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The resolute use of monetary and fiscal policies has prevented the current crisis from turning into an economic depression. As economies appear to have turned around, governments and central banks now face the problem of how to exit from the policies put in place a year ago. There are two issues at stake:

· when and how should the stimulus, both monetary and fiscal, be removed?
· who should move first? Fiscal authorities or the central banks?

1.  When and How
Fiscal policy
So far the discretionary increases in budget deficits induced by the stimulus packages have not been accompanied by plans to cut spending or raise taxes in the future: i.e. an exit strategy has not yet been announced.  The result is that projected funding needs and debt levels are rising. As markets start asking “who will pay for the crisis”, long rates could soon increase inducing a fiscal vicious circle.
Designing a fiscal exit strategy is far from obvious:
· committing to a pre-determined schedule for the removal of the fiscal stimulus (as for instance the European Commission requires
) runs risk a double-dip. In many countries consumption and investment remain depressed and nobody can be sure about the pace at which domestic demand will recover;

· the alternative of leaving options open and deciding on the basis of the data that come in, faces a credibility problem. Announcements that deficits will be reined in when a fiscal stimulus will no longer be needed are not credible—also because unemployment lags the output gap and using unemployment as the indicator would result in an excessive stimulus. This option is unlikely to prevent a rise in long rates.
Thus the problem is how to stabilize expectations about future debt levels, and thus long rates, without risking removing the stimulus too soon. The solution is to commit to future cuts in spending. How could this be done?  

There is an obvious way to make the commitment to future spending cuts credible: reforming ageing-related spending (pensions, health care and long-term care spending). The 2009 Ageing Report issued by the European Commission shows that in some EU countries the budgetary effects of the projected demographic trends are much larger than the cost of any stimulus package. The estimated increase in ageing-related spending over the next 15 years amounts to 7% of GDP per year in Holland, 5% in Spain, 3,5% in Germany, 3,3% in the EU27. The IMF (2009) has estimated the net present value of the impact on fiscal deficits of the crisis and compared it with the same number for the effects demographics: in advanced economies the fiscal burden of the crisis is a small fraction (about 10 per cent) of the fiscal costs associated with ageing.
Reforms of entitlements are politically difficult and require time to be approved: work should thus start now---also bearing in mind that an ageing-related fiscal adjustment is necessary quite independently of the current crisis. One interesting option is an increase in the retirement age. Differently from a reduction in benefits or an increase in contributions, raising the retirement age is unlikely to affect current consumption and has a positive effect on supply. If consumers and firms learn that they are going to work longer, and hence have higher lifetime incomes, consumption and investment would increase now, helping to offset the recessionary impact of the crisis. In addition tax revenues would be higher and pension spending reduced. Barrell at al (2009) estimate that an across the board two-year increase in the retirement age would reduce long run debt levels by 40% of GDP. 

Committing to future spending cuts by reforming entitlements today may also be the condition for making sure that the increases in government spending, part of the current stimulus packages, keep being expansionary. Empirical work on fiscal multipliers (Corsetti et al, 2009) suggests that the response of private consumption to a contemporaneous spending increase depends on households’ expectations about offsetting fiscal measures in the future. To induce a positive response of private consumption to a spending increase you need to accompany it with a commitment to cut spending in the future. If a current increase in public spending appears to be permanent, and households expect that the budget will be balanced via increases in taxes, private consumption falls. 
The experience of the past year would seem to weaken this argument and suggest the textbook answer (an increase in government spending tends to raise consumption independently of expectations about fiscal policy in the future) works. This, however, has taken place under two very special circumstances: the fact that the fiscal expansion has been accompanied by a very accommodative monetary policy, and that it has taken place against an unprecedented (at least in the postwar era) fall in output 
—which has exploded the number of liquidity-constrained consumers and firms, thus creating the conditions for increases in public spending to be particularly effective. We cannot count on both conditions carrying on into the near future: thus the argument made at the previous paragraph—for an increase in spending to be effective you need to accompany it with a commitment to cut spending in the future—will return to be relevant.
Monetary policy
As in the case of fiscal policy, removing the monetary stimulus too soon would raise the chances of a double dip. But in the case of monetary policy there is an additional concern. We are not sure that the problems in the financial industry have all been solved. 
 Removing monetary accommodation thus runs the risk of reopening a banking crisis.
Contrary to fiscal policy, however, in the case of monetary policy there is no easy way—except for announcements--to anchor expectations. But precisely because we are not sure about how long it will take to restore strong balance sheets, expectations of future monetary tightening face a credibility problem. As I shall discuss below, the only way out of this dilemma is a sequencing in which fiscal policy moves first.
But will central banks be able to normalize monetary conditions when the time will come to do that? In normal times the central bank holds mostly government bonds and accepts only government bonds as collateral in repo operations. When the central bank purchases private securities outright, or accepts private securities as collateral—and does not receive an indemnity from the Treasury against potential losses—it incurs two risks which are independent of the haircut the bank applies:

