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France: the 2014 window of opportunity   

● Focus on France: With much of the periphery out of the woods and 
Germany enjoying its “golden decade”, France is the new sick man of 
the continent. But where there are risks, there are also opportunities. 

● The pressure is rising: While the rest of the Eurozone is recovering, 
France is increasingly falling behind. The lack of growth is making the 
tax-heavy fiscal adjustment very difficult. Investors, businesses and 
not least voters are expressing their anger at President Hollande’s 
administration where they can. 

● Only itself to blame: France was one of the western countries least 
affected by the Lehman crisis with little need for private, and only a 
moderate need for public, deleveraging. Monetary stimulus was very 
strong and other countries expanded exports much faster with the 
same euro exchange rate. 

● More of the same is not an option: Realistically, the country can 
only follow the well-trodden reform path that Thatcher, Schroeder, 
Rajoy and many others have successfully used before. The brief spike 
in confidence indicators after the appointment of reform-minded 
Prime Minister Valls was a glimpse of what could be. 

● Two major problems to tackle: Innovation and investment are 
being held back by excessive taxation used to fund a public sector 
consuming 57% of GDP and by one of the worst scores for labour 
market flexibility in the world. The government is finally cutting taxes, 
but is not yet implementing serious labour reforms. 

● France has strengths to leverage: A growing population, world-
beating infrastructure, low levels of private debt and a multitude of 
leading multinational companies could make France an economic 
powerhouse equalling Germany over time – if it reforms itself. 

● Protectionism, devaluation, nationalisation, fiscal stimulus and 
all the other nonsense proposed by the sirens from the left or far-right 
may have worked for brief periods in previous centuries. But in a 
globalised economy, they will not. 

● 2014 is a window of opportunity: With the European elections over, 
the next presidential elections are three years away. This leaves enough 
time to see through the unpopular reforms and benefit from the 
results when they come through, usually roughly two years later. 

● The global and Eurozone recoveries help: Tough reforms will pay 
off more quickly amid rising global demand. Compared to the 
experience of the Eurozone periphery, France could have an easy run. 

● Challenging politics: Tough reforms may test Valls’ thin 
parliamentary majority. As in Germany in 2004, the Socialists may 
have to reach out to the centre-right opposition. 

● A French revolution? A coalition of far-right and left forces could 
take opposition to the streets. Governments have been toppled by 
street protests before (1997). If new elections were called, a strong 
showing of the Front National could make governing France more 
difficult. 

● We expect Valls to deliver some progress but not the serious 
labour reform France needs. The pain may not be intense 
enough yet to trigger such fundamental change. 
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Missing out on the recovery 

Ever since the ECB finally stepped in to contain the raging bond market 
panic that had threatened to sink the Eurozone economy and trigger a 
catastrophic deflationary spiral, economic confidence has been 
recovering in the region. Since Easter 2013, the economy has been 
expanding again, with one crisis country after another emerging from 
recession. 

While the Eurozone is recovering nicely, France is not according to 
confidence surveys. The PMIs are particularly striking (see Chart 1): 
France’s composite output PMI has barely reached the neutral 50 level 
that signals stagnant output, while the Eurozone as a whole reached 53.9 
in May, signalling a significant expansion. 

Even more striking is how France has fallen behind the former crisis 
countries. The periphery gradually closed the gap with the rest of the 
Eurozone starting in mid-2012, while France has opened up a gap as 
large as the one the crisis countries used to chase. In other words, the 
recovery of the fast-reforming periphery has exposed French 
underperformance. 

So far, the confidence surveys have overstated the case against France. 
Eurozone GDP has expanded by 0.9% since the beginning of the 
recovery, only fractionally more than France’s 0.8%. The PMIs in 
particular seem to reflect a vote of (no) confidence in the government, 
rather than being a gauge of economic activity on the ground. The big 
gap in the PMIs opened up right after the election of President Hollande 
and his immediate move to implement his anti-business election 
platform. 

