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Fiscal authorities today face three main challenges:

· internal rebalancing: in the short-run create the conditions for a gradual removal of the fiscal stimulus. To make sure that while the fiscal stimulus is gradually removed, the overall level of demand does not fall, the private sector needs to be encouraged to raise consumption and investment. Otherwise we risk a “double-dip”. Over the medium term return the debt-GDP ratios to their pre-crisis levels. The two issues are related: in the absence of a credible fiscal exit strategy long rates could soon start increasing depressing private demand and making a double-dip more likely;
· international rebalancing: since it is unlikely that the overall level of demand in the developed countries will return to its pre-crisis level, especially in the United States, the demand shortfall in the developed countries will have to be replaced by higher domestic demand in emerging countries, especially in China;
· how to counteract the fall in potential output growth induced by the recession.
Internal rebalancing
To understand how governments can induce households and firms to resume spending, so that the gradual removal of the fiscal stimulus does not create a “double-dip”, one has to have a view about fiscal multipliers, i.e. how consumption and investment respond to shifts in government spending.

Fiscal multipliers

In the area of monetary policy economists and central bankers often disagree on the timing and the overall size of the response of output to a shift in interest rates. However, there is no disagreement on the sign: following an increase in interest rates output, if it moves at all, will fall. Instead in the area of fiscal policy disagreements are deeper and concern the “sign” of the effects (for instance on consumption and investment) not only their size. It is thus surprising that most countries (though not all) have bought into the idea that a fiscal stimulus was a necessary ingredient to fight the recession induced by the crisis. 
While still too early to call, the experience of the past year seems to suggest that the textbook answer (an increase in government spending tends to raise output, or to stop it from falling further) has worked. This has probably been the product of 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. 
Because of these very special circumstances, this year’s experience, though obviously important, provides limited information to resolve the debate about fiscal multipliers. 
 More importantly, from the point of view of the policy choices we face, it is unlikely to be relevant looking forward because, as the economy emerges from the depth of the recession, fiscal policy will resume its normal effects. Both special circumstances will slowly vanish: the output gap will gradually close and the assumption that central banks will not respond to whatever fiscal authorities announce will also have to be abandoned. The point is that in thinking about an exit strategy one needs to go back to what we know about the effects of fiscal policy in normal times, leaving aside the very special experience we are currently going through. 

So, what do we know about the effects of fiscal policy in normal times, and how should fiscal programs be designed to induce consumers to spend and firms to invest? I shall start from government spending and from the results discussed in an important article by Giancarlo Corsetti and co-authors (Corsetti et al, 2009).
These authors ask under what conditions an increase in government spending induces consumers to spend more. Their theoretical model suggests (See Figure 1) that the response of private consumption to a contemporaneous spending increase depends on households’ expectations about offsetting fiscal measures in the future. Specifically, if agents expect today’s increase spending to be at least partly offset through subsequent spending cuts, private consumption will rise in response to the initial spending shock. This is not the case if the increase in public spending appears to be permanent and the budget to be balanced via increases in taxes: in such a case following an increase in public spending, consumption falls. 
The channel through which expectations of a future reversal in spending affects current consumption are long term interest rates. When the increase in public spending is perceived to be permanent or to be offset by higher taxes in the future long term (real) interest rates increase, thus depressing consumption and investment. If instead the increase in spending is expected to be reversed in the future, long term rates initially still rise, but eventually they fall below their level absent the increase in spending.

When they analyze U.S. data over the past three decades (the results are illustrated in Figure 2) Corsetti et al. find that increases in public spending are typically reversed after four years---more precisely, spending undershoots its trend value about four years after the initial increase. The observed path of long real rates is consistent with what the model predicts: after rising sharply (though insignificantly) on impact, the long real interest rate falls below its pre-shock level after about six quarters. Private consumption increases significantly for the first few quarters following the increase in spending. The response of consumption is mildly hump-shaped and peaks after 8 quarters with a multiplier of about 0.5.

