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While French economic performance has not conformed to
the enthusiastic promises of early 1981, this paper argues that
the widely held view that it has been an unmitigated failure
is unwarranted. First, the general deterioration can largely
be dated back to the early seventies. Second, the early and
unfortunate attempt at a demand-led expansion was both
moderate in size and quickly reversed. Finally, the post-1983
anti-inflationary policies have been successful so that, overall,
the disappointing French performance has been on a par
with, and in some ways better than, the rest of Europe.
But the main theme of the paper is the emphasis on the
supply side. The analysis is organized around the NAIRU,
the threshold rate of unemployment below which inflation
rises. In an attempt to explain the factors which have led to
a continuous rise of the NAIRU since 1973, the paper focuses
on labour costs, particularly on the 'wedge' between the costs
borne by employers and net take-home pay. To achieve and
sustain a significantly lower level of unemployment, labour
taxes must be cut, thus reducing the wedge and the NAIRU,
and there must be a corresponding demand stimulus so that
actual unemployment can fall to this level.
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1. Introduction
The economic management of France under the Socialists in the 1980s
is widely regarded as a major failure. Relative to the enthusiastic
promises of President Mitterrand's government following the election
victory of May 1981, that harsh assessment is warranted. The government came to office promising rapid growth and a reduction in unemployment. Instead, it has presided over four years of slow growth, and
a rise in unemployment from 7% in 1981 to 10% in October 1985. The
Socialist attempt to revive the French economy sank on the shoals of
rising inflation and a foreign exchange crisis by early 1983, so that the
government of the left has in the end introduced a tougher, more
market oriented programme than anything considered by the previous
centre-right administration of Giscard d'Estaing.
In politics, consistency can be more important than correctness, so
that the Socialist U-turn and subsequent policies have garnered less
applause than might be expected. The austerity since 1983 has reversed
a trend of high and increasing inflation that gripped France in the
1970s and early 1980s. The policies have also stabilized the fiscal
accounts and greatly improved France's external balance. Nonetheless,
the Socialists remain condemned by the failure of their initial experiment. According to opinion polls within France, they have alienated
the left without attracting new electoral support from the centre and
the right.

* Useful comments have been received from several participants at the Panel and our discussants,
from participants at the Paris Seminaire d'Economie Monetaire Internationale and the Business
Economics Workshop at INSEAD. We also thank H. Delestre, P. Dubois, J. Melitz, G. Laroque
and G. Oudiz for assistance with data collection, and Fergal Byrne for useful research help.
Financial support from INSEAD is gratefully acknowledged.
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Our paper aims to provide a broader perspective on Socialist management of the French economy, by placing recent economic performance
in the context of longer-term developments, and by comparing the
macroeconomic outcomes in France with the results achieved in the
other major industrial economies. We argue that the economic crisis
in France did not begin with the Socialists in the 1980s, but in the 1970s,
under Presidents Pompidou and Giscard d'Estaing. Macroeconomic
policies emphasized aggregate demand management during a period
in which aggregate supply conditions seriously deteriorated. Because
of this deterioration, both inflation and unemployment rose sharply in
the seventies in France as elsewhere in Western Europe.
Certainly, the early Mitterrand period did nothing to reverse this
trend; the policies pursued were more naively demand oriented than
in any other major industrial country. Starting from a position of double
digit inflation, the Mitterrand government blithely stepped on the fiscal
accelerator, hoping that the stimulus would raise output, spur investment, and thereby lead to anti-inflationary productivity increases.
Labour costs were substantially raised by higher minimum wages,
increased paid holidays, and a shorter working week. In the short term,
France avoided the deep 1982 recession suffered by its neighbours.
However, French inflation remained very high in 1981 and began to
rise in 1982, while inflation abroad fell significantly. Also, with domestic
demand expansion and a worldwide recession, the trade balance
deteriorated sharply. With the Franc under attack, the fiscal expansion
was quickly abandoned. Since mid-1983, the fiscal expansion has been
nearly reversed, and wage policies have been successful in holding down
the growth of real labour costs.
Table 1 shows the time paths of inflation, unemployment, and the
external balance, in the past fifteen years. Clearly, President Giscard
bequeathed a poorly performing economy to the Socialists in May 1981.
The unemployment rate had risen in every year since 1974 to a rate
of 6.3% in 1980, and the inflation rate increased to 12.2% in 1980. Both
measures were far higher than in Germany, France's major political
and economic partner. The current account was in substantial deficit.
In 1982, the situation deteriorated, with higher inflation, unemployment, and current account deficits. By 1985, after more than two years
of austerity, substantial progress was finally made on two of the three
major targets of the government: inflation had fallen substantially, and
the current account was back in balance. However, the unemployment
rate, once the priority target of the Mitterrand government, had risen
sharply to over 10%.
One popular way to compare the relative success of the fight against
inflation in different countries is to calculate sacrifice ratios. For a given
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Table 1. Macroeconomic indicators
1980

1981

1982

1983

1984

1985

10.5
4.7
16.1

12.2
4.5
19.8

11.8
4.2
11.8

12.6
4.4
7.4

9.5
3.3
5.0

7.1
1.9
4.4

6.0
2.3
5.0

Unemployment rate (%)
France
4.8
Germany
3.2
UK
5.3

6.3
3.0
6.6

7.4
4.4
10.0

8.1
6.1
11.4

8.3
8.0
12.6

9.7
8.5
13.0

10.1
8.8
13.2

3.1
2.4
1.5

1.0
1.9
-2.2

0.5
-0.2
-1.3

1.8
-0.1
1.8

0.7
1.3
3.2

1.6
2.6
1.6

1.0
2.3
3.3

Current account (% of GDP)
France
—0.3
Germany
0.2
UK
0.5

-1.4
-1.8
1.8

-0.8
-0.8
2.9

-2.2
0.5
1.9

-0.9
0.6
0.8

-0.2
1.0
0.0

0.1
2.1
0.3

Structural budget deficit (% of GDP)
France
0.6
-0.7
Germany
3.2
3.2
UK
1.9
-4.0

0.3
3.0
-4.4

0.7
1.6
-4.5

0.8
0.4
-1.5

0.2
-0.8
-1.8

—
—
—

Net public debt (% of GDP)
France
11.5
Germany
—8.2
UK
75.3

10.6
17.5
48.2

12.5
19.8
47.2

15.0
21.5
49.0

17.6
21.7
49.8

—
—
—

Inflation (% p.a.)
France
Germany
UK

GDP growth (% p.a.)
France
Germany
UK

9.1
14.3
48.9

Sources: Price and Muller (1984), DRI data bank. 1985 data are forecasts from OECD
Economic Outlook (December 1985).
Notes: Current Account data in column 1 refer to 1975-80 for France and Germany,
1977-80 for the UK. Structural Deficit is inflation-adjusted at mid-cycle. Net Public
Debt Data in column 1 refer to 1970.

period, the sacrifice ratio is defined as the cumulative increase in
unemployment divided by the reduction in the annual inflation rate.
It is a crude measure of the additional short-term unemployment
burden required to get inflation down 1 percentage point. From Table
1 we see that French inflation fell from 11.8% in 1981 to 16.0% in 1985,
a reduction of 5.8%. Over the same period the cumulative increase in
unemployment was 12.1%. Hence during 1981-85 the sacrifice ratio
was 2.1. For Germany and the UK, over the same period the sacrifice
ratios were 10.9 and 4.0 respectively. In this sense, Table 1A shows that
France faced a more favourable inflation-unemployment trade-off than
other European countries.
Whilst the Socialist experiment has been no great success, French
performance in some ways has been better than that in the rest of
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Table 1A. Sacrifice ratios, 1981-85
Germany

UK

12.1
5.8
2.1

20.8
1.9
10.9

27.2
6.8
4.0

Source: as Table 1.

Europe. During the 1970s and 1980s, for most European countries,
ever-higher unemployment rates have proved necessary merely to hold
inflation in check, much less to reduce it. The so-called 'non-accelerating
inflation rate of unemployment' (NAIRU), which measures the lowest
unemployment rate that can be sustained without fear of increasing
inflation, appears to have risen sharply. Note, for example, that during
the Giscard d'Estaing administration, the historically high and rising
unemployment rates during 1977-79, between the two oil shocks, did
little to reduce French inflation (see Table 1).
In our view, the anti-supply side policies of both Giscard d'Estaing
and Mitterrand, like the policies pursued in other countries of Europe,
contributed to this distressing development. The post-1983 period
under Mitterrand has begun to alleviate the problem, but in spite of
the willingness of the government to undertake politically tough policies,
it has still not shown a deep appreciation of the need for coordinated
supply and demand measures. Some measurements of aggregate supply
conditions that we develop later show only slight glimmers of improvement. Our policy recommendations at the end of this paper focus
squarely on the need for further improvements in aggregate supply
conditions.
We must spell out at the beginning how our approach differs from
'supply-side' economics as preached by the Reagan Administration. The
Reaganomics supply-siders focus on the effects of income tax cuts on
the incentives to save and work. Individuals, it is argued, will work
harder, and undertake more entrepreneurial activities, with lower marginal tax rates. In our view, high sensitivity of household behaviour to
marginal tax rates has yet to be demonstrated: we do not depart from
the traditional macroeconomic assumption of a fairly inelastic long-term
labour supply of primary wage-earners.
In our interpretation, sensitivity of workers to tax rates occurs not
at the household level, but at the level of wage bargaining between
firms and workers, and in political lobbying for government wage
policies (see Bruno and Sachs, 1985, and Knoester and van der Windt,
1985). As we show below, unions will try to pass on labour tax increases
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by raising wages, even if such wage increases will engender unemployment for other workers, and even if unions faithfully represent the
interests of members whose individual labour supply is completely wage
inelastic! Because unions have monopoly power, they choose willingly
to accept more unemployment in return for higher wages. When labour
taxes or oil price increases adversely shift the demand for workers,
unions are likely to accept higher unemployment in order to preserve
real incomes. The same argument could be applied to political pressures
for increases in government salaries, or in government-regulated wage
levels (as with the minimum wage). Even those voters who would
willingly work at much lower wages will often support government
policies that preserve higher wages at the cost of higher aggregate
unemployment (of others?).
To quantify the factors that have contributed to a rising NAIRU we
construct a variable that measures the 'wedge' between costs to the firm
and net-of-tax take home pay of workers. The theory suggests that a
rise in the wedge will tend to raise the NAIRU, since unions will resist
the real wage reductions that would otherwise be necessary in order to
prevent higher labour costs from reducing the demand for labour by
firms. We find that the 'wedge' has increased markedly in France, under
Giscard d'Estaing as well as Mitterrand, mainly because of the increase
in social security taxes. The rise in the wedge seems to be well correlated
with the rise in the non-inflationary threshold of unemployment in
France. For this reason, we share the Reagonomics emphasis on the
efficacy of tax reductions as a way of reducing unemployment,
especially since France has had one of the fastest increases in the Social
Security tax burden in the OECD in the past fifteen years, as shown by
the data in Table 2.
The plan of the paper is to review the Mitterrand experience,
emphasising both aggregate supply and aggregate demand factors.
Section 2 describes the Socialist outlook at the time of the election
victory in May 1981, and its economic program, which combined a
Keynesian demand expansion, a Blum-style set of supply-side measures,
and nationalization of major industrial groups. Why this initial programme failed is the subject of some dispute. In Section 3, we consider
three possible reasons: the world recession, adverse supply conditions,
and a crisis of confidence. While all of these explanations have some
merit, we make one central point: the NAIRU, or threshold unemployment rate, was simply too high to allow for a sustained demand-led
recovery, and this was compounded by adverse supply-side measures.
While the debacle of this phase is well known, the brevity and
moderation of the demand expansion that actually took place is not
widely appreciated. As we show, the expansion was already winding
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Table 2. Social security expenditures
(Structural level as % of potential GDP)
Germany

