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Austerity is a Four-Letter French Word
By John Mauldin | June 21, 2013

A Great Deal If You Can Get It
Cyprus, Croatia, Geneva, and a Search for Art

The France that | see as | look out from the bullet train today is far different from the France | see
when | survey the economic data. Going from Marseilles to Paris, the countryside is magnificent.
The farms are laid out as if by a landscape artist — this is not the hurly-burly no-nonsense look of
the Texas landscape. The mountains and forests that we glide through are glorious. It is a weekend
of special music all over France, and last night in Marseilles the stages were alive and the crowds
out in force. The French people smile and graciously correct my pidgin attempts at speaking
French. | have found it diplomatic not to mention that I think France is in for a very difficult
future. Why spoil the party?

But for you, gentle reader, | will survey the economic landscape that | see on my computer screen.
It shows a far different France from the one outside my window, one that resembles its peripheral
southern neighbors far more than its neighbors to the north and east. The picture is not all bad, of
course. There is always much to admire and love about France. But there are a lot of hard political
choices to be made and much reform to be undertaken if this beautiful country is to remain La
Belle France and not become the sick man of Europe. This week, in what I think will be a short
letter, we'll look at a few of the problems facing France.

A Great Deal If You Can Get It

Yesterday (June 20) the French called a Grand Summit of businesses, unions, and government
officials to address the needed reforms to make France more competitive and its national budget
more sustainable. Debt and deficits are high and rising as the country rolls into yet another
recession in response to President Hollande’s hard left turn last year. One of the key issues is a
very controversial plan to reform pensions.

Stratfor notes:

France spends roughly 12.5 percent of its gross domestic product on pensions, more than
most almost any other Organization for Economic Co-operation and Development member.
(For reference, Germany spends about 11.4 percent of its GDP on pensions, and Japan
spends roughly 8.7 percent.)

[Note: elsewhere we find that France has a comprehensive social security (securité sociale)
system covering healthcare, injuries at work, family allowances, unemployment insurance,
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and old age (pensions), invalidity and death benefits. France spends more on ‘welfare' than
almost any other EU country: over 30 per cent of GDP as a total entitlement cost. As a
reference, that would be about $5 trillion in the US.]

The fact that an increasingly larger proportion of France's population qualifies for pensions
factors into the debate. In 1975, there were 31 workers paying contributions for every 10
retirees; today, there are 14 workers paying contributions for every 10 retirees. As the baby
boomers from the 1950s and 1960s begin to retire in the next decade, the pressure on
France's coffers will grow substantially. The deficit of the French pension system is
projected to double between 2010 and 2020, when it will exceed 20 billion euros.

It is hard for Americans to understand just how much it costs to support the average French worker
(or to be self-employed). From Paris Voice:

Total social security revenue is around €200 billion per year and the social security budget
is higher than the gross national product (GNP), i.e. social security costs more than the
value of what the country produces. Not surprisingly, social security benefits are among the
highest in the EU. Total contributions per employee (too around 15 funds) average around
60 per cent of gross pay, some 60 per cent of what is paid by employers (an impediment to
hiring staff). The self-employed must pay the full amount (an impediment to self-
employment!) However, with the exception of sickness benefits, social security benefits
aren't taxed; indeed they're deducted from your taxable income. Equally unsurprisingly,
the public has been highly resistant to any change that might reduce benefits, while
employers are pushing to have their contributions lowered.

And of course, almost the first thing that Monsieur Hollande did when he took office last year was
to return the retirement age at which you qualify for a pension back to age 60 from the extremely
controversial 62 that his predecessor, Sarkozy, had barely managed to push it to. Sarkozy’s
“reforms” were greeted with massive protests, and Hollande used them to engineer a sweeping
election victory for the Socialists. (I put “reforms” in quotes because nowhere else would a
retirement age of 62 be seen as draconian, nor would the rest of the changes Sarkozy pushed
through.)

Hollande faces a whole series of problems. Ambrose Evans-Pritchard notes:

The IMF’s Article IV Report on France published before the elections draws up the
indictment charges: a state share of GDP above 55pc (or 56pc this year), higher than in
Scandinavia, but without Nordic labour flexibility.