Committing  to spending cuts in the future
How can these results help design an exit strategy? So far the increases in public spending that were part of the stimulus packages have not been accompanied by a plan to cut spending in the future: i.e. an exit strategy has not yet been announced. Long term interest rates, however, have not risen, contrary to what the results we just described would have predicted. The reason, once again, are the vey special circumstances of the crisis which have induced central banks not to respond to the increase in current and future deficits, thus keeping current and the expectation of future rates low.
But the further we progress out of the crisis, the more likely it is that absent a shift in fiscal policy long rates start increasing. Higher long rates would go up in part anticipating the decision by central banks to abandon their current accommodative stance, in part simply because markets anticipate the need to keep absorbing very large quantities of government bonds. An increase in long rates would depress consumption and make internal rebalancing impossible. How can it be avoided?
One possibility would be to undo the increase in public spending immediately, but this would risk a double-dip. The alternative, suggested by the findings of Corsetti et al., is to commit to future cuts in spending. Thus, a policy that wishes to slowly replace the spending stimulus with increases in private demand should be accompanied by credible commitments to cut spending in the future.
Although such commitment may often be difficult to achieve, there are arguably means of making spending reversals credible ex ante. One example is the decision to stimulate the economy by bringing forward investment projects that had already been programmed for later years. Implementing these projects today boosts current government outlays while implying a credible prospect of expenditure-side consolidation over the medium term. Given the limited share of investment in government expenditure across most countries, the room for such measures is admittedly limited. Where available, however, they represent an attractive policy option.
An alternative---and one that better fits the exit strategy--is to put in place reforms that imply lower spending in the future. The prime example are reforms in the area of ageing-related spending. The 2009 Ageing Report issued by the 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. While feasible such reforms need to be carefully planned and require time to be approved: work should thus start now---also bearing in mind that ageing related fiscal adjustment is necessary quite independent of the current conditions. 

Summing up. 
Absent a credible fiscal exit strategy long rates could soon increase as financial markets start anticipating the response of central banks to the lack of action on the fiscal front. The increase in long rates would depress consumption and investment and prevent internal rebalancing. The commitment to reduce spending in the future also addresses the issue of returning debt levels to their pre-crisis levels.

Monetary and fiscal authorities thus face the choice from where to start. Should monetary accommodation be removed first, or should we start from fiscal policy? A clear commitment to future spending cuts is a smart way to allow central banks to maintain an accommodative policy for some more time. This is important for two reasons. First, we are not sure that problems in the financial industry have all been solved: it is early for central banks to tie their hands. Second, banks, flush with cash but still unwilling to lend, are taking advantage of the yield curve to borrow short and lend long, especially to governments. An abrupt increase in long rates risks turning these carry trades sour.
International rebalancing
U.S. consumers, for decades the driver of the world economy, appear to have retrenched for the long haul. To get a sense of magnitudes: U.S. private consumption was about US$10 trillion in 2008 and EU consumption accounted for about US$9 trillion while Asian consumption was less than US$5 trillion. Relative to world GDP, U.S. private consumption accounted, before the crisis, for about 16% of global demand. It is not surprising that the retrenchment of U.S. consumers has pushed the world economy in a deep recession. Nor it is surprising that demand expansion in emerging countries, such as China, India and Brazil, though on the rise cannot compensate the fall in U.S. consumption

Christopher D. Carroll, a Johns Hopkins University economist who has studied the behavior of U.S. consumers for more than a decade, predicts that U.S. households, spooked by the recession, will increase savings to about 4 percent of disposable income. That’s the level at which U.S. households saved in the mid-1990s before they went off on a spending spree that reduced savings to almost zero in the years before the crisis. Disposable income is about 70 percent of GDP. A 4 percent increase in the household savings rate then translates into a fall in household consumption equivalent to about 3 percent of GDP. How will the world replace a reduction in global demand as large as 3 per cent of U.S. GDP when governments begin their inevitable fiscal consolidation? 
Many observers think that the answer, in the medium run, is an increase in domestic demand in China. But that seems unlikely. For some time at least, China will be unable to replace a loss of demand as large as 3 percent of U.S. GDP. The Chinese economy is one third that of the United States.  So to replace the decline in U.S. demand, China’s spending would have to increase by about 10 percent of GDP. This is possible, but would require major reforms. China today saves some 40 percent of its GDP—half by households, the other half by firms. 