16.8
19.1
22.6
23.4
24.2
24.1

13.3
16.2
16.3
16.3
15.8
14.9

UK

US

8.5
9.2

7.5
9.7

10.0
10.0
10.5
10.5

10.0
10.0

9.7
9.8

Source :Muller and Price (1984).
Note: Data measure social security expenditures at full
employment, as % of full-employment GDP. The structural level of social security expenditures is constructed
analogously to the structural budget deficit; it is the level
of spending which the system would produce at a normal
level of economic activity.

down by the second devaluation crisis, in June 1982, a mere 13 months
after the Socialists came to power. However, March 1983 brought the
decisive battle for control of the French economy and the Socialist party.
Since March 1983, demand management has been geared, successfully,
towards a reduction of inflation. Although the supply side has continued
to receive only fragmentary attention, the wage policy has been one of
moderation (at significant political cost). Even so, unemployment has
risen sharply. The outcome to date of 'socialist austerity' is reviewed in
Section 4.
In Section 5, the current macroeconomic environment is surveyed,
and some policy recommendations are offered. According to our estimates, a reduction of the unemployment rate to 5% is achievable in the
next few years, through a combination of demand expansion coupled
with a significant reduction in labour costs. A cut in labour taxes would
be useful in reducing labour costs to firms, thereby spurring employment and investment.
2. The first thousand days
2.1. The political background

The election of Francois Mitterrand as President in May 1981 was a
major political change. The left had not been in power since 1958, and
Mitterrand's brand of socialism was perceived as more fervent and
dogmatic than the socialism of the countless coalitions in the fifties, the
shift being clearly underlined by the explicit agreement to rule together
with the Communist party.
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2.2. The French economy in 1981

A careful study of the economic policies of the Giscard era is beyond
the scope of this paper. As later under Mitterrand, there were two
periods associated with the two Prime Ministers. Jacques Chirac presided
over an expansion in the aftermath of the first oil shock. It led to a
quickly rising inflation rate, a stubbornly upward creeping unemployment rate, and severe external imbalances which twice prompted France
to leave the European currency arrangement known as the Snake.
Raymond Barre replaced Chirac in late 1976 and quickly established
his mark as a 'dismal' economist bent on the hard work of deflation.
His main themes were balancing the budget, strengthening the Franc
and wage moderation. In a later stage he engineered a historical break
from the entrenched practice of pervasive price controls. He succeeded
in balancing the budget, in leading France into the European Monetary
System and in never having to devalue the Franc.
Over the period 1973-81, in France as elsewhere in Europe, the rise
in unemployment had been met by a series of measures which con-

1

S. C. Kolm, 'La Transition Socialiste Francaise,' Le Monde 17-18 June 1981.
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The changes were to cover the whole spectrum of economic policy:
nationalization of several of the largest industrial corporations remaining in the private sector, new taxes (especially a wealth tax), new labour
market regulations (the Auroux Laws), and a new orientation for
macroeconomic policies. Many of the changes were based on a
specifically socialist perspective on the economy, but there was also a
general perception in France that the previous economic policies had
failed and that a change was needed.
The left wing of the Socialist party, nurturing a strong scepticism
toward market forces, was attached to the ideological principles incorporated in the joint programme adopted with the Communist Party in
1972, and enshrined in the 'Programme Commun'. They were prepared
to go ahead with a large expansion of the public sector, quickly to
redistribute income and strengthen the hand of the government in
running the economy. It seems fair to say that this was the dominating
view in the Spring of 1981.
At the other end of the spectrum, the approach was more pragmatic
and cautious. The examples of the Front Populaire in 1936 and of
Chile's Allende government were cited. 1 Several advisers were aware
that high unemployment and high inflation, a delicate external situation
and very nervous employers and investors required a careful approach.
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2.3. Policy measures

Fairly quickly, the new government enacted a series of policy measures:
a fiscal expansion with monetary accommodation, minimum wage
policies, a reduction of the workweek and new laws concerning labour
relations.
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tributed to a further rise of unemployment. Unemployment benefits,
mainly financed by taxes on wages, increased faster than actual salaries,
along with other social transfers also financed by labour overheads
(health and retirement benefits, as well as the elaborate system of family
allowances). By 1981, 25% of GDP was being thus redistributed,
financed by wage taxes, the single largest tax in France. In this context,
stabilizing labour costs would have required either an explicit agreement
with the trade unions on wage moderation or relying on the pressure
of high unemployment. Giscard and Barre's hostile relationship with
the trade unions meant that the former solution was ruled out. Rising
unemployment in 1980 allowed for a stabilization of real take-home
wages, but increasing overhead charges kept real labour costs rising,
although at a slower pace.
The combined rise of inflation and unemployment, along with an
emerging current account deficit in 1980, was of course related to the
two oil shocks. But, as evidenced by Germany's superior performance,
this could not be the only explanation (for some detailed comparisons
of France and Germany, see De Menil and Sastre, 1985). Indeed, France
had largely followed the general European trend of supply-side mismanagement, with excessive labour costs, a fast growth of the welfare
system, and continuously spreading regulation of labour markets.
Another liability inherited by Mitterrand was an overvalued exchange
rate. Since the creation of the EMS and despite an unfavourable inflation
differential vis-a-vis Germany, the parity of the Franc had remained
unchanged. In the event, the real appreciation (about 10 to 12%) proved
to be the first hurdle on which the Socialists stumbled.
The bright side of Giscard's and Barre's legacy resided in the public
finances. With the exception of the early Chirac expansion and the
temporary 'locomotive' agreement of the 1978 summit, the budget had
remained almost balanced. As a result, France's public debt (relative to
GDP) was in 1980 one of the smallest among OECD countries (Table
1). Mitterrand enjoyed from the beginning more budgetary freedom
of manoeuvre than was actually available to most other European
countries, and it is perhaps not surprising that this is where he chose
to move forcefully.
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Figure 1. Short-term interest rates
Source: IMF

2.3.1. Fiscal policy. The supplementary 1981 budget increased spending
with taxes almost unchanged. In 1981, most of the increased spending
was in transfers to households, and subsidies to both state-owned and
private corporations, while investment spending by public enterprises
was boosted in 1982. Also, the government directly hired 200,000 civil
servants in 1981 and 1982.
As a measure of the expansionary impulse, we consider the OECD's
inflation-adjusted structural budget balance (for a criticism of any single
measure of fiscal policy stance see Buiter, 1985), shown in Table 1. The
fiscal expansion contributed 1% of GDP in 1981, rising to a cumulative
impact of 1.5% of GDP in 1983. As a matter of comparison the Chirac
expansion contributed 1.1% in 1975 over 1974, while the post-Bonn
summit boost amounted to 1.5% in 1978 (followed by a reduction of
2.8% between 1978 and 1980!).
2.3.2. Monetary policy. Monetary policy was mainly accommodating. The
sharp increase in interest rates shown in Figure 1 may be misleading
in this respect, because of the French practice of credit ceilings: each
year each bank is given a maximum allowed growth rate for its volume
of credit outstanding. These ceilings were moderately raised in June
1981 and gradually brought back down in 1982. Interest rates do not
clear the market for credit, but rather are directed by the Banque de
France with an eye set toward either investment and public borrowing
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2.3.3. Labour market. Mitterrand's election was perceived by the trade
unions as a momentous change. The pledge to fight unemployment,
together with a host of specific promises to redistribute income and
strengthen the hands of trade unions enshrined in the 'Programme
Commun', were perceived as the beginning of a new era, akin to the
historic transformations achieved during the short tenure of Leon
Blum at the head of the Front Populaire in 1936-37. Nationalization
and the new tax on wealth were precisely designed to symbolize the
shift of power. While it is hard to assess the macroeconomic significance
of some of these changes, we shall emphasise the effects of three
particular measures concerning the labour market.
The minimum wage: In 1981 a view commonly held in France, and
incorporated in some macroeconometric models, was that an
autonomous increase in real wages has an expansionary effect. The
usual mechanism is a transfer from firms to groups with a high marginal
propensity to consume, increasing private consumption which, via the
familiar multiplier-accelerator mechanism, generates more investment
spending in spite of the profit squeeze. The adverse effect of the profit
squeeze on output and investment spending is delayed and is dominated
in the interim by a reduction of unused capacity.2 The sharp increases
in the minimum wage (the SMIC) were thus expected to fulfill two
major objectives; income redistribution and higher employment. The
SMIC was raised by 10% in nominal terms in June 1981, followed by
2

This result was common in 1981 models like METRIC but seems to have been modified recently.
Sterdyniak el at (1984) report that in the OFCE model investment spending falls immediately,
but total spending increases for two years, followed by a severe recession.
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conditions, or the foreign exchange market, depending on the prevailing circumstances. In 1981-83 the main consideration was the perceived
need to protect the Franc. Consequently, the 24 hour interbank rate
jumped from 10.9% in February 1981 to 18.9% in June, to decline
thereafter toward 15% by end 1982. In the event, capital controls
prevented an even steeper rise in interest rates in face of an intense
speculation. This is shown in Figure 1 as the London Eurofranc rate
which is an indication of the level compatible with the expected depreciation (and temporarily falls after each EMS realignment). Yet all this
does not signal monetary stringency as the M2 target (10%) was overrun
in 1981 (11.4%), leading to an upward adjustment of the reference
trend for 1982. This overrun in fact did not correspond to any expansion
of credit to the private sector, but rather to direct financing of the
government borrowing requirement (one third of the deficit for 1981
was money financed).
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3

These decisions were also a powerful symbolic gesture, echoing the introduction of the 40 hour
workweek and paid vacations in 1936 by Leon Blum, considered by many people to be his
major achievement.
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several smaller increments. It rose by a cumulated 38.9% over 1981-82,
and in real terms by 11.4% between April 1981 and July 1982. The
number of workers receiving the SMIC doubled to about 8% of the
labour force (Bourit, Hernu and Perrot, 1982). Overall, the average
real hourly wage rate increased by 5.2% during the same period.
The Auroux Laws: Several measures were aimed at changing the
relationship between employers and trade unions. The best known of
them constituted the 'Lois Auroux', a series of new laws which codified
and often enlarged the statutory role of trade unions. These laws,
named after the Minister of Labour, Jean Auroux, provide union
leaders with increased protection against disciplinary measures and
establish the right of workers at the shop floor and factory levels to be
involved in production organization choices. They also require wage
negotiations with trade unions at least once a year, effectively eliminating
the scope for non-union wage settlements. Despite the fact that less
than 20% of the labour force formally belong to a union, most of it is
de facto unionized, for example because in many low-paid, non-union
sectors wages are set close to the minimum wage level, which in turn
is set by the government after consultation with the unions.
Other labour measures continued the trend of the seventies in reducing the ability of employers to dismiss redundant workers or to resort
to part-time and temporary employment. Since 1975 collective dismissals must be submitted to administrative approval. Such approval,
although usually granted, may be, and was, routinely delayed.
Shorter hours and longer holidays: Two decisions were designed to
reduce the length of working time. The first extended the length of
mandatory paid vacations from 4 to 5 weeks per year. The second
reduced the 'legal' workweek from 40 to 39 hours as of January 1982,
and was meant to be a first step towards a 35 hour week to be established
by 1985. 3 The legal workweek is the number of weekly hours beyond
which workers must be offered overtime rates, which increase steeply.
The actual system is quite complicated and need not be explained in
detail. It is enough to note that average hours per year declined by
more than 3% between 1981 and 1983.
After a major debate, Mitterrand expressed publicly his desire to see
that monthly pay remain unaffected by the reduction of the workweek.
Estimates reported by Marchand, Rault and Turpin, (1983), indicate
that such was indeed the outcome for the overwhelming majority of
cases. Consequently, real hourly salaries rose quite sharply in 1982: the
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additional vacation week raised them by about 2%, with another 2.5%
corresponding to the reduced workweek.

