue to grow across Eurozone
members, at the expense of countries with twin deficits and at
the benefit of countries which are closer to twin balance.
Without  strong  automatic  interventions,  Eurozone  countries
take the risk of feeding distrust in their ability to support
the Euro. The consequence might be distrust in the future of
the Euro, distrust in the future of the EU project.

2.  Short  run  emergency  2:  enforcing  the  “6-pack”  with
improvement  in  its  democratic  content

In  order  to  cope  with  the  second  emergency,  the  European
Commission,  the  President  H.  van  Rompuy  and  the  European
Parliament  have  dealt  with  the  EU  governance  of  the  near
future through a “6-pack” of legislative amendments which were
adopted on 25 September 2011.

A  major  step  has  been  made  in  the  good  direction:  macro
imbalances are no longer automatically related to deficits as
they may also refer to surpluses; and a macro imbalance can be
considered “excessive” only to the extent that it “jeopardizes
or risks jeopardizing the proper functioning of the EMU”. This



is clear understanding that provided Eurozone countries are
primarily partners rather than competitors, their trade links
shall not be automatically confounded with risky imbalances
for they do not impinge on the common currency, the Euro.

The “6-pack” also deals with the better enforcement of the
Stability and Growth Pact, introducing earlier sanctions, and
a more comprehensive fiscal surveillance framework. This is
certainly necessary to make sure that the risk of moral hazard
in the Eurozone is reduced to a minimum. However, the overall
‘6-pack’ must pass beforehand criteria for the effectiveness
of a fiscal rule.

There have been different ways to assess reform proposals for
economic policies. A well-known and convenient one is a set of
criteria first developed by George Kopits and Steven Symansky
at a time when both were working at the IMF. According to
them,  a  fiscal  rule  is  effective  if  it  is  well-defined,
transparent,  simple,  flexible,  adequate  relative  to  goal,
enforceable, consistent and efficient. In an amendment by the
European Parliament related to macro imbalances, one can read
that  the  indicators  in  the  scoreboard  must  be  relevant,
practical,  simple,  measurable  and  available;  moreover,
flexibility  is  advocated  in  the  assessment  of  macro
imbalances.  The  Kopits-Symansky  criteria  are  thus  still
relevant, and only their seventh criterion, consistency, seems
to have been forgotten from the list. Does it reveal that
through the current reform proposals, no one wishes to deal
with monetary policy, which consistency with fiscal policies
might well be assessed, and the other way round?

I have written elsewhere my own views on Kopits and Symansky’s
set of criteria (Creel, 2003; Creel and Saraceno, 2010), but I
think I need to insist on the simplicity one. I fear the
existence of a so-called “simplicity” criterion when complex
problems are arising. For instance, a strong public deficit
may  be  due  to  ‘bad  times’  (recession,  slow  GDP  growth),
interest  rates  hikes,  wrong  policies,  a  non-existing  tax
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system, etc. A simple rule cannot handle the multiplicity of
the causes for a deficit. I also fear that such a criterion is
simply disrespectful towards the people: well-informed people
can certainly approve complex rules if they believe that those
who implement them target the common interest.

It leads me to propose that the “simplicity” criterion is
changed into a “democratic” criterion. That change would not
be substantial as regards Kopits and Symansky’s justification
of  their  criterion:  simplicity  is  required,  they  say,  to
enhance the appeal of the rule to the legislature and to the
public. Changing “simplicity” into “democratic” would thus be
consistent  with  their  view.  It  would  add  two  advantages.
First, there would be no need to target simple or simplistic
rules, if more complex ones are required. Second, to enhance
their appeal to the public, these rules should be endorsed and
monitored  by  a  Parliament:  as  their  members  are  the
representatives  of  the  public,  the  latter  would  be  fully
informed of the nature and properties of the rule.

