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Debt Woes Amplified in France-. -

STREETWISE |

By James Mackintosh

France has emerged as the biggesj;" victim of soaring global yields. Its troubles are the same as most other countries, only more
SO. A 3

As the strong U.S. e,lcogoﬁiji-:-;drové"inﬂation and interest rates higher, investors began to look for the weakest links, the
companies and countries that won’t be able to cope with higher borrowing costs. They landed on France, whose indebted
government has been _Eible to muddle through financially thanks to superlow rates.

After the damage was done, last week’s big drop in U.S. Treasury yields didn’t help France, with its 10-year yield hitting a 24-
year high on Thursday.

France ha@re deepseated problems. It operates close to the financial limit where new taxes hurt revenue rather than hel It
appears to be-af the political limit where voters won’t back either higher taxes or spending cuts. Put those together and it§ net
, predicted by the International Monetary Fund,_to pass 1 11% of gross domestic product this year, is unsustainable.

Something has to give, and bond selling led to more bond selling as hedge funds and others who had bought into France for th?
“carry,” or higher yield, were dislodged. Yet yields are still not high enough to make the French populace realize 1t needs to fake
the debt seriously.

The mathematics of the problem is fairly simple. France is running a budget deficit of about 5% of GDP, and nominal growth—
real economic growth plus inflation—is forecast to be 3% at best. Since taxes broadly rise in line with a growing economy, the
government needs to raise new debt of 2% of GDP a year.

That might not sound too bad. But France is sitting on a huge debt pile and rising interest costs make the fiscal deficit worse
every year, as cheap debt from the zero-interest- rate era matures and is replaced by new debt at much higher cost. Last week the
French 10-year yield briefly passed 5% for the first time since 2002, when the country had much less debt and better growth

prosp ects.

If it were paying 5% on all it owes, the country would be adding debt amounting to 4% to 5% of GDP a year, and facing a death
spiral of rising yields and rising interest costs. Investors looking to the future wonder why they should bother taking the risk that
France fails to rein in its finances, for what is still not an especially high yield by global standards.




The financial solution isn’t all that hard. France needs to cut spending (tax and other government revenue is already 52% of
GDP, higher than all developed countries bar oil-rich Norway and tiny Finland). It doesn’t have to do it right now, but a
plausible plan that convinced investors it would move toward a balanced budget before interest costs,over a decade or so would
take the pressure off. Government spending would still be higher than Germany’s, where it makes up just over half the
economy, and cheaper debt would itself help the deficit. e £y

The political limit is the real challenge, as anyone who has invested in emerging markets knqws'.' Countries almost always
default not because they can’t pay their debts, but because they won’t: Politicians aren’t willing to inflict the pain of

5% Approximate portion of GDP that is France’s budget deficit
lower spending or higher taxes to meet their promises to investors.

It isn’t only France’s unsustainable debt, extreme politics and riots that likefi 11: to'an emerging market. It has also borrowed in a
currency its government doesn’t control. Paris can’t print euros to avoid problems; if things get much worse, it would have to
beg the European Central Bank for help, not simply order the Banque de France to buy its debt.

We are a long way from crisis, though, and a bond yield of 5 % is nowhere near the level that would have emerging-market
finance ministers adding the IMF on speed-dial. . | b\ ¢

The French yield isn’t at panic levels compared with Germany, either. “Le 'SE_I‘Zééld;” the extra yield on French 10year bonds
above German ones, is at about 1.5 percentage points. That is worrying;:in that it is the highest since the eurozone crisis of

But we should remember that back then Frat_:gdé was seen as Q_ﬂe. of the grown-ups, getting together with Germany to force
Greece into a painful default and other weak eurozone nations into austerity. Italy was the country refusing to adjust, and its 10-
year spread over Germany hit an eye-watering 5.5 percentage points before the prime minister backed down and quit.

E urope is more organized today, and the ECB would probably step in to buy French debt long before financial markets got so
panicked.

We are still at the stage where it could all work out, if the next president were both to want to cut spending and to have enough
support in parliament. On current polling, however, that would probably be Marine Le Pen of the far-right National Rally, and
there are major question marks over her willingness and, if she wins, power. Le Pen has previously backed lowering the pension
age to 60 from an already very low 62, which would make France’s expensive state pension even costlier. Her party helped
force President Emmanuel Macron to reverse his signature reform, a rise in the pension age to 64, just last year. And the next
president doesn’t automatically control parliament, which is divided into three antagonistic blocs.

The deeper problem is one familiar everywhere. Roughly half the electorate thinks the government can finance itself by adding
debt or taxing the other half of the electorate. The old debate was between a left that thought taxes should be higher to finance
more state spending and a right that wanted lower spending to allow tax cuts. After the constraints of the gold standard fell away
in the early 1970s and borrowing costs fell from the carly 1980s, both left and right could get their way, with debt filling the
hole. '

Four decades later, the debt in many developed countries is getting too high to just buy off the voters, but the political debate
mostly ignores it. It isn’t only France that needs to get serious.
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