Since the signing of the 'Programme Commun' in 1972, nationalization
had been a major commitment for Mitterrand. The arguments behind
this programme reached deep into the social history of France, and
there was little room in 1981 for questioning the principles involved:
the government felt the need to control directly sensitive parts of
the economy (banking sector, high-technology, natural monopolies) in
order to guarantee more growth and greater equity. Debate concerned
only the size of the programme.
The final decision was half-way between the maximalist project of
the Communist Party and the shorter list of the Socialists' right wing.
It involved 12 industrial firms, 36 banks and 2 financial corporations.
As of May 1981, industrial state-owned companies represented about
5% of GDP, with the share rising to about 8% after the new nationalization measures. The newly nationalized industrial groups employed
some 550,000 workers, 2.6% of the work force. By 1981, the publicly
owned banks already received 60% of all deposits. New nationalization
took this share to almost 90%. When it is recognized that the largest
insurance companies and a host of financial institutions were already
in the public sector, virtually the whole financial sector is now directly
controlled by the government.
The question of interest here is the macroeconomic impact of nationalization. This would require a difficult analysis, beyond the scope of
this article. We limit ourselves to remarks about the conditions under
which the macroeconomic effects are likely to be significant.
First, the government may intend to use the nationalized sector to
achieve macroeconomic targets. While jobs were created in 1981-82 in
the government administration, nothing much was evident in the public
industrial sector. At most, lay-offs were postponed. But since 1983 there
have been deep cuts in the steel industry, the automobile sector
(Renault), and several other newly nationalized corporations.
Second, the government may change the allocation of resources,
drawing funds toward state-owned corporations. It is true that between
1981 and 1983 subsidies to the public sector rose markedly, but this
trend has now been reversed. By 1984, most of the newly nationalized
firms have seen their subsidies fall or disappear and have restored their
financial equilibrium.
Third, the government may now be tempted to alter its trade policies
to protect the public corporations since, while before 1981 the output
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2.5. The outcome

The evolution of the French economy during 1981-83 certainly failed
to conform to the Government's expectations. The official forecasts for
1982 and 1983 announced a rate of growth of real GDP of 3.1 and 2%
respectively, while the actual results were 1.8 and 0.7%. For the inflation
rate, the forecasts of 13.4 and 8.2% must be compared with the realized
values of 12.6 and 9.5%. Unemployment did not fall, and the Franc
was buffeted by several crises. This sequence of setbacks has deeply
impressed observers of the French economy, to the point of frequently
overshadowing the subsequent economic accomplishments. Yet the
episode of expansionary policies was relatively short lived, and a complete explanation of what went wrong does not seem to have been
offered. Before turning in the next section to an analysis of this period,
we first present the main facts and show how a succession of foreign
exchange crises brought about a complete policy reversal.
Unlike other large OECD countries which suffered two years of real
GDP reduction in the early eighties (Table 1), French GDP never actually
fell. On the other hand, inflation, which had remained stubbornly
around 10%, started to rise in 1980 after the oil shock and increased
again in 1982, while most other industrial countries were achieving
significant reductions (see Table 1).
To characterize the employment situation, Table 3 separates the
competitive sector from the sheltered sector. The latter includes those
industries which are not subjected to market forces because they are
dominated by state-owned monopolies. We further separate out the
competitive sector into its tradable and non-tradable components (for
details see the notes on Table 3).
Total employment, measured by the number of employed workers,
had been practically stagnant since the early seventies and declined
marginally after 1980, hence the steady increase in the unemployment
rate given a trend growth of 0.7% in the labour force. The stability of
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of the public sector was largely internationally nontradable (electricity,
railroad, telephone and postal services), all the newly nationalized firms
belong to the internationally tradable sector. Casual evidence suggests
that France has always protected its corporations, public or private,
when it was deemed necessary. The government has mainly encouraged
a wave of mergers (the so-called restructuring), all motivated by the
pressure of international competition. As noted by Stoffaes (1985), this
is likely to be the major impact of nationalization, and we tentatively
conclude that nationalization has probably not had major
macroeconomic effects.
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Table 3. Indices of employment (E) and manhours (MH) (1980 = 100)
1979

1981

1982

1983

1984

Competitive sector: E
MH

100.1
108.5

100.2
100.2

98.8
96.8

98.1
93.7

96.7
91.4

95.0
88.9

tradable

E
MH

111.0
125.0

101.6
103.2

98.8
95.7

95.0
91.6

92.9
87.8

90.4
84.7

nontradable

E
MH

90.7
95.6

99.0
97.8

100.5
97.6

100.8
95.5

100.0
94.3

99.0
92.5

Sheltered sector:

E

92.3

99.1

101.1

103.3

105.1

106.1

Total

E
MH

97.9
101.5

99.9
98.5

99.4
100.8

99.6
98.3

99.1
97.7

98.1
98.0

Source: INSEE: Rapport sur les Comptes de La Nation.
Notes: tradables (those sectors where exports plus imports at least 5% of value added;
agriculture, manufacturing); nontradables: construction, retail and wholesale services;
sheltered: energy, transport, telecommunications, financial.

total employment, in France as in most other European countries,
conceals the divergent evolution of a declining traded sector and a
growing non-traded sector. Overall employment was maintained close
to its 1980 level largely as the result of an increase in the number of
workers in the sheltered and government sectors. In conclusion, while
the expansionary measures may have insulated France from the worldwide recession in 1982, they certainly failed to deliver the expected
increase in employment.
The new government was also confronted with several speculative
attacks on the Franc. The first one actually started in the last days
before the election and swelled immediately thereafter, prompting the
central bank to intervene heavily and to raise interest rates. Minister
of Economic Affairs Jacques Delors wanted an immediate devaluation
while the President's other advisers did not want to give an impression
of weakness in the face of speculative attacks. The latter view prevailed,
leaving France with an overvalued exchange rate, that became increasingly so as inflation edged upward while abating abroad. The current
account deficit worsened, lending strength to the belief that a devaluation within the EMS could not be avoided. And the Franc was devalued,
not once but three times.
The first devaluation occurred in October 1981. After six months of
continuing pressure, the Central Bank had exhausted most of its options
(high interest rates, strengthening of capital controls, and heavy use of
the foreign exchange reserves). The official view was that the exchange
rate devaluation represented a technical adjustment prompted by the
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For the first time, the word 'austerity' surfaced, suggesting an end
to the expansionary phase of the previous year, and a return to the
rules of the game of the EMS. Thejoint freeze of both prices and wages,
for the first time since 1958, signalled a decisive shift towards more
controls. In view of this combination of policies, it was unclear whether
the Socialists would abandon their macroeconomic policies and return
to Barre's medicine, or would go further in restricting the market
economy, eventually leaving the EMS. The answer came in March 1983
when, after a further exchange rate crisis, the Franc was devalued by
8% vis-a-vis the DM.
The external constraint had forced Mitterrand to make a political
decision he would rather have avoided. For Industry Minister
Chevenement and his left-wing backers, the only solution was to leave
the EMS, abandon austerity and expand by increasing public spending,
especially through the enlarged public sector. The external constraint
would be taken care of by protectionist measures, and if need be, a
temporary suspension of EEC agreements. For Finance and Economics
Minister Delors and the more market-oriented wing, the external constraint required a strengthening of the austerity measures phased in
since the previous devaluation, while leaving the EMS would only
worsen the situation. The President, after wavering, finally chose
to shift towards more restraint at home. This was the end of the
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legacy of a high inflation rate and a wave of unfriendly scepticism on
the financial markets.
Paradoxically, the devaluation strengthened the hand of the left wing
within the Government. It was, they said, a proof that 'new' policies
could not be successful within an economy dominated by the iron law
of markets. More control, not less, was required. The Government
pressed ahead with the implementation of the Programme Commun.
To many observers, France had embarked on a path that would eventually lead it towards more controls, more dirigism and a break-away
from the EMS and EEC. Given such expectations, the exchange markets
remained sceptical. By March 1982, the pressure built up once again,
interest rates were raised and capital outflows swelled to new heights.
In June 1982, Mitterrand was hosting the Chiefs of State for the annual
summit meeting in the magnificent 'grandeur' of Versailles, while the
Banque de France was depleting its reserves. Immediately thereafter,
the Franc was devalued by 10% vis-a-vis the DM. This time, the devaluation was accompanied by stabilization measures. First, prices and wages
were frozen until October 1982. Second, new taxes were raised through
higher social security contributions. Third, the budget deficit was
targetted at a level not to exceed 3% of GDP. Fourth, some public
expenditures were delayed until further notice.
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3. Anatomy of a policy failure
It took the Mitterrand government no more than two years to reverse
its expansionary policy stance, only about a year if one notes that by
June 1982 fiscal expansion was already being cut back markedly. It is
now official doctrine in the Socialist party that 'we have learned a lesson'.
Yet it is not clear what has been learned. One interpretation, articulated
by Fonteneau and Muet (1983) is that the main problem was the delay
in the world recovery. In this view France was suffering only from
insufficient aggregate demand. Accordingly, an expansion was warranted in 1981, and could have been sustained without major external
deficits had the world recovery materialized that year, as most forecasts
then predicted.
Another possibility, which we strongly endorse below, is that the
various early measures affecting the labour markets and the taxes on
corporations further worsened supply-side conditions which were
already unfavourable by 1981. Several studies (Bruno and Sachs, 1985,
Bruno, 1986, Artus, 1984), have previously suggested that an expansionary policy would largely fail to generate more employment and more
output, or would do so only at the cost of higher inflation. But we would
still have to account for the sharp slowdown in investment spending
and the sheer size of capital outflows. Could it be, then, that the mere
election of a Socialist government committed to sweeping social changes
and income redistribution, prompted a crisis of confidence among
investors, forcing the Franc down and provoking a deep slump on the
stock market?
This section presents an attempt at disentangling the three explanations.They are not mutually exclusive, and all carry some explanatory
power. Each of them, though, has different implications regarding the
evaluation of the post-1983 policies and, more importantly, the outlook
for France as of 1986.
3.1. Can demand factors explain everything?