One of the rich world’s highest life expectancies but earliest retirement ages, a costly mix.
Just 39.7pc of those aged 55 to 64 are working, compared with 56.7pc in the UK and
57.7pc in Germany. “French workers spend the longest time in retirement among advanced
countries,” [the IMF] said. (the London Telegraph)

France has the highest tax and social security burden in the Eurozone and the second lowest annual
working time. There has been a sharp rise in unit labor costs, making France even less competitive.
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These developments have not gone unnoticed in Germany. A report by one of the conservative
political parties there (the FDP) said, “French President Francois Hollande was trifling with
reform, scarcely making a dent on the sclerotic labour market. Which is true of course. Hollande
was elected in May 2012 on a campaign to preserve the status quo and protect the privileges of the
French.” (Ambrose Evans-Pritchard, the Telegraph)

Not helping is the fact that France had a very anemic “recovery” after the Great Recession (never
more than 1% a year) and is now back in full recession. Which means that tax revenues will go
down, not up, and that deficits will swell.

French GDP change % QoQ
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And things are likely to get even worse. Charles Gave notes that French manufacturing is
plummeting, and this has always led to further losses in GDP. The chart below from GaveKal
shows the French Business Climate Survey advanced forward 9 months and the highly correlated
GDP number, which follows. The IMF is now predicting a 2% annual recession in 2013, which
means rising unemployment and very tepid 0.8% growth in 2014, not enough to really spur
employment.
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French business climate sharply worsening
France INSEE survey vs GDP growth
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You can read a half a dozen reports and analyses of the French predicament, and they will all
mention “labor rigidities” as being part of the problem. There is a high minimum wage cost, and it
is hard to let employees go in difficult times, which discourages businesses from hiring young,
inexperienced workers. New business start-ups, the source of real job growth, have fallen as a
result of the relentless assault by the bureaucracy on entrepreneurs, not to mention the
impredations of the tax-man. Corporate profit margins are thin in France, and companies are
leaving for locales that afford them more-attractive cost options.

Debt servicing costs as a percentage of GDP have plunged in France from 3% in 1995 to 2%
(today) even as the total amount of debt has risen four times. Low interest rates can be a thing of
beauty if you want to lower costs, but when interest rates rise (and they would with a vengeance in
the not too distant future if the ECB were not ready to step in, as the market clearly expects it to
do) they can cripple a government already burdened with too large a deficit and unwieldy
commitments. But without real reforms, how long will it be before the market sees France as
another problem child, like Italy and Spain?

Austerity is a four-letter Anglo-Saxon — or even worse, Teutonic — word in socialist France, yet the
market at some point is going to want to see a move toward sustainable budgets. Government bond
investors are not philanthropists. They look for the least risk they can find. A realistic assessment
will soon be made that France is no longer in the least-risky category.
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Compounding Hollande’s problems is a growing disenchantment with the whole European project
in France, the putative home of the movement for integration.

Decline in Support for the European Project

Economic integration
strengthened economy Favorable of EU
2012 2013 Change | 2012 2013 Change
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Germany 59 54 -5 68 60 -8
Britain 30 26 -4 45 43 -2
France 36 22 -14 60 41 -19
Italy 22 11 ~11 SS 58 -1
Spain 46 37 -9 60 46 -14
Greece 18 11 -7 37 33 -4
Poland 48 41 -7 6% 68 -1
CzechRep. 31 25 2 34 38 -

MEDIAN 34 28 6 | 60 as -15

No European country is becoming more dispirited and disillusioned faster than France. In
just the past year, the public mood has soured dramatically across the board. The French
are negative about the economy, with 91% saying it is doing badly, up 10 percentage
points since 2012. They are negative about their leadership: 67% think President
Francois Hollande is doing a lousy job handling the challenges posed by the economic
crisis, a criticism of the president that is 24 points worse than that of his predecessor,
Nicolas Sarkozy. The French are also beginning to doubt their commitment to the
European project, with 77% believing European economic integration has made
things worse for France, an increase of 14 points since last year. And 58% now have a
bad impression of the European Union as an institution, up 18 points from 2012. (Tyler
Durden, Zero Hedge)

And Stratfor adds:

Hollande thus faces a dilemma: He could try to push for comprehensive reforms
unilaterally, but that would be incredibly unpopular, at least in the short term. Otherwise,
he could try to enact diluted reforms, which would be more palatable for French citizens
but ultimately would be ineffective at reducing the costs of the French pension system.