But the anatomy of France’s underperformance is telling. In the EU 
Commission’s broad economic sentiment survey, France underperforms 
in all sectors of the economy, but most strikingly in consumer 
confidence (see Chart 2). That bodes particularly badly for an economy 
heavily reliant on domestic consumption. France has been lifted by the 
overall Eurozone recovery, with exports doing well. But the consumer 
weakness heralds underperformance in the coming years. 
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Chart 1: Swapping places with the periphery Chart 2: Consumer confidence lags most 

  
PMI composite output, 3m averages. Periphery = average of Spain and Italy. 
Source: Markit 

Consumer confidence, standard normalised. Source: EU Commission, Berenberg 
calculations. 
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Reform head-start for the periphery 

The end of the euro crisis puts the spotlight on France’s economic 
underperformance. But it is not a new phenomenon. 

In the early years of the euro, France created more manufacturing jobs 
than Germany or Italy (see Chart 3). The home-made consumption 
boom of the Jospin years needed to be supplied. But the post-dotcom 
and 9/11 recession put an end to the expansion. The number of 
manufacturing jobs started to decline. 

Germany in 2004 reformed its labour market by increasing incentives to 
work and making the labour market more flexible. As a result, nominal 
unit labour costs started declining gradually, supporting a rebound in 
manufacturing employment that was only stopped by the global financial 
crisis. Meanwhile, French labour costs continued to rise, and only even 
bigger rises in neighbouring Italy and Spain alleviated the pressure on 
France somewhat. 

That changed with the euro crisis and the reform impetus it created in 
most of the worst-affected countries. Notably, Spain and Portugal 
adopted sweeping labour market reforms in early 2012. Reducing 
dismissal costs and reforming the collective bargaining process have 
allowed companies to reduce their workforces and come to more 
flexible arrangements with unions. As a result, unit labour costs have 
dropped sharply in countries including Spain, Portugal and Greece. 
Italy’s labour market reform under Mario Monti did not go as far, but 
labour costs are showing tentative signs of levelling off as output begins 
to recover. 

French companies do not seem to have much success in adjusting to the 
more competitive environment. With regulation and unions blocking the 
way, some see moving production elsewhere as the only way to go. And 
with more attractive packages available almost everywhere outside 
France, moving production abroad has never been as easy. 
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Chart 3: Manufacturing employment falls … Chart 4: …as cost competitiveness erodes 

  
Employment in manufacturing, Q1 1998 = 100, 4q average, smoothed for 
2008 break in data series. Source: Eurostat, Berenberg calculations. 

Nominal unit labour costs, Q1 1998 = 100, sa, Italy 4q average. Source: 
Eurostat. 
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Fiscal problems not the key 

France is not sitting idly by. Hollande has made fiscal progress. France still 
needs to bring down its structural primary deficit by 4.4% of GDP by 2020, 
according to the IMF’s Fiscal Monitor, but that is less than the UK’s 6.2% 
or the US’s 11.7%. The remaining adjustment need can be spread out a bit 
better (see Chart 6). Compared to Italy, however, France has done little 
with most of the fiscal improvement coming from reversal of the 2009/10 
stimulus. 

Much of the adjustment has been achieved with higher taxes, which tend to 
be politically less damaging but economically more painful. As a result, 
public expenditure was 57.1% of GDP in 2013, the third-highest among 
advanced countries covered by the IMF (see Chart 5). While a high share of 
government in GDP is not necessarily a cause for economic 
underperformance, it limits the scope for even further increases. 

Fortunately, the focus has changed. The Ayrault government has reduced 
payroll taxes by €20bn. By 2017, the government plans to cut them by an 
additional €30bn. Furthermore, the president has announced serious public 
spending cuts of €50bn (2.4%) of GDP by 2017. That would go some way 
to reduce the weight of government in the economy.  