One important interpretation of the failure of the 1981-82 expansion
is that the world recession of 1982 overwhelmed the domestic demand
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short-lived expansionary programme, already shaken after the previous
devaluation of June 1982. Hereafter, the Socialists would pursue policies
which looked a lot more like those of Barre than those they had
advocated during the campaign. Chevenement left the Ministry of
Industry and the Cabinet, and was replaced by Fabius, while Delors'
responsibilities were enlarged.
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4

Estimate based on authors' regressions, and is similar to the 5.2% reduction in foreign demand
estimated by Fonteneau and Muet (1983).
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stimulus in France. Such a view has received widespread expression
both in France (Fonteneau and Muet, 1983, Muet, 1985, Beudaert,
1983) and abroad (World Financial Markets, 1983). There is certainly
much merit to this view. As we show below, the size of the contractionary
impulse coming from abroad in 1981 and 1982 was a large proportion
of the size of the direct demand stimulus from fiscal policy. If world
demand had recovered in 1982, rather than contracting sharply, French
growth would probably have been significantly higher, and the external
deficit would have been reduced.
But this would not have been the end of the story. Higher growth
would almost surely have produced an even faster upturn in inflation
than in fact occurred, and the real appreciation of the Franc would
have been even more severe. According to our estimates France's 7%
unemployment in 1981 represented the inflationary threshold at that
time. A lower unemployment rate could certainly have been sustained,
but only at the cost of a significant acceleration of inflation.
The Mitterrand expansion did have a temporary effect in boosting
growth in the French economy in 1981. A comparison of France and
Germany provides a good illustration of this point. Based on the structural budget deficit figures of Table 1, the shift of fiscal policy between
1980 and 1983 amounts to a contraction of 2.8% of GDP in Germany,
and an expansion of 1.5% of GDP in France. Over 1981-83, the rise
in unemployment in France is a moderate 1.9%, as compared with 5%
in Germany, and 4.2% in the EEC as a whole. By bucking the trend of
fiscal contraction in the rest of the OECD, the Socialist government
clearly bought some moderation in the upward trend in unemployment,
at least temporarily, but by less than had been expected in 1981.
To gauge the effects of the world recession on France, we consider
the change in the size of the export market in which France was
competing. Export volume growth for the industrial countries as a
whole slowed down quickly after 1980, actually decreasing by 1.7% in
1982. Given the previous trend, we estimate a shortfall of exports due
to the world recession of 4.5% in 1982, and another 0.4% in 1983. 4
The elasticity of demand for French goods with respect to the overall
market for industrial country exports is approximately 1.0. Thus, as a
rough approximation, we can argue that French exports were reduced
by approximately 4.5% in 1982 because of the world recession. Since
French exports of goods and non-factor services were about 20% of
GDP in the early 1980s, the first-round contractionary effect of the
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reduced exports (i.e. before any demand multiplier is considered) was
approximately 0.9% of GDP in 1982. This is more than half of the
increase in the structural budget deficit in 1981 and 1982.
In this sense, the assertion that the demand stimulus was sharply
curtailed by the world recession is probably correct. This conclusion
underscores the relatively small amount of fiscal stimulus that was
imparted in 1981 and 1982, as well as the severity of the global downturn. However, the world recession was not the only limiting factor in
successfully reducing unemployment. For we should ask what would
have happened to French inflation, and to the pressure on the Franc,
in the event of a larger net expansion domestically. The inflation
equations of the next section are emphatic on a key point: France was
already at the inflationary threshold level of unemployment in 1981.
With more expansion, inflation would have had no place to go but up!
It is important to stress that the rebound in inflation in France in
1982 was home made, rather than imported by the devaluations of
1981 and 1982. Import prices rose at the same rate as domestic prices
in 1982 (12.2% for import prices and 12.6% for the GDP deflator). This
is not surprising in that the devaluations did little more than keep the
Franc depreciating at a rate equal to the inflation differential with
France's EMS trading partners. Thus, with no world recession, there
is little case for arguing that import price inflation would have been
sharply lower.
It is sometimes argued that even with higher, and rising, inflation,
the policy would have been sustainable in the absence of a world
recession, since the external balance would have been substantially
improved. On the first round, exports would have risen by about 0.9%
of GDP, with the ultimate current account improved by a somewhat
smaller amount (after second-round induced imports are accounted
for). Thus, the current account deficit might have deteriorated from
about 0.8% of GDP in 1981 to perhaps 1.7% of GDP in 1982, rather
than the 2.2% level that was actually reached. Nonetheless, the current
account position would still have been adverse (as should be expected
after any fiscal expansion).
Furthermore, the current account is not the only channel through
which the external constraint is felt. All three realignments which, taken
together, led to a 32.2% devaluation of the Franc vis-a-vis the Deutschmark, followed intense speculative runs which all but depleted France's
non-gold foreign exchange reserves. As can be seen from Table 4 much
of the action in 1981 took place through the capital account: between
the first and the second subperiod, the overall balance worsens by 2.1%
of GDP, of which only 0.4% is attributable to the current account. As
for 1982, the dramatic improvement in the capital account is largely

280

Jeffrey Sachs and Charles Wyplosz

Table 4. Selected items in the balance of payments: quarterly averages
(% of GDP)
1981Q2-1982Q2

1982Q3-1983Q1

1983Q2-1985Q1

-0.8
-0.3
0.6
0.2
-0.3
-1.1

-1.2
-0.5
-0.2
-0.4
-2.4
2.9

-2.6
1.5
-0.0
-0.1
-1.3
0.4

-0.3
0.5
-0.1
0.2
0.3
-1.0

Source: Banque de France, Bulletin Trimestriel.
Note: The Short Term Capital Account excludes the Banking Sector which is included
in the Overall Balance. All data are on a quarterly basis and the ratios are averaged
over each subperiod.

explained by the increasing use of the time honoured practice of instructing publicly owned corporations to borrow abroad ('emprunts
encourages') as an indirect means of intervening on exchange markets.
The current account, therefore, is only a partial measure of the external
constraint. Even without the 1982 world recession, the Franc would
almost surely have been under stress.
3.2. The supply side

While most European countries went through a period of slow growth
and regularly declining inflation in 1982 and 1983, consumer price
inflation began to rise in mid-1981 and remained strong until mid-1982
when most prices were frozen. We have already noted that foreign
prices and the exchange rate depreciations cannot be held responsible
for this development. Rather, 7% unemployment represented a 'tight'
labour market in 1981, offering little scope for noninflationary
expansion. A NAIRU of 7% was of course extraordinary, given the
much lower average employment rates of the 1960s and 1970s, and
few analysts showed any awareness of how tight the situation was.
The evidence rejects the key element of simple demand-centred
policy analyses: the assumption of a constant NAIRU. When the NAIRU
can change over time, movements of actual unemployment rates relative
to their historical averages provide little direct evidence as to whether
a demand expansion is warranted or is likely to be inflationary. As
voluminous recent research has shown, the scope for demand expansion
can be determined only after a careful analysis of supply conditions in
the economy. This analysis is unfortunately hampered by the absence
of an agreed framework.
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Figure 2. The labour market

Our approach makes the NAIRU the cornerstone of the analysis of
supply behaviour. In doing so we seek to answer the question: what is
the lowest unemployment rate that can be sustained in the medium
and long-term without producing a continuously rising inflation rate?
Thus the NAIRU is not a barrier above which a fiscal expansion will
not raise output or lower unemployment; it is only a barrier vis-a-vis
the long-run sustainability of a demand expansion. In the short-run
unemployment may fall below the NAIRU, but ultimately only at the
cost of rising inflation. Our model of supply behaviour is compatible
with a variety of stories about short-run behaviour. In particular it is
quite consistent with an approach that has been especially popular in
France which treats wages and prices as fixed in the short run and
admits rationing in goods and/or labour markets (see Artus, Laroque
and Michel, 1984; Lambert, Lubrano and Sneessens, 1984; Bouissou,
Laffont and Vuong, 1984; Malinvaud, 1986). Such models address the
different question of whether a demand expansion would be successful
at reducing unemployment in the short run irrespective of any effect
on inflation.
Figure 2 depicts a simple diagram of the labour market. Firms'
demand for labour will, for a given capital stock, be lower the higher
is the real cost of labour. However the real cost of labour differs from
real take-home pay of workers (W) for three reasons. First, whereas
workers deflate nominal wages by consumer prices, firms care about the
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5

Although, as a monopolistic supplier of labour, the union does not have a supply schedule that
is independent of demand, it is expositionally convenient to maintain this fiction. A rigorous
analysis is given in Appendix B.
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level of wages relative to the product price. Second technical progress
which increases the productivity of labour for a given capital stock
reduces the effective cost of labour and increases the demand for labour
even when take-home pay is unchanged. Finally employer and employee
taxes drive an additional wedge between take home pay and labour
costs. Figure 2 shows a labour demand curve DD for given levels of
capital, technical knowledge, taxes, etc. An increase in taxes, or lower
level of capital or technical productivity would reduce the demand for
labour at any given level of take-home pay, shifting the curve to D'D'.
Econometric evidence suggests, at least for primary wage-earners,
that real take-home pay has little effect on labour-force participation.
Hence we draw a vertical labour supply schedule at L in Figure 2. A
major theme of our discussion, however, is that if wages are set by
unions, rather than by competitive labour markets, the union 'supply'
schedule might in fact be quite elastic5. In fact, one important special
case derived in Appendix B shows that a rational union might choose
to fix the level of real take-home pay at a level such as W", no matter
what the implications are for the employment level. In other words,
the union 'supply' schedule would be perfectly elastic at the wage level
Wu, as shown in Figure 2.
Now let us consider some alternative scenarios. Beginning with labour
demand DD, full employment in a competitive labour market is at point
F, with real take-home pay W and employment L.
Now suppose instead that the labour market is fully unionized, with
unions demanding real take-home pay level Wu. The union-based
equilibrium will be at the point U.
Unemployment is given as L — Lu, and the (proportional) deviation
of the actual union wage Ww from the level warranted by full employment is (Wu — W)/ W. This deviation of the actual from the warranted
wage is called the wage gap.
Suppose now that payroll taxes are raised, so thatthe demand curve
shifts to D'D'. The full-employment wage falls to W'. The new equilibrium is given by U' in Figure 2, with employment L u and real
take-home pay fixed at Wu. Note that the vertical shift of the demand
curve, and hence the increase in the wage gap equals the amount of
the tax increase.
In this union-based theory of the NAIRU, the 'equilibrium' rate of
unemployment depends on the size of the wage gap and the slope of
the labour demand curve. (Obviously, this formulation abstracts from
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TTW = a(U-U*)+7T-1

(1)

Price inflation n is closely related to wage inflation irw and the
preceding discussion of what determines the NAIRU, U*, coupled with
our hypothesis about how unions gradually adjust actual wages and
employment to target levels, allows us to derive (in Appendix B) the
empirical Phillips curve which forms the basis of our econometric
estimates in the next section.
The key novelty in this approach is that the model underscores the
factors that shift the NAIRU, and in turn cause shifts in the Phillips
curve. Variables that shift the NAIRU should also shift the wage gap.
Thus, in examining the evidence for the 1970s and 1980s, we expect
to find that both the wage gaps and the NAIRU have risen in France.
Indeed we find strong evidence for both of these trends after 1973.
3.2.1. Wage gaps. Wage gaps have been calculated for France's manufacturing sector by Bruno and Sachs (1985), Artus (1984) and Bruno
(1986). Such measures are difficult to obtain as they require, in principle,
the estimation of production functions, from which to deduce the slopes
of labour demand schedules. Our intention here is to update previous
C estimates and to measure wage gaps for sectors other than manufactur| ing, as the manufacturing sector represents a small, and secularly
I declining, portion of France's output (22% in value added terms in
I 1984, down from 26% in 1963).
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purely frictional components of the NAIRU, say due to job turnover
or search; we assume that such frictional components are constant, for
reasons that we outline below.) When the demand curve is DD the
NAIRU is then determined as U* = L-LU.
Factors which shift the labour force L, the demand curve DD, or the
target wage W shift the NAIRU. Prime candidates for such shift factors
include the wedge, the capital stock, and the state of technical knowledge. A fall in the capital stock, a fall in technical productivity, or a
rise in the wedge would both raise the NAIRU and raise the wage gap.
Our empirical discussion that follows examines these presumptions.
In our interpretation of the Phillips curve, we assume that union
wage-setters gradually reach their target employment level L u and
target real wage level Wu. In particular, we assume that unions increase
their real wage demands whenever actual employment L exceeds their
target level L", and lower their demands when L is less than Lu. We
therefore specify the nominal wage change TTW as a function of expected
or lagged inflation TT~I, and the deviation of the unemployment rate
from the NAIRU,
U-U*:
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Table 5. Wage gaps (% of labour costs, base years 1976-78)
Building and
Construction

Retail and
Wholesale Trade

0
1-7
4-9
3-9
4-12
6-17

0
1-5
3-7
2-8
2-9
2-10

0
1-5
0-6
0-10
2-12
4-14

Notes: For details of construction see Appendix A. Range of estimates
assume an elasticity of substitution of between 1/2 and 1 and allow for
either Harrod or Hicks-neutral technical progress. The base years correspond to an average unemployment rate of 5%.