The factors that underlie that enormous savings rate are unlikely to change quickly. Household savings are mainly precautionary because China lacks a public safety net and has few risk-sharing financial products such as health insurance, life insurance and pensions. While the Chinese authorities have been aware of these problems for many years, reforms have been slow. Since the start of the crisis the Chinese government has used public spending—mostly in new infrastructure--to offset the fall in export demand. But some signs suggest that the productivity of additional infrastructure spending is decreasing. What China, and the world, need is unemployment insurance, public pensions, health insurance, public schools: until this happens the private saving rate will remain enormous and private spending correspondingly depressed.

China doesn’t have to make up for the entire decline in U.S. consumption. Demand could also expand in such countries as India and Brazil, but given the size of these economies, it is unlikely that they will be able to fully compensate for the fall in U.S. consumption. Of course Europe could step in, but Germany, the core of the Union, has traditionally been an export-led economy, unable to grow from internal demand, let aside provide a demand stimulus to the rest of the world. International rebalancing thus looks hard to achieve.
Private investment as a “bridge”

Is there a way out of this deadlock? Maybe to restore full employment in the world, U.S. consumer demand does not have to be replaced entirely and immediately by consumer demand in other countries. Consider the problem from a different perspective—based on the underlying concepts of the growth model for which Robert Solow won a Nobel Prize in 1987. For the world economy to be in full employment, savings must equal investment. If the world saving rate increases (and it will if the increase in the saving rate of U.S. consumers is not offset by large enough reductions in the saving rate in other countries at least fro some time), the only way to maintain full employment is through higher investment. 

This has, in part, already happened through the increases in public investment that were part of the stimulus packages in many countries. But relying on higher public investment for the longer term has two problems:

· To restore goods market equilibrium in the world, public investment—for instance in the United States —would have to double, from less than 3 to almost 6 percent of GDP.  It is unclear whether such a large increase in public investment would be feasible: in the gigantic American Recovery and Reinvestment Act of 2009, the increase in U.S. public investment amounts to less than 1 per cent of GDP per year. 

· Any increase in public investment carries with it the high probability that some of it might be wasted, rather than contributing to raising the productive level of the capital stock—as we mentioned some of this seems to be happening in China.

Private investment, which accounts for a much larger fraction of GDP (close to 20 percent in the United States), is a more likely candidate to plug the spending gap than is public investment. But what could induce firms to raise investment spending in the middle of a sharp recession? A technological breakthrough—such as the internet revolution that began in the mid-1990s—does not seem to be on the horizon. 

What could give rise to a new round of private investment? First, the level of world real interest rates, kept temporarily low by the increase in world savings. Second, the realization that the crisis will eventually change the composition of world demand for the long term. To address such a change in the composition of world demand, the structure of world output will have to adjust, which requires industrial restructuring and thus, in the transition, new investment (This is why I referred to private investment spending as a “bridge”).
If U.S. consumption is going to be permanently lower, and consumption in the emerging and developing markets eventually higher, then the composition of world demand will be different because the composition of a country’s consumption depends on its per capita income. This means that the type of goods demanded will change. We already see something like this coming: primary commodity producers (in Latin America, in particular) are benefitting from the demand shifts towards China and India. Although demand for, and prices of, primary commodities declined during the recession they have begun to climb again. It is demand for high-end German cars that has virtually disappeared. Adjusting the structure of world production to such a change in the composition of world consumption cannot happen without substantial restructuring, thus substantial investment.
Thus a permanent increase in the U.S. saving rate could be offset, at least in part and as long as demand in the rest of the world does not step in, by an increase in private investment. The reason why firms should decide to invest is the anticipation of a change in both the geographic allocation and the composition of consumption: relatively more consumption in China, relatively less in the United States; higher demand for such things as basic appliances and relatively lower demand for high-end automobiles.