Most details of the spending cuts are missing. So far, it appears that local 
governments will receive €11bn less between now and 2017. A further local 
government reform is expected to bring €10bn in savings from synergies. 
Each cut will trigger heated debates, as they could dent public investment, 
damage social justice or simply not be achieved. 

The politics could be messy. President Hollande and his government will 
rattle at the bars of the “Brussels cage”, the tough fiscal rules imposed by 
the stability pact. As in the past, the hope will be that some of the French 
public’s anger will be diverted towards Brussels. But Brussels will not budge 
much and the European elections have demonstrated that only anti-
European radicals benefit. Amid some noise, we expect the government to 
continue the adjustment efforts and by and large fulfil the fiscal targets, 
including not missing the 3% deficit target in 2015 by a wide margin. 
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Chart 5: 2013 public expenditure, % of GDP Chart 6: Austerity: France reversed stimulus 

  
Source: IMF Fiscal Monitor, May 2014 Change in structural primary fiscal deficit, % of GDP. Source: IMF Fiscal 

Monitor, April 2014 
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Labour market reforms still timid 

On labour market reform, the track record of President Hollande’s 
government is uninspiring in comparison to Germany’s Agenda 2010 or the 
reforms in the periphery since 2009. Upon election, the Socialist 
government first made good on its leftist campaign platform and repealed 
the few reforms introduced by the previous administration of centre-right 
President Sarkozy. The 35-hour working week was enforced again by 
removing tax breaks for overtime. Punitive taxes (75%) on high incomes 
sent the signal that entrepreneurs were not welcome. 

Relatively quickly, though, the anti-business policies stopped. Since late 
2012, improving the competitive edge of French companies through 
supply-side reforms has become the key target – at least of much of the 
Socialists’ rhetoric. Three reforms have so far resulted. 

 “De-fiscalisation”: As early as October 2012, after a damning report 
on French competitiveness from French industrialist Gallois, the 
government tried to reduce the cost of labour with €20bn tax credits 
for 2013-15 for labour-intensive firms. The programme was financed 
by moderate VAT increases in early 2014. 

 More flexibility: In April 2013, parliament approved an agreement 
introducing more flexibility into the labour market, brokered between 
unions and employer federations. The package facilitated internal 
mobility and temporary wage reductions in exchange for measures 
discouraging the excessive use of temporary labour. 

 “Pact for responsibility”: President Hollande launched an initiative 
aimed to lower payroll taxes for businesses in his 2014 New Year 
speech. The plan is to reduce companies’ social security contributions 
by €30bn by 2017. Unions and employer federations are negotiating job 
guarantees as a quid pro quo. 

These reforms are steps in the right direction to boost competitiveness. 
And sometimes, even relatively small reforms can change trends and over 
time lead to a big improvement. When Germany enacted the Agenda 2010 
reforms in 2004, many commentators argued they did not go far enough. 
Yet, the reforms introduced new flexibility and shifted the balance of power 
between unions and employers. They delivered a long period of wage 
moderation, which made Germany more competitive over time. 

France’s reforms may also ultimately pay off. So far, however, they have 
failed to stop the loss in competitiveness vis-à-vis neighbouring countries. 
More needs to be done to address the weaknesses of the French labour 
market. 

 Very high non-wage labour costs: French companies spend another 
€47 on every €100 of salary. The equivalent costs are less than €40 in 
Spain, less than €30 in Germany and less than €20 in the UK. 

 Difficult to hire and fire: France came 116th out of 148 countries for 
labour market flexibility in the World Economic Forum’s 2014 Global 
Competitiveness report, including 144th for hiring-and-firing practices. 
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 Two-tiered labour market: France’s job market may not be as rigid as 
that of many southern European countries. But a split between well-
protected permanent insider jobs and scarcely protected temporary 
outsider jobs can also be observed. Some 10% of all employees are 
currently in temporary jobs because permanent ones are unavailable. 
This is partly cyclical, but even in pre-crisis boom times, this share was 
8% (see Chart 8). Meanwhile in Germany, even in the 2004-05 crisis, 
the share did not exceed 4% as those wanting to work usually had 
permanent jobs or no work at all. 