Hollande's problem is shared by many Western European leaders, who have responded to
the ongoing economic crisis by implementing painful reforms in their welfare states. The
problem is that countries consider the welfare state one of the defining economic, political
and social features of postwar Europe and a symbol of economic prosperity. The French
have a long and rich tradition of fighting for their civil and social rights, and the notion of a
social contract between rulers and the constituents is a key feature of French politics. For
the French — not to mention the Italians, Spanish or Germans — a generous welfare state is
an acquired right, a part of the social contract in Europe.
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But what one group may see as an acquired right another will see as a tax burden, excessive cost,
and unwanted risk. This is not just a French problem, of course. Governments everywhere have
promised far more than they can ever deliver. And when a program gets prohibitively expensive,
adjustments will be made. It goes without saying that when you cut a promised benefit to people
who are already retired or soon will be, they will not be happy.

In July, 2012 Hollande called the first Grand Summit to solve the very same problems that were
still facing at the latest one. As there is not yet a true crisis, no imminent cliff to fall over, I doubt
that anything of substance will get done. Which means there will be yet another conference in the
future as the stress intensifies.

Hollande is now down to a 30% approval rating. True reforms would anger his base, and a lack of
them will lead to even lower ratings by the markets. He has no standing within his own party to
force a compromise; and as elections draw closer, fewer and fewer within his party will want to be
seen in a photo op with him.

France is on its way to becoming the new Greece. In 20 years, the Harvard Business School will
do a case study on what not to do when faced with a massive fiscal crisis. France and Hollande
will be Exhibit #1.

Cyprus, Croatia, Geneva, and a Search for Art

| am in Paris this weekend, meeting with my Mauldin Economics partner Olivier Garret in his
home country. (He now lives in Vermont, so he still resides in a socialist state.) | fly to Cyprus on
Monday morning, where | will have a series of meetings with local businessmen and officials for
two days. | speak Wednesday evening at 6 pm at the Central Bank, through the auspices of the
University of Cyprus and the Cyprus Chamber of Commerce, on the topic of "Currency Wars and
Quantitative Easing."

Then I leave irrationally early the next morning for Split, Croatia, where | will spend a night before
being gathered by the rogue Irish economist David McWilliams for a few days of relaxation and
laughter. It is impossible to keep from laughing for very long around David, even when he is
telling you that you are doomed. He has Irish gifts in abundance.

On Sunday 1 fly to Geneva, hoping my bags get there with me, to have meetings and face yet more
deadlines; but I'll also get to enjoy an encore al fresco dinner with Herwig van Hove and friends. |
see that several mutual friends will be there, chief among them Louis Gave, who will be in town
for a different set of meetings.

| remember (I think it was two years ago about this time) that Herwig hosted another dinner party
where Louis’s father, Charles, was in attendance and in rare form. | remember there were 16
people present, all involved in the investment business in one way or another. Charles and | were
at the center of the table facing each other, bantering back and forth, with me serving as the
straight man for Charles.
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It was a gorgeous summer evening and the table was relaxed, with the wine and food matching the
magnificence of the weather. We were debating the valuation of the euro, and | asked for a poll of
the group as to whether they thought the euro would be higher or lower the next year. The show of
hands had 11 voting lower, 7 thinking higher, and one abstention. (Yes, that is 19 votes for 16
people, but there were a number of economists present, who evidently felt compelled to vote in
both directions, presumably using different hands, at least.)

I will remember the next moment all my life. I had noticed that Charles did not vote. | asked him
about that, and he answered in that authoritative tone of voice that sounds to me exactly like what
the voice of God should sound like, punctuating the air with his finger for emphasis, “John, that is
an absurd question. The euro will not exist in a year.” | will remind Louis and the table of that
moment and ask the same question if Herwig will allow me —and I'll report back.

| am in the midst of designing a new abode. Since it has been a very long time and I've undergone
a few personal reinventions since | last owned a home, | have never really collected much in the
way of art. And while I am not in a hurry to do so, I now find myself with an opportunity to
discover some special pieces that | will enjoy seeing and sharing on a regular basis. | have
“placeholder” pieces that can suffice while | patiently look, but I am currently seeking one special
piece to hang over my dining room table. I am not looking for a chandelier, but rather a light that is
art in and of itself. The apartment is a floor-to-ceiling glass high-rise, ten-foot ceilings, very open;
and the table is glass. The overall theme is contemporary modern. When you walk in, almost the
first thing you will notice after the view is that one piece of art suspended over the dining room
table.