Contrary to the other works mentioned, we do not use econometric
estimates to measure the wage gap. Rather we specify alternative parameters of an assumed production function, and find a resulting range
of estimates for the gap. The procedure is fully presented in Appendix
A and only briefly explained here. First, by observing value added,
factor inputs and factor shares, we directly measure the rate of technological change (which is assumed, alternatively, to be labour augmenting,
or both capital and labour augmenting). The production function is
then fully characterized by assuming the elasticity of substitution and
measuring the labour share in the base period. The derived labour
demand is then computed (this is the DD curve in Figure 2) which
allows us to find the warranted real labour cost, i.e. the level at which
firms would hire the amount of labour corresponding to full employment. A baseline of sectoral full employment, in turn, is estimated given
an aggregate full employment level and the trend in inter-sectoral
employment shifts.
We present in Table 5 a range of estimates for the wage gaps in three
sectors: the manufacturing sector, the building and construction
industry, and retail and wholesale trade. The range of estimates corresponds to the extreme values obtained allowing the slope of the labour
demand curve to vary within reasonable bounds and for both general
and labour-augmenting technological progress. In all cases, the chosen
base period (defined as 'full employment') is 1976-78 when unemployment averaged 5%.
These numbers are meant to answer the following question: by how
much should labour costs be reduced in a given sector and in a given
year to prompt a demand for labour corresponding to an overall 5%
unemployment rate? The table shows large numbers (around 10%),
with some differences across sectors. These numbers do not differ
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1976-78
1980
1981
1982
1983
1984

Manufacturing
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markedly from those computed for the manufacturing sector by Artus,
Bruno and Sachs.

6

The following estimates of the NAIRU are taken from Coe and Gagliardi:

1967-70
1981-83

Germany

France

UK

Italy

Austria

Netherlands

US

0.7
3.6

2.2
7.7

2.1
9.4

7.5
5.4

1.1
2.4

3.0
8.7

5.4
6.1
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3.2.2. The NAIRU. In view of the traditional link of the NAIRU with
'frictional' unemployment, it might seem fruitful to try to explain its
rise with variables that might shift the frictional rate. Such candidates
include: demographic shifts in the labour force, such as a rising proportion of young workers, who have historically had high rates of unemployment even when the aggregate unemployment rate has been low;
job mismatch, as evidenced by a shift in the relationship between vacancy
and unemployment rates; regional and industrial mismatch, as evidenced by an unusual rate of structural change or compositional change
in the labour force. A large number of studies have tried to track down
these possible culprits, and the results have been disappointing (see
Layard et al., 1984, and the recent country studies presented at an LSE
conference on the Rise in Unemployment including a study on France
by Malinvaud).
The inability of standard frictional variables to account for much of
the increase in the NAIRU in Europe has led us to emphasize explanations drawing directly on the model of the firm-union bargain developed
in the previous section, and formally set out in Appendix B. Thus we
expect the NAIRU to increase when the unions' target wage increases,
when productivity growth slows, and when the wedge increases.
In this section, we verify that such a mechanism has been at work.
Recent studies have shown that France, like most European countries,
has suffered a rise in the NAIRU in the 1970s and 1980s (See Grubb,
Layard and Symons 1984, Grubb, jackman and Layard, 1982, 1983,
Layard et al., 1984, Coe and Gagliardi, 1985). The significant European
exceptions appear to be Italy and Austria, and the remaining notable
exception in the OECD is the United States. 6
To estimate these effects we use an equation which generalizes
Equation (1). The NAIRU depends on the wedge x, technical productivity i/f, and the target wage Wu. We cannot gather data directly on
the target wage, and we adopt the simple device of proxying it with a
time trend t. The wedge (the difference between real take-home pay
and real labour cost to the firm) depends on labour taxes and on any
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Table 6. The Phillips curve (Dependent variable: change in inflation rate, AIT,
annual data, 1963-84)

constant
unemployment (u)
lagged change in relative
import prices (H(pm—p)-l)
productivity minus wedge
(</»-*)
lagged change in inflation
rate (A^-O
lagged error («_])
time trend (t)
dummy variables: DV^
DV2
Standard error
(percentage points)

Regression 2
estimated
*
coefficient
statistic

205.64
-4.16

(3.77)
(4.86)

251.51
-4.75

(6.69)
(8.41)

0.07

(2.33)

0.06

(2.81)

-42.57

(3.76)

-52.05

(6.67)

—
-0.58
2.76
1.16
—

—
(3.29)
(4.27)
(2.48)
—

-0.31
—
3.23
—
2.01

(4.03)
—
(7.47)
—
(8.61)

0.98

0.60

Notes: (a) p and pm denote GDP deflator at factor prices and import price deflator
respectively. Lower case letters denote logarithms and TT = 1 0 0 (p — p^{). i/» is the log
of productivity (adjusted for capital deepening) and x the log of the wedge (see
Appendix B). (b) Dummy variables are defined thus: DVl takes the value minus
unity in 1964, 1965, 1974, 1976, and 1983, the years in which severe wage or price
controls were in force, and otherwise takes a zero value. DV2 additionally takes the
value plus unity during the years 1963, 1973, 1975, and 1982 to capture the effect of
anticipated tightening of price controls.

discrepancy between the prices relevant to firms and to workers. Since
income tax rates change little over our sample period, we simplify by
omitting income tax rates including only employer and employee payroll taxes and the ratio of import to domestic prices.
Rather than assume that unions continuously attain their target real
wage, we postulate sluggish adjustment of actual to target real wages.
In terms of our estimated equation, this introduces lagged values of
some variables to capture this sluggish adjustment of actual to target
real wages. Finally, we include two alternative specifications of a dummy
variable DV to capture periods in which unusually severe price controls
temporarily distorted the wage bargaining process.
Having examined several regression equations for 1963-84 with
annual data, we show our preferred equations in Table 6. They differ
primarily in the definition of the price control dummy variable (see
Footnote (b) to Table 6). Regression (2) uses a dummy variable which
allows anticipated as well as contemporaneous effects of severe wage
and price controls and produces a better fit, though we also show
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Table 7. Actual unemployment and the estimated NAIRU (%)
1973

1978

1980

1981

1982

1983

1984

1.2

2.7

5.3

6.4

7.3

8.1

8.3

9.7

1.1

2.9

5.4

6.9

7.4

7.7

8.3

8.9

1.2

2.9

5.4

6.8

7.4

7.7

8.3

9.0

estimates for an equation in which the dummy variable only includes
contemporaneous effects (Regression (1)). The choice of dummy variable leads us to choose a slightly different dynamic specification in each
case, but the two reported equations are very similar in their economic
implications.
Both equations show the crucial significance of the level of productivity i/f and the wedge x. In fact, it is an implication of our theory that
the two variables should have equal coefficients but opposite signs, an
empirical prediction we tested before combining these two variables in
Table 6. The time trend and either specification of the price controls
dummy have the expected effect, and changes in import prices relative
to domestic prices also affect the wage bargain. Other results are
reported in Appendix C. Specifically, we could not detect a role, jointly
or severally, for the following variables: changes in the unemployment
rate, the ratio of unemployment benefits to wages, the level of unemployment benefits or of the minimum real wage, and the ratio of
vacancies to unemployment (a crude indicator of mismatch).
As we explain in Appendix B, the equations of Table 6 can be solved
to derive an estimate for the NAIRU. Essentially this involves using
the equation to determine what value of unemployment would generate
no change in inflation-, given other variables in the equation. Table 7
shows the values of the NAIRU thus derived. Both regressions give
very similar estimates. The NAIRU has increased steadily over the last
15 years, with marked jumps in 1974 and 1980-81. The most striking
implication of Table 7 is that actual unemployment has been very close
to the NAIRU, at least until 1984. Our procedure cannot distinguish
between two competing explanations of this finding: first, that markets
adjust very quickly, and, second, that policy makers, being sensitive to
accelerating inflation, have chosen or been forced to adjust demand
and employment to levels corresponding to the NAIRU.
The role of the different factors in the evolution of the NAIRU can
be considered using Regression (1). During 1964-73, productivity
growth was strong enough to absorb both a growing labour force and
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Table 8. Changes in unemployment and NAIRU
(percentage points)
1981-84

+3.7
+4.0

+3.3
+2.0

+1.6
+1.3
+1.1

+0.9
+0.5
+0.6

Note: NAIRU decomposition based ,on Regression (1) of
Table 6.
>

expectations of rising living standards. Had productivity growth during
1974-84 remained at the 1963-73 rate (in other words, 5.1% per year,
rather than the actual 2.7%) the NAIRU would have been reduced by
2.5% in 1984 (Table 8). During the same period 1974-84, the wedge
rose from 41 to 69% of net take-home pay, contributing another 1.8%
to the overall 6.0% increasing in the NAIRU. The rest is either unexplained or captured by the time trend. The time trend may be interpreted in several ways. First it picks u p rising expectations of increased
standards of living, so that the target wage set by unions grows irrespective of actual productivity advances. Second, it may also represent a
gradual increase in labour market regulation. Third, there have been
several demographic factors increasing the labour force, including the
postwar baby boom and the entry of women. Finally, there is a trend
towards reduced working time that we discuss below.
3.2.3. The effects of reduced working time. I n J a n u a r y 1 9 8 2 , t w o c h a n g e s

were introduced: the legal workweek was reduced from 40 to 39 hours,
with an objective of 35 hours by 1985, and a compulsory fifth week of
paid vacations. As already noted, hourly wage rates were raised to leave
workers' yearly earnings unchanged. While some reductions in labour
taxes were granted on a selective basis (small firms, or large firms which
hired new workers), labour costs nevertheless increased. It was the
official view that reduction of working time should lead to more employment through work sharing.
The argument that employment might rise has been articulated in
the French case by Oudiz, Raoul and Sterdyniak (1979). It explicitly
recognizes that the desired job creation requires that hourly wages do
not increase and argues that the actual measues and the foreseen
reduction of the legal workweek to 35 hours would prompt plant-level
reorganizations which should in fact reduce labour costs and raise the
overall demand for labour. This would be the case, for instance, if a
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3.2.4. Appraisal. This section has produced evidence that labour costs
have increased steadily over the past 10 years, resulting in 'wage gaps'
of about 3% in 1973 to 7% in 1981. The 1981-82 expansion, coupled
with measures which further increased labour costs, could not have
succeeded in creating jobs in the competitive sector in a non-inflationary
way. With the actual rate also around 7%, Mitterrand's electoral pledge
to reduce unemployment quickly could not, in any case, be fulfilled
without an acceleration in prices.
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plant were to use two shifts where it formerly used one. But apart from
exceptional cases, the reduction of the workweek is likely to produce
rather marginal changes in the plant level organization of labour. It is
more plausible to assume that, given the existing equipment and lay-out
of most plants, operating less hours with more people will be more
costly, if only because if it had been in the firms' best interest to do so,
they would not have waited for the mandatory changes to introduce
the new system.
A formal analysis of the issue (see Calmfors, 1985; Wyplosz, 1985)
in the framework of the union wage model shows that if workers care
a lot for leisure, they will accept a reduction in their earned incomes
in exchange for a shorter workweek. Their unions would then go along
with no, or little, hourly wage increase as it would give firms an incentive
to maintain their demand for manhours and increase the chances that
work sharing occurs. If, in addition, there are no significant costs of
producing with more workers working shorter hours, then employment
must rise.
The evidence reported so far is that work sharing did not occur in
France in 1982. We know that hourly wage rates were not reduced so
that labour costs increased. And there is no evidence of large scale plant
re-organization which would have brought about benefits from operating with more workers. Thus the two necessary conditions were not
satisfied. Attempts at measuring the effect directly conclude that it was,
at best, very limited. For example, Colin, Elbaum and Fonteneau (1984)
conclude that some 25,000 jobs were created in 1982, with no further
effects thereafter. This represents about 1.25% of the unemployed
population and 0.12% of total employment. If we consider that the
reduction in working hours and the fifth week of paid vacations reduced
the number of hours per worker by about 4.5% (2.5 and 2.0%, respectively), we conclude that these measures reduced the total volume of
manhours by about 4%. As actual manhours fell by about 2%, it appears
that these 'work sharing' measures in and by themselves more than
offset the effects of all the other expansionary measures enacted in
1981-82.
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3.3. T h e confidence factor