 Fewer working hours: French workers in full-time jobs worked 40.7 
hours per week in 2013, less than Germans’ 41.7 and Brits’ 42.8 hours. 

Reducing payroll taxes further as planned will have a positive impact on 
competitiveness. Some additional ideas to boost the services sector, like 
treating household service employment as normal employment including 
tax deductability for the employers, are also helpful. 

The major missing element is the relaxation of hiring-and-firing rules in 
order to ease the competitive adjustment for firms but also give them 
incentives to hire at an earlier stage of the cycle, not just in low-paying 
temporary services jobs but also in well-paying permanent ones. The 
quicker employment rises, the more the cost of the state will be borne by 
many shoulders, easing the weight on the individual. Non-wage labour costs 
can fall and price workers back into the production process.  
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Chart 7: Second highest non-wage labour costs Chart 8: Involuntary temporary employment 10% 

  
Non-wage labour cost per €100 of salary, H1 2013. Source: Destatis Employees with temporary jobs who could not find permanent ones, % of all 

employees. Source: Eurostat 
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Politics: reaching out to the enemy? 

Implementing a tough reform agenda is never easy. Those who benefit from the status 
quo will fight the change; those likely to benefit from change will be sceptical. Tough 
supply-side reforms are rarely an immediate vote winner, as reformers like Britain’s 
Thatcher or Germany’s Schröder found out in the past and southern European leaders 
have been discovering since the crisis. 

Making 2014 a window of opportunity, there is not much to lose for President 
Hollande. The Senate elections in September could bring fresh losses, but the Senate 
can only delay – not block – legislation the lower house has passed. The next major 
election is the presidential election in 2017. Hollande’s approval ratings can hardly go 
any lower (see Chart 9). Even his predecessor Nicolas Sarkozy, who had to deal with 
the worst of the post-Lehman recession and the euro crisis, never slipped as low as 
Hollande. 

Chart 9: Monthly approval ratings of presidents 

 
Share of survey respondents with confidence in leader, months into tenure. Source: TNS Sofres 

The issue for Hollande and Valls right now is securing reliable support in parliament. 
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especially as it has advocated supply-side reforms itself. As in Germany in 2004, a 
broad coalition for reform could be formed by the mainstream parties. But it would 
take a lot for the Socialists to resort to help from the traditional enemy. And whether 
the disarray in which the mainstream centre-right currently finds itself in helps 
potential cooperation or not remains to be seen. 

The upper house, the Senate, is less of a risk. Usually, the Senate and National 
Assembly (lower house) work together on legislation, but in the event they do not 
agree, the last word is not with the Senate. That limits the influence of the house, even 
if the Socialists fail to muster majorities for the reform legislation in the upper house in 
the future. Hollande’s coalition currently lacks a majority in the Senate. Whether it will 
be able to rely on the support of the Communists, who are not usually associated with 
supply-side reforms, is not clear. That could lead to more watering down of any 
reforms and delays. 

We expect the government to forge the necessary majorities to secure the passage of 
any existing or further reform plans, especially as new elections are still a long way off. 
The failure of the government could have grave consequences, including new 
elections. The far-right Front National might do well and increase its number of 
deputies from the two it has at present. But even in that case, the mainstream parties 
would – in all likelihood – still have a large majority and be able to pass important 
legislation.  

 

 
 
 
 
 

Senate is the smallest 
worry 
 
 
 
 
 
 

Parliamentary negotiations 
might be noisy, but should 
not stop reform 

 

 
 
 



Berenberg Macro Views  

Economics 
 

9 

France only has itself to blame 

For all its problems, France’s economy has many strong points that 
helped it sail comparatively smoothly through the global financial and 
euro crises. GDP shrank by 3.2% during the Lehman crisis (see Chart 
10), but that was less than the drop in fellow G7 members the UK, 
Germany and Italy. 