Except that I don’t know what it is yet. Since my readers obviously have exquisite taste, it seems
reasonable to ask you. | am very open to suggestions.

It is time to hit the send button as there is a music festival near here that needs my attention.
Although last night | ended up in an Irish pub in Marseilles, listening to old ballads as I read and
thought. Have a great week and spend a few moments with friends. They always pay the best
dividends.

Your planning on seeing a few museums analyst,

e "y ’
..--'I - _-::-'.-J J.__f?__-
ﬁf "'L'f}/' ' //*’I”;'{’“'r te—

i
John Mauldin

-

Thoughts from the Frontline is a free weekly economics e-letter by best-selling author and renowned financial
expert John Mauldin. You can learn more and get your free subscription by visiting www.mauldineconomics.com

Page 7



Share Your Thoughts on This Article

~0st a CLommen

Send to a Friend | Print Article | View as PDF | Permissions/Reprints | Previous Article

Thoughts From the Frontline is a free weekly economic e-letter by best-selling author and renowned financial expert,
John Mauldin. You can learn more and get your free subscription by visiting http://www.mauldineconomics.com.

Please write to subscribers@mauldineconomics.com to inform us of any reproductions, including when and where
copy will be reproduced. You must keep the letter intact, from introduction to disclaimers. If you would like to quote
brief portions only, please reference http://www.mauldineconomics.com.

To subscribe to John Mauldin's e-letter, please click here: http://www.mauldineconomics.com/subscribe/

To change your email address, please click here: http://www.mauldineconomics.com/change-address

If you would ALSO like changes applied to the Mauldin Circle e-letter, please include your old and new email address
along with a note requesting the change for both e-letters and send your request to compliance @2000wave.com.

To unsubscribe, please refer to the bottom of the email.

Thoughts From the Frontline and JohnMauldin.com is not an offering for any investment. It represents only the
opinions of John Mauldin and those that he interviews. Any views expressed are provided for information purposes
only and should not be construed in any way as an offer, an endorsement, or inducement to invest and is not in any
way a testimony of, or associated with, Mauldin's other firms. John Mauldin is the Chairman of Mauldin Economics,
LLC. He also is the President of Millennium Wave Advisors, LLC (MWA) which is an investment advisory firm
registered with multiple states, President and registered representative of Millennium Wave Securities, LLC, (MWS)
member FINRA, SIPC. MWS is also a Commodity Pool Operator (CPO) and a Commodity Trading Advisor (CTA)
registered with the CFTC, as well as an Introducing Broker (IB) and NFA Member. Millennium Wave Investments is a
dba of MWA LLC and MWS LLC. This message may contain information that is confidential or privileged and is
intended only for the individual or entity named above and does not constitute an offer for or advice about any
alternative investment product. Such advice can only be made when accompanied by a prospectus or similar offering
document. Past performance is not indicative of future performance. Please make sure to review important
disclosures at the end of each article. Mauldin companies may have a marketing relationship with products and
services mentioned in this letter for a fee.

Note: Joining the Mauldin Circle is not an offering for any investment. It represents only the opinions of John Mauldin
and Millennium Wave Investments. It is intended solely for investors who have registered with Millennium Wave
Investments and its partners at www.MauldinCircle.com or directly related websites. The Mauldin Circle may send out
material that is provided on a confidential basis, and subscribers to the Mauldin Circle are not to send this letter to
anyone other than their professional investment counselors. Investors should discuss any investment with their
personal investment counsel. John Mauldin is the President of Millennium Wave Advisors, LLC (MWA), which is an
investment advisory firm registered with multiple states. John Mauldin is a registered representative of Millennium
Wave Securities, LLC, (MWS), an FINRA registered broker-dealer. MWS is also a Commodity Pool Operator (CPO)
and a Commodity Trading Advisor (CTA) registered with the CFTC, as well as an Introducing Broker (IB). Millennium
Wave Investments is a dba of MWA LLC and MWS LLC. Millennium Wave Investments cooperates in the consulting
on and marketing of private and non-private investment offerings with other independent firms such as Altegris
Investments; Capital Management Group; Absolute Return Partners, LLP; Fynn Capital; Nicola Wealth Management;
and Plexus Asset Management. Investment offerings recommended by Mauldin may pay a portion of their fees to
these independent firms, who will share 1/3 of those fees with MWS and thus with Mauldin. Any views expressed