No matter how misplaced, the policy measures of 1981 were of moderate
magnitude. This stands in contrast with the very strong reaction of the
exchange markets to the change in government in 1981. We therefore
offer a third hypothesis to explain why the Socialists failed to sustain
their policies, namely that they never inspired much confidence among
the investors and private corporations, and that whatever goodwill they
may initially have relied on was quickly shattered.
To evaluate the role of these fears in the deterioration on the French
situation between May 1981 and March 1983, we focus on two markets
where these expectations are likely to have been most powerful; the
stock market and the exchange market. Figure 3 shows a monthly index
of industrial share prices deflated by an industrial goods price index
and the one-month forward exchange rate discount of the Franc vis-a-vis
the Deutschmark (the percentage forward discount is stated at an
annual rate). In principle, the first variable reflects the market expectation of future discounted profits, while the second is a crude measure

' T h e estimates in Tables 6-8 suggest an elasticity of 0.1 of the NAIRU with respect to (i^-x).
Production function estimates (see Appendix B) suggest a value cr/(l - SL) where <x is the elasticity
of substitution and SL (=0.66 in 1984) the share of labour in value added. Even an elasticity of
substitution as low as 1/6 would suggest a long run NAIRU elasticity of 0.5, considerably above
the short run estimate given above.
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Our estimation of the NAIRU (Table 7) shows that a 10% reduction
in labour costs (via increased productivity or a reduction in the wedge)
would lower the NAIRU by a little more than 1%. This would require
labour costs to fall by about 50% in order to reduce the NAIRU to its
1976-8 level! There is a large discrepancy between the implications of
the wage gaps and those of the NAIRU. Clearly, measurement problems
may be part of the explanation. Yet there is another one. Given the
many labour regulations and the costs of altering the size of the labour
force, it may be that in the short run the firms' wage elasticity of demand
for labour is quite small7. In this case, the Phillips curve estimates
capture a short-run elasticity, while the wage gap estimates capture the
long-run response of labour demand to wages. Thus, we suspect that
the long-run fall in the NAIRU following a rise in productivity or a
fall in the wedge is probably greater than is suggested by the estimates
of the Phillips curve in Table 6. However, we have not yet investigated
the nature of union behaviour under the assumption that the long-run
labour demand elasticity exceeds its short-run value.
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Figure 3. The real share price and the forward discount
Source: DRI Data Bank & IMF

of expected future exchange rate depreciation (a negative value indicates an expected depreciation).
Three subperiods appear. In May 1981, there is a clear and sharp
fall in both measures followed by a hectic evolution around a downward
trend until June 1982. Thereafter the real share price remains flat up
until early 1983 where it enters a third phase with an upward trend.
By mid 1985 it is back at its 1980 level, though some 50% below its pre
oil-shock level of 1973. The pattern of the forward discount is similar,
except for more voltatility in the intermediate period. The three subperiods during 1981-85 commence with to the election of Mitterrand
in May 1981, the second devaluation accompanied by the first restrictive
measures in June 1982, and the definite turn to austerity at the time
of the third devaluation of March 1983.
In principle, we would like to be able to say whether the sharp change
observed in May 1981 and until March 1983 is a rational anticipation
of what was to follow (indeed corporate profits fell, several corporations
were nationalized 8 and the Franc was devalued) or whether it reflected
exaggerated fears. In the first case, by bringing forward future adverse
developments correctly anticipated, the financial markets fulfill the

' Though compensation was paid (see Langohr and Viallet, 1986).
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3.3.1. The stock market. Share prices are very much expectational variables,
incorporating all available information about future movements in
profits and interest rates. Changes occur mainly because of the arrival
of new information. In order to organize the evidence, we therefore
examine whether quarterly changes in this variable are explained by
changes in the factors presumed to have an influence: monetary and
fiscal policy, real interest rates, real wages (which affect profits), and
import prices. We obtain the following regression:
Aq = 0.03 - 7.21 Aw - 0.04 AB +1.70 Am - 0.080, + 0.06£>2
(1.43) (3.23)
(1.74)
(1.24)
(2.07)
(1.45)

(2)

Sample period, quarterly, 1974Q1-1984Q1;
where t statistics in brackets; standard error = 0.08; DW = 1.92
Aq= quarterly growth in real share price index (nominal index deflated
by index of industrial goods' prices), Aw = quarterly growth in real
labour costs, AB = quarterly change in public deficit as a proportion of
GDP, Am = quarterly growth in the real money stock (M2). Thus higher
real labour costs, a larger public deficit, and a lower real money stock
tend to reduce real share prices. We also include two dummy variables
in Equation (2): DY takes the value unity from Mitterrand's election to
the major policy reversal of March 1983, zero elsewhere; D2 is unity
thereafter, zero elsewhere. Dx documents the initial confidence crisis,
whilst D 2 provides some evidence for a subsequent restoration of
confidence.
Thus, Mitterrand's election had two major effects on share prices.
First the direct confidence effect which alone accounts for a fall of 8%
during the initial period when share prices actually fell by some 20%
in May-June 1981. Second, Equation (2) implies that each 1% increase
in real labour costs reduces equity prices by 7%. Since we have argued
that Mitterrand's labour market policies added significantly to real
labour costs, this reinforced the fall in share prices.
Nor are these effects unimportant. Reductions in real share prices,
by hitting investment spending, may have weakened the initial stimulus
to aggregate demand. To investigate this possibility, we estimate the
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useful role of reducing possible misallocation of resources, both
nationally and internationally. In the latter case, a panic undermines
what could have been sensible policies. Unfortunately we are unable to
distinguish these two views so that the objective of this section is the
more limited one of documenting the crisis of confidence.
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following regression on quarterly data from 1976Q1-1984Q4.
(3)

t statistics in brackets; standard error = 0.02;
where: q = (logarithm of) the real share price, i = (logarithm of) the
share of investment in output, r = (ex post) real interest rate, A4;y =
annual growth rate of corporate output.
This regression confirms the usual investment equations of French
macro-models which stress the accelerator effect of growth and of the
real interest rate. What we add is the role of stock prices, and through
them, the impact of market expectations and of profitability. The
regression, when simulated to measure the effect of the 40% drop in
real share prices during the early Mitterrand period predicts a fall of
0.7% in the ratio of investment to output as compared with an actual
fall of 1.7%. These crude computations simply illustrate the plausibility
of the story which links adverse expectations in financial circles to a fall
of stock prices, and then to a depressing effect on investment spending.
Ignoring these links, as do the usual French investment equations, led
to unpleasant surprises, as the government was obviously betting on
the resumption of growth to boost investment spending. The investment
recovery never occurred.
3.3.2. Capitalflowsand the EMS constraint. The other gauge of confidence
is the international monetary situation. We already noted the high
correlation between share prices and the discount on the forward
exchange rate. Capital outflows are another channel of interest because
they may exacerbate the pressure faced by the monetary authorities as
they attempt to maintain a given parity within the EMS. In order to
assess the role of capital flight, a certain number of precautions must
be taken. First, because exchange controls are widespread in France
(see Claassen and Wyplosz, 1985) and have been strengthened in June
1981 and further considerably tightened from March 1983 to January
1984, capital flight is observed both in the short term capital account
and in errors and omissions. Second, both directly and through stateowned corporations, the Government has been able to borrow abroad
when private outflows swelled. This is why we show in Figure 4 the
sum of the short-term private capital account and the errors and
omissions, labelled the speculative capital account.
I
9

I
Recognising that q is endogenous, we have re-estimated Equation (2) using 2SLS, but obtained
practically identical estimates.
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i = 0.24 + 0.02?-0.17r + 0.18A4y + 0.87i_ 1
(2.72) (2.00) (1.67) (2.21) (17.31)
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Figure 4. The current account and the speculative capital account
Source: Banque de France

The quarterly figures, the only ones available, probably understate
the size of outflows immediately preceding a devaluation, since the
outflows become inflows in the aftermath of the devaluation, or when
the expectations turn out to be unwarranted. Thus, the quarterly data
tend to smooth out larger short-term swings. Yet, we observe massive
outflows in 1981 until the first devaluation in October, a reflux delayed
until the second devaluation of June 1982, quickly reversed by the crisis
in the first quarter of 1983 which led to the third and last devaluation
in March.
As in the case of stock prices, capital outflows and the forward discount
may well have been rational anticipations of future current account
deficits and devaluations, respectively, or else they might have reflected
a component of irrational fear. What is important is that they all point
toward a significant worsening in confidence.
The role of external pressure was extremely important, since there
is good reason to believe that French commitments to the EMS tipped
the balance towards austerity. Unlike the much looser commitments
under the European Snake in the 1970s, which France abandoned on
two occasions, membership of the EMS has been invested with enormous
political importance at the very highest levels of the government. That
is why the debate over leaving the EMS was treated as synonymous with
the debate over abandoning other spheres of cooperation in Europe,
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3.4. Summing-up

The Socialist spending expansion added a very modest 1.5% of GDP
to total domestic demand, and in the end, employment declined outside
the non-competitive and public sectors. We agree that the unexpected
world recession in 1982 played an important role in undermining the
French attempt at unilateral expansion, yet this is only a partial explanation of the policy failure. Confidence was shaken, and we found that
this alone accounts for a fall of private investment spending representing 0.7% of GDP. Coming on top of the 0.9% of GDP lost in exports
because of the world recession, we see that there was never much of a
net demand stimulus. At best therefore, the monetary and fiscal policy
mix of 1981-82 was enough to keep France out of the world recession.
The resulting current account deficit, together with confidence-related
capital outflows, created the conditions for a balance of payments crisis.
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including participation in the Common Market. Apparently few participants in the debate opted for an intermediate strategy of continued
free trade, but with a floating Franc outside the EMS.
Thus, the episode is an important case study of the possibility of
applying international monetary agreements to restrain domestic
policies. Economists have long debated whether international exchange
rate agreements can really bind national policies, since the sanctions
for breaking agreements are so small and diffuse. The example of the
Socialist turnaround in March 1983 suggests that an international agreement can help to tip the balance towards domestic restraint.
Perhaps a more interesting aspect of the EMS constraint is that it
represented a way for one political party in France to bind the future
actions of another. After all, Giscard took France into the arrangement
in 1979, but the constraint under the arrangement really only became
binding under Mitterrand. Thus, Giscard effectively exercised a strong
vote on French policy long after leaving office. This form of future
control might be an argument for the Conservative Party under
Thatcher to lead the UK into EMS membership: not to bind its own
behaviour, which is sufficiently austere by itself, but rather to bind the
actions of a successor government, which is likely to be far more
expansionary.
Note that the EMS could one day serve the interests of the Socialists
by preventing overly contractionary policies of a right-wing government, since excessive appreciation carries responsibilities for intervention and adjustment as does excessive depreciation (of course, the
principal burden of adjustment falls on the country with the depreciating currency).
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4. Socialist austerity: a success story
Hesitantly between June 1982 and March 1983, and more boldly
thereafter, the Socialist government has completed a turnaround in its
economic policies. The fight against unemployment is no longer at the
forefront of the government's objectives. The key words are now:
external balance, modernization and rationalization of the economy,
greater competitiveness and wage moderation. By the time of the March
1986 election, therefore, Mitterrand will have presided over two years
of expansionary policies and three years of austerity. In this section we
present an overview of these new policies and an early assessment,
concluding that the government has successfully fought inflation,
restored the current account balance, made some progress on the wage
front, but has not yet grasped the full importance of the supply side.
4.1. The external balance target