This observation has an interesting corollary. Those countries that will invest in restructuring will emerge from the transition with a higher (per capita) capital stock and a thus a higher per capita income. Which countries do the restructuring—and get it right, including the portion that happens through public investment—will come out of the crisis richer. 

The policy implication is that governments should avoid defending existing production structures (which could be ill-suited for the new composition of world demand) and instead favor industrial restructuring. 

Counteracting the fall in potential output growth
In a prolonged recession output remains below potential (i.e. below the path it would have followed absent the crisis) for a long time. In some cases it never returns to that path: even if it resumes the pre-crisis growth rate, the level remain permanently lower. The empirical evidence reviewed by the OECD (Economic Outlook 85, June 09, chapter 4) suggests that financial crises permanently lower potential output by 1½ to 2½ per cent on average, and by up to 4% for severe crises.
A related but different issue is whether a crisis can lower the growth rate of potential output as well—obviously a more worrisome outcome since in this case the level of potential output will gradually diverge from its pre-crisis path. Here the evidence is less clear. The 1990s’ banking crisis in Japan was followed by lower potential growth, mainly due to weaker productivity growth, related to the protracted nature of the banking problems and the resulting misallocation of capital. The Nordic countries, on the contrary, the relative short duration of the crisis does not appear to have affected the growth rate of potential output. 

One way to think at how fiscal policy can help offset the fall in potential output is to ask where in the economy lies an unexploited growth potential. An obvious area in a number of European countries is labor force participation and hours worked. The latter for instance have fallen significantly in many countries over the past 30 years
. Between 1980 and 2006 annual hours worked per person in employment have fallen by 16% in France, 2% in the Germany’s Western Länder, 8% in Italy. In Sweden, instead they have increased by 3%. The force participation rate has increased almost everywhere in the past 20 years, even excluding women. But the levels vary a lot across countries, ranging (for men
) between 70% in Hungary and Poland, 75% in France and Italy, above 80% in the Nordic countries.

It is often argued that attitudes towards work and gender, what is sometimes referred to as a country's "culture", are important determinants of cross-country differences in participation rates and of the evolution over time of hours worked. The empirical evidence suggests however that while culture certainly matters in determining how much people work and how many people join the labor market, policies and other institutional characteristics, including the level of taxation, also matter. Their quantitative impact is such that changes in these variables could undo the effect of inherited cultural traits. In other words, "culture is no excuse" for postponing the adoption of policies designed to raise hours worked and participation rates. Lower labor taxes should be a prominent item on the agenda of countries that worry that the crisis might permanently affect the level and/or the growth rate of potential output and where hours and participation are particularly low.
Thus one of the policy tools to increase work is a shift in the burden of taxation from labor income to financial assets--especially in those countries that today offer financial assets a relatively favorable tax treatment—and to various forms of rents. In the case of financial assets this would be made easier by international coordination to avoid assets fleeing to low –tax countries. 
Reductions in the taxation of labor, however, need not be fully compensated by increased revenue from the taxation of rents and financial assets. Lower tax rates will raise participation and hours worked, thus partly offsetting the effect on the budget of lower tax rates. 
Fiscal rules and fiscal coordination
It is sometimes argued that the design of an exit strategy requires that finance ministers coordinate their fiscal actions. Since EU countries are closely integrated, coordination certainly makes sense, but the risk is that it becomes a macro exercise, while instead coordination is only justified if it addresses well-identified externalities. Coordination in the absence of well-identified externalities is a distraction that risks wasting policy-makers scarce resources.
As mentioned above, shifting the burden of taxation from labor to financial assets and rents will be made easier by coordination in the area of financial assets taxation. This is specific enough. 
A similar point applies to fiscal rules which are only useful if they help alleviate a specific distortion. This could be political myopia, i.e. the difficulty politicians have in dealing with future generations. As we discussed, what EU countries need are reforms that make future spending cuts irreversible, specifically reforms in the area of ageing-related spending. The political implementation of such reforms could be made easier by an EU-level rule that focuses specifically on such expenditure. Such a rule could be similar to the Maastricht criteria also in its timing: differently from the Growth and Stability Pact it should not address year-to-year spending but set targets 10-15 years down the road. 

