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Although much attention has been given to the economic state of peripheral European

countries, it is becoming increasingly clear that some key central countries are just as

susceptible to the current climate. One such nation experiencing problematic

macroeconomic symptoms is France, where the structural economic situation has

sparked a number of concerning trends.

While some policy measures have been taken to remedy the situation, it is difficult to

say whether the difference they make will be enough to correct it. In order to ascertain

what further measures may be necessary going forward, we must first identify France’s

‘symptoms’ and their respective causes, and secondly balance existing measures

against their consequences.

Common concerns

The French economy is experiencing a number of negative trends which will require rebalancing

via economic policy. The problem of continual deindustrialisation is a prime example. The

competency of the labour force is poor – as evidenced by the OECD’s PIAAC survey – and this

is exacerbated by high labour costs for unskilled wage earners. Such labour costs are high due

to a high minimum wage, which explains the considerable level of unskilled unemployment. As

well as high labour costs, productions costs are also excessive – but the sophistication of

manufacturing production is poor, as demonstrated by the extremely high price elasticity of

exports.

Furthermore, low productivity gains – caused in part by weak corporate investment and low
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South Africa’s central bank has disagreed with a ratings decision by Moody’s to downgrade Capitec Bank Limited (Capitec) by two notches, and place it on review for a further downgrade. The central bank says it respects the independent opinion of rating agencies but that it does not “agree with the rationale given in taking this step”. Two reasons are given for the rating action: a lower likelihood of sovereign systemic support based on decisions recently taken in relation to African Bank Limited (African Bank), and heightened concerns regarding the risk inherent in Capitec’s consumer lending focus. “With regard to the first point, it is important to reiterate that the approach taken by the SARB to any resolution to address systemic risk will always be based on the circumstances and merits of the particular prevailing situation. Decisions will also be informed, as was the case with African Bank, by principles contained in the Key Attributes for Effective Resolution Regimes proposed by the Financial Stability Board (FSB), which have the objective that a bank should be able to fail without affecting the system,” notes the central bank in an official statement. “This is in keeping with evolving international best practice. In the case of African Bank bond holders and wholesale depositors are taking a 10% haircut, which is generally regarded as being very positive given that the trades following the announcement of African Bank's results were taking place at around 40% of par. Therefore in fact substantial support was provided, not reduced. Moreover, all retail depositors were kept whole and are able to access their accounts fully,” it adds - According to the Hong Kong Monetary Authority (HKMA) credit card receivables increased by 2.1% in the second quarter to HKD112, after a reduction of 6.7% in the previous quarter. The total number of credit card accounts edged up by 0.7% to around 16.8m.The rollover amount, which reflects the amount of borrowing by customers using their credit cards, increased by 2.9% during the quarter to HKD19.2bn. 
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Furthermore, low productivity gains – caused in part by weak corporate investment and low

quality investment and capital stock – have led to low potential growth. In addition, lower-than-

desirable corporate profitability and capital return mean industry is unable to meet demand. Profit

margins in the manufacturing industry continue to decline, causing inert supply, which reacts

neither to domestic nor foreign demand. So the French economy faces challenges of overall

labour force skill and is also vulnerable in areas that are exposed to foreign competition (due to

high production costs, and the circularity of low margins and poor investment).

To counter these symptoms, the French government introduced the "Responsibility Pact",

involving a €40 billion cut in corporate taxes (including profit taxes, social contributions, and

production taxes). However, while the tax cut is more or less equivalent to the difference (in real

terms) between wages and productivity, it only equates to half of the decline in profit margins.

Moreover, the difference between wages and productivity continues to increase. Consequently, if

real wages increase annually by 0.5% more than productivity, the cost of real wages will negate

the value of tax relief within the next 8 years, and falling productivity will catch up with the cuts in

only 4 years.

Shock therapy treatment

Unfortunately, the current problems are self-perpetuating; low productivity gains and low potential

growth combined with high labour costs impair profitability and competitiveness, reducing

capacity for investment and the employment of unskilled workers. This prevents any recovery in

the fiscal deficit, which leads in turn to yet more restrictive fiscal policies – particularly if the

fiscal deficit target for 2015 (3% of GDP) is to be met. Increasingly restrictive measures will

further reduce investment, and therefore potential growth – resulting in aging capital stock, and a

subsequent decline in the sophistication of production.

Therefore, France needs to firstly restore profit margins and companies’ capacity to modernise

(which would boost productivity gains and reduce unit labour costs), secondly encourage

investment (preventing weak capital growth from permanently damaging potential growth) and

thirdly reduce structural unemployment and obstacles to hiring unskilled wage earners

(increasing potential GDP).

If the policy measures deployed so far are unable to permanently amend the current economic

concerns, what else can be done to correct them? There are in fact three “shock treatments”

available. Firstly, further significant tax cuts, for example a reduction in profit tax or accelerated

depreciation, could provide a stronger incentive for investment. Such cuts could be financed by a

reduction in transfer spending, a VAT hike or a rapid increase in the retirement age.

Secondly, reducing the minimum wage (from 62%) to 50% of the median wage would

considerably increase unskilled employment (since the elasticity of employment to labour costs

is roughly ‘1’), and the fall in income reduction could be offset by concentrating welfare benefits

(including family, housing and healthcare benefits) on lower-income households.

Thirdly, the government could prohibit companies from increasing real wages by more than their

increase in labour productivity. While such measures may be perceived as extreme, they may

soon become necessary if France is to extract itself from its current dilemma.
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