The decision to stay in the EMS meant that, unless the current account
was quickly brought back into balance, a new crisis would erupt. Such
an objective was stated explicitly by Mitterrand, and was part of the
agreement reached with Germany at the time of the currency realignment. Assigning tasks in 1983 for Mauroy's new government, Mitterrand asked him to 'bring down inflation to a rate compatible with our
competitors... restore within two years our external trade balance . . . and respect the financial equilibrium of Social Security while
maintaining the public budget deficit within its current levels' (Le Point,
March 28, 1983).
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In the end, Mitterrand's choice to remain within the EMS left him with
no other choice than to reverse his policy stand and join France's
partners in austerity.
The striking element of 1981-83, dating back to the early seventies,
was the simultaneous problem of high unemployment and continued
strong inflationary pressures. The NAIRU had risen sharply over the
1970s, and continued to rise in 1981 and 1982. The high level of the
NAIRU was accompanied by large and growing wage gaps. The proximate cause of the rising NAIRU was the combination of slow productivity growth in France and a continuing increase of real labour costs,
due to higher labour taxes, the secular growth of real take-home pay,
and cost-raising measures such as the shortened workweek. Hence, even
without the problems induced by a world recession and a collapse of
confidence, Mitterrand had little scope in 1981 to embark on a sustained
demand expansion without quickly generating accelerating inflation.
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This is exactly what happened. The budget deficit was stabilized
around 3% of GDP. This was achieved by freezing budgeted expenses
and by raising taxes: a 1% additional income tax to finance Social
Security and a compulsory subscription to public borrowing representing 10% of 1982 income taxes.
The OECD measures of structural deficit confirm the restrictive stance
of fiscal policy after 1983 (Table 1). Indeed, while the actual deficit
rose slightly from 1983 to 1984, the structural deficit was reduced by
0.5% of GDP. Monetary policy also remained contractionary, although
the squeeze has come from a different channel. While previous
monetary contractions were achieved through binding credit ceilings
and (relatively) low interest rates, since 1983, and more so since 1984,
interest rates have been kept so high that the credit ceilings have not
been binding.
The role of the exchange rate is more difficult to assess. With an
inflation differential with Germany running at about 4%, and assuming
that the Franc-Deutschmark parity was satisfactory after the March
1983 devaluation, this would imply a gradual overvaluation reaching
about 8% by mid-1985. But the Franc-Deutschmark parity is not the
only indicator of France's competitiveness. An effective exchange rate
index also includes the dollar and reflects its appreciation. From the
end of 1980 to the end of 1984, the dollar appreciated in real terms
vis-a-vis the ECU by about 50%. Against the dollar the ECU was undervalued, while within the ECU, the Franc was overvalued and the
Deutschmark undervalued. Viewed this way, the improvement of the
current account in 1983 and 1984 was helped by the dollar appreciation.
Thus, 1983-84 in many respects looks like the mirror image of
1981-82. A standard Keynesian expansion was replaced by a standard
contraction, while the rest of the world pulled itself out of recession.
In 1982, final domestic demand in France grew by 3.9% while it
remained flat in the OECD zone. For 1984, the numbers are 0.5% for
France and 5.1% for the OECD. This reversal must have been a major
factor behind the balancing of the current account in 1984 and 1985.
Unfortunately, the situation is not perfectly symmetric: in the meantime
both the public debt (see Table 1) and the external debt have grown,
thereby complicating the balancing efforts on the budget and the current
account. Also, as noted by Fonteneau and Gubian (1985) the 1981-82
fiscal expansion was based on permanent features (new hirings of civil
servants) which are not as easily reversable as increases in spending on
goods. Debt service in 1984 represented 4% of public spending, i.e.
about 2% of GDP, a figure which can be compared to the budget deficit
of 3%. A return to budget balance would now require more contraction
of spending or faster growth generating higher revenues. This leaves
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4.2. Inflation

The inflation differential with Germany has been more than halved
between 1981 and December 1985. Two broad policies have been put
to work: a set of direct wage and price controls and the more traditional
strategy of demand restraint.
While price controls are part of France's tradition, the imposition of
a wage freeze as early as July 1982 was a great surprise to public opinion.
This freeze was set for 4 months. The policy adopted after the freeze
is interesting as it illustrates one of the many efforts by European
countries to achieve effective de-indexation. There has never been
formal cost-of-living adjustment in France but in practice, this has
been the rule for a very long time. The existence of a de facto full
indexation mechanism is confirmed by all the econometric studies (Artus
et al, 1981; Oudiz and Sterdyniak, 1985; Feroldi and Meunier, 1984;
and the mean lag is found to be between one and two quarters). Similarly
there is a strong, fast, and well-documented effect of wage increases
on inflation.
The procedure since 1982 is as follows. At the beginning of each
year, the government issues inflation rate targets and asks the firms
and the trade unions to base their wage increases on these targets. This
is simply a wish, backed by a carrot and a stick. The carrot is the fact
that the government pledges to follow this target for its own labour
force and the prices of public services and utilities. As for the stick,
prices are not free but result from contracts at the branch level with
the authorities (in the absence of agreement the government sets prices).

Data computed by the Ministere de l'Economie, des Finances et du Budget (Sept. 1985). Gross
liabilities are denned as borrowing for over one year; shorter liabilities are omitted. Gross assets
exclude exchange reserves and are mainly export credits or public loans. At June 1985, net
external debt was estimated as 5.2% of GDP.
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the French government, present and future, with a limited margin of
freedom to use fiscal policy.
The external debt situation is often described with alarmist undertones. Cumulated current account deficits have raised France's gross
liabilities by some 8% of GDP between 1980 and 1984. But as of June
1985, France's external assets (export credits, foreign exchange
reserves, etc.) exceeded the external debt liabilities.10 It is true that many
of the French assets are known to be held in LDCs and are therefore
at risk. Yet, by all measures, the external debt situation cannot be
considered as a major source of concern, as France's ratings on world
financial markets amply testify.
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Table 9. Wage guidelines (%p.a.)
1983

1984

1985*

10.0

8.0

5.0

4.5

15.4
12.6
17.6
11.7

11.2
10.1
12.2
9.7

7.6
7.6
9.4
7.5

5.6
5.6
6.9
5.6

Source: Les Notes Bleues No. 251.
*Note: official forecast.

The interesting feature of this scheme is that it does not state that
wages must be de-indexed. On the contrary, it specifically endorses
indexation but ties it to future inflation, not to past observations. The
advantages of a forward-looking indexing mechanism when disinflation
is under way are obvious. With targets set at the beginning of each year,
the 1 or 2 quarter traditional lag is now replaced (at least in principle)
by an average lead of six months. While there have been some inevitable
slippages above the targets, Table 9 shows that wage growth has been
gradually converging toward price inflation since 1983. Because social
security contributions borne by employees have risen, especially in 1984,
this has meant a reduction in net real wages (—1.8% in 1984).
At the same time, unemployment has been rising quickly, ahead of
our estimates of a steadily increasing NAIRU. The interesting question
is whether the system of price and wage restraint has added much, if
anything, to the normal Phillips curve mechanism. In its 1985 annual
survey of France, the OECD reports an INSEE study which has simulated its estimated wage-price equations for 1984 finding a 2% difference
between predicted and observed inflation, suggesting that indeed wage
and price controls did work. Our own estimates support these calculations. When we re-estimate our Phillips curve (Regression (1) of Table
6) over the period 1963-80 and generate forecasts for 1981-84, we find
negative and statistically significant residuals of, respectively, 2.9 and
3.6% inflation for 1983 and 1984.
4.3. Labour costs and employment policies

With real gross wages roughly constant in 1984-85, real hourly labour
costs have still increased by about 4% in 1984 because of a further rise
in the wedge. As a result, our measures of wage gaps show a further
worsening of about 3% in the manufacturing sector. Not surprisingly
therefore, while employment measured by the number of registered
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4.4. Conclusion

With obvious successes regarding inflation (the official target of 5% for
1985 has been surpassed) and the external balance (with a current
account surplus in both the second and third quarters of 1985), the
major casualty of the Socialists' policies is paradoxically employment.
The combination of demand expansion and supply side errors in
1981-82, followed by demand restriction in 1983-84, has resulted in a
continuous rise in the unemployment rate, in line with growing wage
gaps and a growing wedge. Only in 1984 did it emerge that the
Government had realized the importance of the supply side and
profitability.
At the time of writing, there is little factual evidence on which to
base a theory that the Socialists have now moved the whole circle towards
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workers did not fall in 1984, after declining in the years 1981 to 1983,
the reduction of effective man-hours worked in the competitive sector
has not yet come to a halt.
Thus it appears that the apparently successful effort at curbing wages
has not been mainly motivated by the desire to reduce real labour costs
and promote employment, but by a concern to break the wage-price
spiral in order to fight inflation. Here again we find in 1983-84 a mirror
image of the policies followed in 1981-82: reducing real wages is now
meant to reduce demand, very much as the earlier wage hikes were
supposed to raise it. The demand side is unfortunately still the dominating concern.
A similar interpretation applies to employment policies. In the face
of rising unemployment numerous policies have been designed to reduce
the number of registered unemployed, without really increasing the
number of employed workers; early retirement benefits, training programmes, special contracts with firms for temporary on-the-job training
have been continuously expanding in size, scope and cost. By 1983
these measures together with unemployment benefits represented 3.4%
of GDP. These numbers underestimate the true cost as they do not
include subsidized loans to corporations, but they are large enough to
prompt a change of heart. In 1984, for example, the unemployment
benefits system has been restructured, reducing the number of
beneficiaries and the volume of benefits. Several training programmes
are being scaled back. The civil service and state-owned corporations
are no longer called upon to hire. There have been spectacular largescale firings in industries such as steel, coal and shipbuilding which
have long been recipients of public subsidies, as well as at state-owned
Renault, long a symbol of generous social policies. The government
itself is now engaged in a process of trimming its ranks.