Contrary to the Eurozone periphery, France never lost market 
confidence during the euro crisis (see Chart 11). As a result, business and 
consumer confidence did not dip as deeply, the government was not 
forced to cut spending and raise taxes as severely and France was able to 
avoid a double-dip recession. 

Why did France not lose market confidence? The prime reason is 
probably that while it seemed temporarily feasible that the key backstops 
of the Eurozone, Germany and the ECB would allow Spain or Italy to 
default, they would always support France. This de facto guarantee never 
really came into doubt during the “Merkozy” period. But France also 
had and still has fundamental economic strengths that set it apart from 
much of the periphery. 

● Growing population: At 2.1, France’s average fertility rate over the 
last five years was the second highest in Europe (after Ireland). It is 
nearly double that of Germany, suggesting that France could replace 
Germany as the EU’s economic powerhouse in the long term. 

● Employment growth: France may have lost many manufacturing 
jobs, but private-sector employment in services grew faster than in 
the UK or Germany between 1995 and the crisis (see Chart 12). 

● Low household debt: In western Europe, only Italy, Greece and 
Germany have lower private-sector debt ratios. There is no need for 
deleveraging that would weigh on growth to a similar extent as in, 
say, Spain. (see Chart 13). Consumption can return with confidence. 

● Diversity of successful large corporations: France had almost 
three dozen companies in the Fortune Global 500 2013, more than 
any other Eurozone country. 

● High and growing labour productivity: Real labour productivity 
per hour worked in France was €45.4 in 2012, compared to €42.6 in 
Germany, €39.3 in the UK and €32.2 in Italy. Other peripheral 
countries are even further behind. 

● Great infrastructure: Some of the revenues from high taxes have 
been put to good use. Public investment in France has traditionally 
been high and it shows. France ranked 4th for infrastructure in the 
WEF’s Global Competitiveness Report 2014, including being second 
for roads. 

 

Given these and other strengths, such as Paris’s draw as one of the 
world’s leading cities, the government has no one but itself to blame for 
its underperformance. Brussels, Frankfurt and Berlin have repeatedly 
come under heavy French fire in terms of rhetoric, but the performance 
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of other countries shows that it is homemade problems that hold France 
back. 

 Is the monetary stimulus not strong enough? For an economy 
that was less affected than most western countries by the Lehman 
crisis and never lost market confidence during the euro crisis, the 
monetary stimulus of the ECB has been generous for France (see 
Chart 14). 

 Is Germany’s hyper-competitiveness preventing a euro 
depreciation that would help French exports? A weaker euro 
would help in the short term, although it would only perpetuate the 
structural issues behind a lack of competitiveness. In any case, 
countries with a seemingly weaker starting point have outperformed 
France with the same exchange rate. Spanish exports are now 16% 
above their 2007 level, while France’s are only up by 9% (see Chart 
15). Spain allowed its companies to adjust, while France did not. 

 Are the EU’s fiscal rules too tough, forcing France into pro-
cyclical fiscal tightening? The austerity France has gone through 
has been modest compared to countries like Italy (see Chart 6). 
Much of it came from the reversal or expiry of stimulus measures 
during the Lehman crisis. A flexible economy should be able to deal 
with these modest cuts, especially if they are geared towards 
spending cuts rather than tax increases. 

France only has itself to blame. The lack of labour market flexibility has 
hindered companies in regaining competitiveness, while the overreliance 
on the public sector inflicts damage in times of austerity, even if that 
austerity was comparatively mild. 

 

Conclusion 

Without change, France’s economy could head into a crisis. That crisis 
looks very unlikely to take the form of the confidence crisis that struck 
the Eurozone periphery in 2010-12. Instead, the lack of growth and 
fiscal improvement would increasingly paralyse the economy and lead to 
further rises in structural unemployment. The current global economic 
upswing may disguise the underlying decline for a while. But the next 
downturn will painfully highlight the country’s relative 
underperformance and the lack of fiscal and competitive sustainability. 