What  would  be  the  main  consequences  of  assessing  reform
proposals  through  the  lens  of  democratic  content  in  the
current  context?  First,  the  now-complex  setting  of  fiscal
rules in the EU, under the amendments of 25 September 2011, is
well-defined but it is no longer simple. That should not lead
us to assume that these rules will not be efficient. Second,
if  all  European  authorities,  including  the  European
Parliament,  approved  a  stricter  surveillance  mechanism  for
fiscal policies, macro imbalances, and employment guidelines,
control over the misbehaving countries should be shared with
all  these  authorities,  hence  also  including  the  European
Parliament. The implication of the latter, with that of the
European Council, would enhance the appropriation of rules by
the public, and the trust of the public in their institutions.
Third,  another  consequence  would  be  that  automaticity  in
sanctions  should  not  be  an  option  for  automaticity  is
contradictory with the essence of a democracy: contradictory



debates.

Are the current reform proposals respecting the “democratic”
criterion? The implication of the EP in these reforms already
calls for a positive answer. Nevertheless, the implication of
the EP in “checking the checkers” is necessary to achieve a
definite  positive  answer.  This  implication  might  be  very
productive in reassessing the effectiveness of the policies
which  are  undertaken  in  a  country  where  suspicion  of
misbehavior is developing. The implication of the Economic
Dialogue and the European Semester should also be used to
improve  trust  in  the  EU  institutions  and  the  Eurozone
governments, with due respect to the subsidiarity principle.
Sharing information, analyses, data should be viewed by all
partners as a way to achieve cooperation, keeping in mind that
John  Nash  showed  through  his  solutions  that  cooperative
equilibria always lead to a win-win situation.

“Checking the checkers”, as I mentioned above, involves an
informed assessment of the effectiveness of fiscal policies.
Such an assessment is not dealt with in the current Stability
and Growth Pact. During the procedure of fiscal surveillance,
and  before  sanctioning  a  country,  it  is  of  the  highest
priority to gauge the effectiveness of a fiscal policy which
has led to higher deficits and debts.

Discussions about fiscal policies are usually very pessimistic
nowadays, as far as their effectiveness is concerned, but
those  endorsing  these  discussions  take  the  risk  that  the
people have finally no trust in their governments, for they
are said to follow the wrong policies, and in the European
institutions that are not able to stop these policies.

It may be useful to recall (once again?) that a consensus
exists in the economic literature about the sign of the fiscal
multiplier: it is positive. And because of that, the Chinese,
US, German, French, etc. governments decided to increase their
deficits through discretionary policies during the worldwide
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crisis: these governments were conscious that their policies
were helpful. Why shouldn’t they during other ‘bad times’? Why
should we all think that a contagion of fiscal restrictions in
the EU will help us thrust again? Good policymaking requires
that policies are contingent to the economic situation (GDP
growth, inflation rate, level of unemployment, etc.).

In  my  view,  at  this  stage,  there  are  two  important
prerequisites to a rapid improvement in the EU governance, and
I do not think they require a new Treaty. We all know that at
the ECB and beyond, some argue that political pressures led
this institution to buy public bonds, in contrast, they add,
with the EU Treaty. Its independence would have been at stake.
For this reason, the first prerequisite is in recalling the
independence  and  mission  of  the  ECB.  The  ECB  is  a  young
institution and it needs confidence in itself, as a teenager
does. Once definitely adult, after full confidence is reached,
the  ECB  will  not  fear  coordination  or  cooperation  with
governments and the EP that fully respect its independence but
may wish to improve the consistency of their policies with
its.

The second prerequisite is in recalling the objectives of the
EU, growth and stability, and in admitting that there is not a
single way to achieve these objectives, for countries are
still so different within the EU, even within the Eurozone.
The ‘one size fits all’ is no longer an option, hence the
necessity to complement fiscal rules with an assessment of
macro  imbalances  and  with  regular,  transparent,  and
democratically-controlled assessments of the relevance of the
underlying  analyses  by  governments  on  the  one  hand,  and
controllers on the other. There is a strong role for the EP in
acknowledging and managing this no ‘one size fits all’ way of
dealing with fiscal rules.