The economic consequences of President Mitterrand

301

5. Current situation and policy options
In the third quarter of 1985, with unemployment at 10.2%, the budget
for 1986 was being finalized around the general objective of further
disinflation and no relapse from austerity. The arguments behind a
strategy of continuing austerity are that there is no room for expansion
because: the external constraint would again surely undermine any
such attempt; the budget is still in deficit, thus ruling out any fiscal
policy-led recovery; monetary policy must remain tight in France
because it is tight abroad, expecially among EMS countries; the process
of rationalization and trimming of French companies is not yet completed, and any expansion would relax the pressure to pursue this
fundamental structural effort.
We do not find these arguments convincing, since we believe that if
demand stimulus is combined with appropriate supply measures, many
of the adverse consequences of a demand expansion could be avoided.
We now sketch some policy options which can be enacted fairly quickly
and which, according to our analysis, could deliver sizeable gains in
employment with only modest costs in inflation or external deficits. The
cornerstone of the proposal is a reduction in labour costs designed to
reduce the wage gaps and bring the NAIRU down, achieved through
a decrease of labour taxes and a social contract. This policy must be
accompanied by suitable strategies for the budget and for the external
constraint.
5.1. A marginal wedge reduction

A central conclusion of Section 3 is that any attempt at reducing
unemployment through a demand expansion alone would quickly hit
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defending the virtues of competition in a free market economy. Prices
are being gradually freed, but controls remain extensive. Foreign
exchange regulations have been eased but remain as extensive as before
May 1981. The long standing tradition of credit ceilings has been
replaced by a market-based monetary policy relying on management
of bank reserves, but this change was probably motivated by the very
large amount of unused credit below the ceiling (due to the weakness
of demand and high real interest rates) which could be absorbed should
the economy pick up. Financial markets have been allowed to grow and
develop new instruments, with the active support of tax incentives, and
stock prices have soared since 1983, but the banks are still almost entirely
state-owned and 'selective financing' (i.e. credit allocation by government) does not appear to have fallen.
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Table 10. The wedge. (Ratio of employers' real hourly labour costs to
employees' real take-home pay)
1968

1973

1976

1980

1982

1983

1984

1.34

1.41

1.41

1.50

1.60

1.62

1.65

1.69

Source: INSEE, Comptes Trimestriels.
Note: The wedge is (T1/T2)(PC/PV) where T\ is the ratio of total labour costs to
the wage bill, T 2 is the ratio of net to gross take-home pay when employees'
social security contributions are deducted, and Pc and Pv respectively are price
indices for consumption and value added. As in Table 6, we ignore income tax
rates, which changed little over the period.

the inflation threshold, with the attendant external crisis. The immediate implication is that the first priority should be to reduce the NAIRU
and the wage gap. One way of doing that would be to reduce hourly
wages relative to productivity, either through negotiated concessions,
or through 'surprise inflation'. The required reduction, 10 to 15% is
such that the inflation solution is untenable, while the reduction in
hourly wages via concessions is likely, by itself, to lead only to small
progress achieved over a protracted period. A different approach is
required.
Our analysis of the Phillips curve directs attention to the wedge, the
ratio of total real hourly labour costs to net real hourly take-home
salaries. The evolution of the wedge is shown in Table 10. Cutting the
wedge at constant real take-home salaries will reduce real labour costs
in the same proportion. Thus a 15% reduction in the wedge, which
brings it back slightly below its 1976-78 level, would probably eliminate
most of the prevailing wage gap. The strategy of achieving wage concessions should be combined with a strategy that reduces the taxation
of labour income.
A 15% cut in the wedge would not immediately return the NAIRU
to its 1976-78 level of around 5%, since in the meantime several other
factors (rising social protection, an increase in the target wage, new
labour regulations) have taken their toll. Our estimates show that, in
the short run, the NAIRU would only fall by a bit more than 2%, which
would leave it in the range of 6 to 7%. However, as we have stressed
earlier, we believe that the Phillips curve estimates of the NAIRU
probably understate the long-term benefits of a reduced wedge.
Most of the wedge corresponds to labour taxes used to finance social
security expenditures, which at present amount to almost 25% of GDP
(Table 2). A 15% reduction in the wedge, if achieved by an across-theboard reduction in payroll taxes, would then contribute to a deficit in
the social security budget of 3.75% of GDP, a very large amount to
recoup through spending cuts. However, if the cuts in payroll taxes
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5.2. A Social Contract

A reduction in labour taxes will lead to a distributional fight over
sharing the benefits between employers and employees. The union
wage model suggests that unions will try to capture a part, though not
the entire benefit, of tax reduction. To make certain that the tax
reduction translates significantly into reduced labour costs for the firm,
it is worthwhile attempting a social compact between the government,
trade unions and employers' associations. We envisage an agreement
to split the reduction in labour taxes according to a formula of one-third
to the employees (in the form of higher take-home pay), and two-thirds
to the employers, (as a reduction in labour costs). Note that initially,
the employees' average benefits would be very small, to the extent that
the tax reduction applies on the margin only. If the average tax rate is
I
1

I
' Our proposal for a marginal employment incentive differs from that of Steinherr and Van
Halperen (1983) in three respects. Our proposal is designed to be permanent rather than
temporary; it acts via a reduction in the wedge rather than an explicit employment subsidy;
and we do not insist that its budgetary incidence is offset by changes in unemployment benefit.
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can be placed more on the margin, to apply mainly to new workers,
and not to existing workers, the budgetary costs of wedge reduction
would be very substantially reduced. 11 As a very rough
example, if a 15% marginal wedge reduction succeeds in bringing
employment up by 5%, the shortfall in social security receipts would
amount to about 0.5% of GDP.
It must be stressed that in order to achieve the long-term benefits
from payroll tax reduction, and to get those benefits as rapidly as
possible, firms must be convinced that the lower taxes will be sustained
for several years. One difficulty with a marginal tax reduction is that
firms may be able to manipulate the system to their advantage without
creating more jobs in total. For example, faced with a subsidy on new
workers, firms might be induced to make dismissals for the purpose of
subsequent hirings, or to create new businesses to replace, for legal
purposes, existing business activities. One possibility would be to relate
the reduction in payroll taxes only to new workers that raise the firm's
total labour force above the size at the start of the new policy. Thus
dismissals by a given firm for the sake of re-hiring the same number
of workers will be pointless. It may also be advisable to plan to make a
gradual reduction in the level of labour taxes on existing employees,
so that average tax rates are ultimately aligned with the lower marginal
taxes, thus alleviating the incentive to close down one business and start
up another to take advantage of the marginal wedge reduction.
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5.3. T h e n e e d for a d e m a n d e x p a n s i o n

Fixing the supply side creates the necessary conditions for a noninflationary increase in employment. But unless demand is present to
absorb the increased supply, a fall in the NAIRU will, in the short run
only reduce inflation, without denting unemployment. The government
could instead aim for a gradual reduction of actual unemployment,
trailing behind the reduction of the NAIRU (see e.g. Blanchard et al.,
1985). What is the amount of demand expansion that would be required
to achieve a gradual reduction in unemployment (assuming a falling
NAIRU), say at a rate of 1% a year?
For this purpose, it is useful to turn to Okun's Law, which relates
GDP growth to reductions in the unemployment rate. Using simulations
of demand expansion performed with METRIC model (Artus et al,
1981) we find that real GDP must grow about 2% faster than its
underlying trend (a proxy for supply expansion) if unemployment is
to be reduced by 1% a year. 12
It is difficult to say how much demand stimulus should accompany
the supply side measures, in order to achieve the target growth rates.
In essence, both monetary and fiscal policies will have to operate on a
feedback basis, by setting nominal GDP targets that are sufficiently
expansionary to allow for the desired real growth of the economy. The
supply measures will of course themselves raise demand, via higher
take-home pay, higher investment demand as labour costs fall, and
higher international competitiveness. However, the precise details of
such an induced demand expansion will require separate study. It
should also be pointed out that any precision in the size of the necessary
demand expansion is vitiated by the uncertainties in the world economy.
5.4 T h e external constraint

As has been amply demonstrated by the 1981-82 experiment, no policy
measure is likely to succeed unless it pays due attention to the external
12

As a rough estimate to fix an order of magnitude, if trend annual growth is estimated at 3%
the growth rate the government should target is about 5% a year over the five years following
the wedge reduction.
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reduced over time, the average rise in wages would become larger.
Also, negotiations should be opened to deal with issues like productivity
incentives and labour market regulations (e.g. hiring-firing restrictions,
overtime work or part-time job regulations, various unemployment
programmes), reductions in subsidies to ailing corporations, and price
and wage moderation.
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5.5. Fiscal and monetary p o l i c y

The proposed wedge reduction could result in significant budgetary
costs, especially if the reduction is generalized to all workers, rather
than applying only to marginal workers. A general cut in payroll taxes
of 15% would cost the government revenues of about 3.75% of GDP,
as we noted earlier. Of course there would be large associated savings
in unemployment support programmes, that could be as much as
1.5-2% of GDP if the unemployment rate drops from 10 to 5%. 14
Assuming that there would remain a significant budgetary cost to the
tax reductions, the question is whether that cost should be made up
I3

Artus et al. (1981) and Sterdyniak et al. (1984). In the OFCE model a 10% cut in employers'
social security contributions leads after one year to a 0.8% increase in output and a worsening
of the current account by 0.1% of GDP.
14
We assume conservatively that the cost of unemployment programmes (4.5% of GDP in 1985)
would be cut by only one third, given the fixed cost of bureaucracy needed to administer these
programmes.
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constraint. This constraint, in turn has two components: the current
account and speculative capital flows. It should be clear that supplyfriendly measures of the type envisioned should boost the stock market,
build up confidence and therefore, at the very least, leave the capital
account neutral.
As for the current account, we already noted that a reduction in
labour costs has the important advantage of creating a strong gain in
competitiveness. Yet simulations performed with French macromodels
(METRIC or OFCE) concerning reductions in employers' social security
contributions, find that the current account slightly worsens because
such policies generate faster growth and a rise in imports. 13 This result
(of which we are a bit sceptical) should at least be taken as a warning
that any expansion has a potential for creating current account difficulties. The best way to resolve the external pressures from an expansion
would of course be for Europe as a whole to undertake measures similar
to the ones that we are outlining. After all, France's difficulties are
shared in various degrees by all EEC countries, where one also finds
severe labour market rigidities, large wage gaps, and low rates of profit
(see Bruno and Sachs, 1985; Bruno, 1986; Dornbusch et al., 1983;
Layard et al, 1984). If the other EEC countries refuse such a coordinated
expansion, the second best would be a devaluation within the EMS.
Our estimates indicate that the Franc is currently overvalued by about
6% vis-a-vis the Deutschmark. Of course with a reduction in labour
costs, the extent of the overvaluation is considerably reduced. Yet, with
an anticipated growth differential, a devaluation is inevitable.
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Discussion
Willem Buiter
Yale University

The authors' thesis is that France, under President Mitterrand, undertook a modest fiscal expansion in May 1981 which had adverse supplyside effects. There was some increase in the growth of output, but the
economy soon ran into both internal and external constraints. First,
and more importantly, the non-accelerating inflation rate of unemployment (NAIRU) was too high to permit continued expansion without
an increase in inflation. The authors argue that Mitterrand's policies
significantly raised the NAIRU and they cite a number of contributory
factors; the increase in the minimum wage; employers' payroll taxes
were also increased; there was an extension of employee protection
legislation; working hours were reduced increasing marginal labour
costs; and finally there was nationalization (although its effect on the
NAIRU is ambiguous).
Second, the economy also ran into a twofold external constraint. The
current account deteriorated owing to the world recession. There was
also a lack of confidence in the Socialist administration on the part of
the financial markets. This produced increased capital outflows.
Together these placed the Franc under pressure and raised doubts
about the continued participation of France in the EMS.
The authors argue the original Mitterrand program lasted little more
than six months. The first cracks were showing by the time of the first
devaluation in October 1981. Further devaluations in June 1982 and
March 1983 put the final nails into the coffin. The fiscal stimulus (as
measured by the cyclically corrected budget deficit which is not the
correct measure) was reversed as early as June 1982.
I will first examine their claims about the increase in the NAIRU.
The authors' dismissal of frictional effects, such as increased job or skill
mismatch, is perhaps a little hasty since many of these effects are difficult
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through cuts in spending of various sorts, or by increases in other taxes,
or by somewhat larger deficits.
We have repeatedly stressed that the supply-side consequences of
any other tax increases should be scrupulously examined, and not
underestimated. If there is a major conclusion of our analysis, it is that
cutting deficits via tax increases and spending cuts have different
macroeconomic implications for the French economy. After a decade
and a half of tax increases, with the attendant supply-side difficulties,
it is probably time to stress spending cuts as a way to resolve the
budgetary problem.