· it can suffer a capital loss, which gives rise to a fiscal transfer, something that goes beyond the mandate of a central bank 
;
· the possibility that the securities it has purchased may become illiquid can impair its ability to set monetary policy independently and consistently with its objectives.
The ECB is committed to buy a very limited amount of private securities outright: it has set itself a limit of €60 bn for covered bond purchases of which only €20 bn has been used thus far. The Fed, instead, has announced that it will continue its purchases of mortgage-backed securities until the coming Spring. By then the total value of securities purchased outright will be close to $1.25 trillion. Selling these securities back to the market may not be easy. The Fed might need to resort to other instruments to drain liquidity from the market. In the past two months the Federal Reserve Bank of New York has drained almost U.S. $ 1 billion in reserves from the banking system through “reverse-repo” operations. An alternative instrument is paying interest on bank reserves. Will this be enough to mop up the liquidity created during the crisis? Another possibility would be for the Fed to issue its own securities. But this is a right Congress so far has denied. Janet Yellen, the President of the San Francisco Fed thinks 
, as her colleagues on the Board, that the possibility that the Fed may need de-facto Treasury authorization to restore normal monetary conditions—in the form of asking the Treasury to exchange illiquid mortgages with liquid government securities—is unlikely.  Or isn’t it? 
Who should move first?

Who should move first? Monetary or fiscal authorities, and does it make a difference?  I argued above why removing monetary accommodation too soon is risky. But if monetary policy maintains its current stance, and fiscal policy fails to shift, the yield curve could soon steepen. This would face central banks with a difficult choice, for two separate reasons:

· banks, flush with cash but unwilling to lend because they are still deleveraging, are taking advantage of the current yield curve to borrow short and lend long, especially to governments. An abrupt increase in long rates risks turning these bond carry trades sour. Additional losses in banks’ balance sheets is the last thing we need;

· in the coming year a large fraction of debt securities is going to expire. In June ’09 (the last BIS data available) one third of all domestic debt securities worldwide (and 15% of all international debt securities) was due to expire within 12 months: this amounts to about U.S. $ 20 trillion of debt (we don’t have more recent data, but the average maturity is unlikely to have changed significantly since June.) Faced with a steepening yield curve the average maturity of the new securities issued would shorten, making the financial system weaker. Would the concern for financial stability induce central banks to abandon their current stance sooner that they would have preferred?
This is a strong argument for fiscal policy moving first—and one that applies to fiscal authorities as well as it does to central banks: if the yield curve steepened governments would face the choice either to shorten debt maturity, thus raising the roll-over risk, or to incur an increase in interest payments. A commitment to future spending cuts is a smart way out of this tradeoff. By avoiding (or at least limiting) the rise in long rates it would stabilize the debt and allow central banks to maintain an accommodative policy for as long as they deem necessary. 
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� Background note for the 2010 Bellagio Group session on “Exit Strategies”. Stockholm, January 21-22, 2010.


� Last November the European Commission has issued precise guidelines concerning the timing of fiscal exit. In most cases stimulus programs should be removed starting in this coming Spring.


� A similar point is made by the IMF, in Horton et al. (2009), who conclude that “successful fiscal adjustment to ensure that debt returns to sustainable positions will hinge on measures to contain aging-related spending, for countries with looming demographic pressures. Entitlement reforms in the areas of pensions and health care will play a key role in two respects. First, such reforms are necessary to improve the primary balance, thereby helping to reduce the debt-to-GDP ratio. Second, the extent to which the projected debt-to-GDP ratio is viewed as sustainable depends in part on the outlook for pensions and health care systems over the longer run. Thus, reforms that improve the long-run outlook would, other things equal, permit a somewhat less ambitious reduction in the debt-to-GDP ratio over the coming years”.


� Barro and Redlick (2009) find that the multiplier of public spending depends on the output gap.


� The IMF (Global Financial Stability Report, October 2009) estimates that U.S. banks have recognized about 60% of anticipated writedowns, while euro area and U.K. banks have recognized only 40% (although expected cumulated losses are about one half in the euro area compared to the U.S. and the U.K.: less than 4% of estimated assets held, compared to 8% in the U.S and the U.K.).


� For a discussion of the fiscal costs associated with the use of monetary policy in the crisis, see Buiter, 2009.


� “The Fed is and will remain fiercely independent from politics. We have the means—and we certainly have the will—to tighten policy when the time is right. In fact, by raising the interest rate that we pay on excess reserves we can tighten monetary policy even before our balance sheet shrinks. And we are, as always, steadfast in our determination to achieve both of our statutory goals of full employment and price stability.” (from a speech delivered in Phoenix, AZ, �November 10, 2009.)
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