3. Longer run emergency 2: more intelligent rules?

In the longer run, if improvements by the ECB in cooperating



with governments have not materialized, a binding commitment
to follow a cooperative behavior could be included in the
statutes of the ECB. A change in its statutes might also be
considered, with a view to adopting, for instance, a dual
mandate similar to that of the Fed. That way, it would be
clear that “if 5% inflation would have (Central bankers’) hair
on fire, so should 9% unemployment” (Ch. Evans, 2011). Another
possibility  would  be  to  urge  the  ECB  to  implement  full
inflation targeting. That would require the ECB to make public
its  forecasts  and  minutes  of  decisions,  thus  enhancing
information and potentially influencing the private sector.

Lastly, the most important debate on fiscal policymaking is in
wondering what governments are doing with tax and spending,
and  how  they  finance  them.  The  European  Semester  and  the
monitoring of indicators of macro imbalances certainly go in
the good direction, but rather than a global view on the
evolution of deficits and debts, Eurozone countries should
think about circumscribing the good and bad parts of taxes and
spending and make sure they all target the good policy, at
their benefit and at the benefit of others. Of course, this is
not an easy task, but it is a task that would make the EU
fiscal rules ever more “intelligent”.

Having  common  objectives  within  Europe  2020,  it  could  be
thought of having common tools to reach them: a higher EU
budget? Or an authentic but modified golden rule of public
finance where some expenditures proved to be productive, with
the agreement of all EU member states, would be left out of
the scope of binding rules? That is not the hot topic of the
day, but had it been before the SGP reform of 2005 that the
stability of the Eurozone might not have been at stake the way
it has been since the worldwide crisis.

I thank you for your attention.
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Fiscal  consolidation  wrong-
footed
By Sabine Le Bayon

Should deficit reduction be the priority of governments today?

The constraints imposed by the Stability Pact and especially
by the financial markets on Europe’s governments do not leave
them much leeway. But while there is no avoiding the issue of
the sustainability of public debt, we also need to take into
account  the  recessionary  impact  of  austerity  programs  on
economic activity, particularly during a period of recovery.
The great majority of studies point to a positive multiplier
effect, that is to say, a one point cut (expansion) in the
budget  results  in  a  decrease  (increase)  in  activity.
Furthermore,  studies  have  highlighted  that  in  order  to
maximize a policy’s impact, its timing is crucial: the impact
on  growth  and  on  the  public  deficit  (via  its  cyclical
component)  depends  on  whether  or  not  it  is  supported  by
monetary  policy,  on  the  fiscal  policy  conducted  by  other
countries, on the phase of the cycle, and so forth.

Fiscal consolidation, for example, has less impact on activity
when it is accompanied by a relaxation in monetary policy and
by  a  currency  depreciation.  But  when  interest  rates  are
already close to zero (or in the case of a liquidity trap),
the impact of fiscal restraint is not cushioned by a fall in
base rates. As the central bank cannot counter disinflation,
real  interest  rates  rise,  which  amplifies  the  fall  in
activity. Moreover, in a context of generalized tightening,
the exchange rate cannot be a means of supporting activity in
every  area.  This  is  also  true  when  a  policy  of  fiscal
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restraint is being implemented within a monetary union where
the countries trade mainly among themselves. Thus, according
to the IMF, the impact on growth of a budget cut of 1 GDP
point can vary between 0.5% and 2%, depending on whether or
not an austerity program is synchronized with the response of
monetary policy (Table 1).