We see a chance of more serious reforms this year. The weak labour 
market performance in particular will keep the pressure high. But given 
the global recovery, the pain is probably not deep enough to pave the 
way for the more serious reforms that could unshackle France’s huge 
economic potential in the long term. That will not trigger a new financial 
crisis, but will be a drag on the overall growth prospects of the 
Eurozone. 
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Chart 10: Less Lehman impact than others  Chart 11: Unbroken market faith in euro crisis 

  
GDP, real, 2009 over 2007. Source: IMF World Economic Outlook, April 
2014. 

10-year sovereign bond yield spread France over Germany, periphery (Italy, 
Spain, Portugal average) over Germany, in bps. Source: Factset 

 

Chart 12: Decent service sector employment Chart 13: Low private sector debt  

  
Employees in the service sector, excl. public administration, activities of households 
and extra-territorial organisations, 1995 = 100, Source: Eurostat 

Private debt, % of GDP, 2012. Source: Eurostat 

 

Chart 14: Plenty of monetary stimulus… Chart 15: …but export underperformance 

  
2-year sovereign bond yields, adjusted for CPI inflation, 12m average. Source: 
Eurostat, US Department of Labor, Factset 

Real exports of goods & services, local currency, average of Q4 2013 and Q1 
2014 over H2 2007, in %. Source: Eurostat. 
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Disclaimer 
 
This document was compiled by the above mentioned authors of the economics department of Joh. 
Berenberg, Gossler & Co. KG (hereinafter referred to as “the Bank”),. The Bank has made any effort to 
carefully research and process all information. The information has been obtained from sources which we 
believe to be reliable such as, for example, Thomson Reuters, Bloomberg and the relevant specialised press. 
However, we do not assume liability for the correctness and completeness of all information given. The 
provided information has not been checked by a third party, especially an independent auditing firm. We 
explicitly point to the stated date of preparation. The information given can become incorrect due to 
passage of time and/or as a result of legal, political, economic or other changes. We do not assume 
responsibility to indicate such changes and/or to publish an updated document. The forecasts contained in 
this document or other statements on rates of return, capital gains or other accession are the personal 
opinion of the author and we do not assume liability for the realisation of these. 

This document is only for information purposes. It does not constitute a financial analysis within the 
meaning of § 34b or § 31 Subs. 2 of the German Securities Trading Act (Wertpapierhandelsgesetz), no 
investment advice or recommendation to buy financial instruments. It does not replace consulting 
regarding legal, tax or financial matters. 

 
Remarks regarding foreign investors 
The preparation of this document is subject to regulation by German law. The distribution of this 
document in other jurisdictions may be restricted by law, and persons, into whose possession this 
document comes, should inform themselves about, and observe, any such restrictions. 
 
United Kingdom 
This document is meant exclusively for institutional investors and market professionals, but not for private 
customers. It is not for distribution to or the use of private investors or private customers. 
 

United States of America 
This document has been prepared exclusively by Joh. Berenberg, Gossler & Co. KG. Although Berenberg 
Capital Markets LLC, an affiliate of the Bank and registered US broker-dealer, distributes this document to 
certain customers, Berenberg Capital Markets LLC does not provide input into its contents, nor does this 
document constitute research of Berenberg Capital Markets LLC. In addition, this document is meant 
exclusively for institutional investors and market professionals, but not for private customers. It is not for 
distribution to or the use of private investors or private customers. 

This document is classified as objective for the purposes of FINRA rules. Please contact Berenberg Capital 
Markets LLC (+1 617.292.8200), if you require additional information. 
 

Copyright 
The Bank reserves all the rights in this document. No part of the document or its content may be rewritten, 
copied, photocopied or duplicated in any form by any means or redistributed without the Bank’s prior written 
consent. 
 
© May 2013 Joh. Berenberg, Gossler & Co. KG  
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