Thoughts from the Frontline is a free weekly economics e-letter by best-selling author and renowned financial
expert John Mauldin. You can learn more and get your free subscription by visiting www.mauldineconomics.com

Page 8


http://ce.frontlinethoughts.com/CT00017301MTUzNTQ2.html
http://ce.frontlinethoughts.com/CT00017301MTUzNTQ2.html
http://ce.frontlinethoughts.com/CT00017302MTUzNTQ2.html
http://www.frontlinethoughts.com/contact
http://ce.frontlinethoughts.com/CT00017305MTUzNTQ2.html
http://www.mauldineconomics.com/
mailto:subscribers@mauldineconomics.com
http://www.mauldineconomics.com/
http://www.mauldineconomics.com/subscribe/
http://www.mauldineconomics.com/change-address
mailto:compliance@2000wave.com
http://www.mauldincircle.com/
http://www.mauldineconomics.com/frontlinethoughts/you-cant-be-serious

herein are provided for information purposes only and should not be construed in any way as an offer, an
endorsement, or inducement to invest with any CTA, fund, or program mentioned here or elsewhere. Before seeking
any advisor's services or making an investment in a fund, investors must read and examine thoroughly the respective
disclosure document or offering memorandum. Since these firms and Mauldin receive fees from the funds they
recommend/market, they only recommend/market products with which they have been able to negotiate fee
arrangements.

PAST RESULTS ARE NOT INDICATIVE OF FUTURE RESULTS. THERE IS RISK OF LOSS AS WELL AS THE
OPPORTUNITY FOR GAIN WHEN INVESTING IN MANAGED FUNDS. WHEN CONSIDERING ALTERNATIVE
INVESTMENTS, INCLUDING HEDGE FUNDS, YOU SHOULD CONSIDER VARIOUS RISKS INCLUDING THE
FACT THAT SOME PRODUCTS: OFTEN ENGAGE IN LEVERAGING AND OTHER SPECULATIVE INVESTMENT
PRACTICES THAT MAY INCREASE THE RISK OF INVESTMENT LOSS, CAN BE ILLIQUID, ARE NOT REQUIRED
TO PROVIDE PERIODIC PRICING OR VALUATION INFORMATION TO INVESTORS, MAY INVOLVE COMPLEX
TAX STRUCTURES AND DELAYS IN DISTRIBUTING IMPORTANT TAX INFORMATION, ARE NOT SUBJECT TO
THE SAME REGULATORY REQUIREMENTS AS MUTUAL FUNDS, OFTEN CHARGE HIGH FEES, AND IN MANY
CASES THE UNDERLYING INVESTMENTS ARE NOT TRANSPARENT AND ARE KNOWN ONLY TO THE
INVESTMENT MANAGER. Alternative investment performance can be volatile. An investor could lose all or a
substantial amount of his or her investment. Often, alternative investment fund and account managers have total
trading authority over their funds or accounts; the use of a single advisor applying generally similar trading programs
could mean lack of diversification and, consequently, higher risk. There is often no secondary market for an investor's
interest in alternative investments, and none is expected to develop.

All material presented herein is believed to be reliable but we cannot attest to its accuracy. Opinions expressed in
these reports may change without prior notice. John Mauldin and/or the staffs may or may not have investments in
any funds cited above as well as economic interest. John Mauldin can be reached at 800-829-7273.

Thoughts from the Frontline is a free weekly economics e-letter by best-selling author and renowned financial
expert John Mauldin. You can learn more and get your free subscription by visiting www.mauldineconomics.com

Page 9