Ultimately, the impact on growth feeds back into the state of
public  finances.  When  monetary  policy  can  counteract  the
recessionary effects of fiscal policy, a one-off budget cut of
a single GDP point reduces activity by 0.5% after two years.
The deterioration in the cyclical deficit then comes to 0.25
GDP point, and the balance ultimately improves by 0.75 point.
When interest rates are near zero, a one point negative fiscal
stimulus in a country reduces growth by one point and worsens
the cyclical deficit by 0.5 point, leading ultimately to an
improvement in the deficit of only 0.5 GDP point. Finally,
when a liquidity trap (or rates of zero) is combined with
generalized  budget  cuts,  a  one  GDP  point  negative  fiscal
stimulus reduces growth by 2 points, because neither monetary
policy nor exchange rates can offset the impact of the cuts.
This widens the cyclical deficit by one point, and there is
therefore no improvement in the public deficit despite the one
point structural effort.

 

Furthermore, the economy’s position in the cycle influences
the multipliers. At the bottom of the cycle, for instance,
they  are  amplified:  an  austerity  policy  accentuates  any
deflationary tendencies at work, which intensifies the fall in
demand and therefore the impact on activity. However, at the
top of the cycle, the disinflationary effects of the austerity
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measures counteract the inflationary trend usually seen in
this phase, thus reducing the multiplier. According to Creel,
Heyer and Plane, after one year, and depending on the policy
instruments used, the multiplier lies between 1 and 1.3 points
when the economy is in the bottom of the cycle (assuming an
output gap of -2%) and between 0.8 and 1.2 points in mid-cycle
(an output gap of zero) and the top of the cycle (for an
output gap of 2%). At 5 years, the effect is even stronger:
between 1 and 1.6 points at the bottom of the cycle, between
0.6 and 1.3 in mid-cycle and between 0 and 1.2 at the top of
the  cycle.  Thus,  when  the  output  gap  is  negative,  fiscal
consolidation policies are not very effective because they
lead to a significant decline in GDP compared to a scenario
with  no  restraint,  which  limits  any  fiscal  gains  to  be
expected from the austerity policies.

Today everything has come together for the austerity policies
to  lead  to  a  significant  slowdown  in  growth  with  little
reduction in the deficit, especially in the euro zone. This is
why we tried to assess the indirect impact, for France and the
major developed countries, of the austerity measures being
implemented by their trading partners, in addition to the
direct impact of the various national plans. The impact of
fiscal restraint (in country A) on demand from its partners
(B) depends on the elasticity of imports with respect to the
GDP of country A but also on the degree of openness and
geographical orientation of exports of the B countries. In the
case of France, for a national multiplier of 0.5, the total
multiplier is 0.7, once the fiscal restraint policies of the
partners  are  taken  into  account  via  foreign  trade;  for  a
national multiplier of 1, the total multiplier is 1.5.

Based on the fiscal packages planned in the various countries,
we obtain an impact of foreign plans on national activity of
between -0.1 and -0.7 point in 2012, depending on the degree
of openness of the countries and the orientation of their
trade (Table 2). For France, the restraint planned by its
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trading partners will cut growth by 0.7 point in 2012, which
is almost equal to the savings plan set up by the government
(1 point). In Germany, the impact of foreign austerity plans
on GDP is close to that calculated for France: even if Germany
is more open, it trades less than France does with the rest of
the euro zone, and will benefit more from the US stimulus
package in 2012. In the other euro zone countries, foreign
fiscal cuts will have an impact of the same magnitude (0.6).
In  the  US,  the  effects  of  the  stimulus  package  will  be
undercut  by  the  austerity  measures  being  implemented
elsewhere; while the direct effect of the stimulus package on
GDP will be 0.7 point, the lower demand addressed to it will
cut  growth  by  0.2  point,  limiting  the  impact  of  the
expansionary fiscal policy. The slower than expected growth
could render the deficit reduction goals obsolete. Using our
assumptions of national multipliers of between 0.6 and 0.9, a
one GDP point negative fiscal stimulus in all the EU countries
actually reduces the deficit by only 0.4 to 0.6 GDP point in
each country, once the fiscal restraint of the trade partners
is taken into account.

 

This text refers to the study of fiscal policy (in French)
that accompanies the analysis of the economic situation and
the forecast for 2011-2012, available on the OFCE web site.
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