There is however an area where international coordination is needed and would indeed be important: in the rebalancing of spending between West and East, more precisely between the U.S. and China. As we have seen, if the Chinese authorities fail to put in place a social safety net that will induce households to cut their precautionary savings, the international rebalancing of world demand will not happen. If one could make a suggestion this would be to stop arguing for an appreciation of the RNB and instead make the point that a social safety net in the China’s own interest. A reduction in savings (and an accompanying increase in domestic demand) will eventually require an adjustment of relative prices, but this will be the consequence of the policy shift. Presenting it as the starting point—as the previous U.S. administration has done for a long time—serves the only purpose of alienating the Chinese authorities.
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Figure 1:   Effects of a shift in government spending with and without 

a future reversal of spending: model results
[image: image1.emf]
Note: Quantities are measured in percent of steady state output; prices in percent deviation from the steady state level. Dotted lines: the increase in public spending is permanent. Continuous lines: the increase in public spending is reversed after 10 quarters.

Source: Corsetti et al. (2009), Figure 2.
Figure 2:   Effects of a shift in government spending: VAR results
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Note: solid lines indicate point estimate; grey area: 90 percent confidence interval obtained by bootstrap sampling. The horizontal axis indicates quarters, the vertical axes measure deviations from trend in percentage points of trend output (in case of quantities); percent deviations from the pre-shock level (real exchange rate); and deviations from the pre-shock level in terms of quarterly percentage points (real interest rate).

Source: Corsetti et al. (2009), Figure 4
 
� For discussion at the Informal Ecofin meeting, Gothenburg, October 1-2, 2009. I thanks a few colleagues for useful comments.





� Moreover, the disagreement on the effects of fiscal policy regards the effects on consumption and investment. A positive effect on output is much less controversial. And the data so far don’t allow us to come to a clear conclusion on the effects of the stimulus packages on consumers and firms.


� In a very interesting paper Christiano, Eichenbaum and Rebelo (2009) show that the multiplier of government spending is larger when the nominal interest rate reaches the zero bound. The reason is that when the interest rate reaches zero, consumers start worrying about the possibility of deflation and postpones expenditures. By keeping up aggregate demand, government spending prevents the economy from ending up in a deep recession simply because consumers fear deflation. 


� 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”.


� The possibility that the demand shortfall could be filled by an increase in private investment has been suggested by Christina Romer, the Chairman of President’s Obama Council of Economic Advisers, who noted that “Non housing business investment is likely to be central to filling any demand shortfall in the long run … Some of the policies we are putting into place today, particularly in the area of incentives to invest in renewable energy, will help sow the seeds for particular areas of robust investment in the future. (Romer, 2009). 





� OECD data on average annual hours actually worked per person in employment can be used to identify time trends within individual countries, but cannot be compared across countries because they come from different sources.


� I keep referring to men because the participation rate for women is more likely to reflect specific national characteristics such as the role of the family.


� There are of course plenty of arguments in favor of re-designing the Growth and Stability Pact—including some on which I have worked myself in the past (see Blanchard and Giavazzi, 2002) but I am not convinced that a reform of the Pact is today’s priority





PAGE  
7

