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Seven common but incorrect interpretations zbw
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Economic crises are inevitable and there is nothing t hat can be
done about them

The fault lies with slow-moving governments that ha ve not kept
up with nimble financial actors (Version: you cannot regulate
these markets)

It's all the fault of central banks (‘cheap money’); Interest rates
should have been higher

You cannot see bubbles before they burst and it's be tter to
‘mop up afterwards’

All these bail-outs, liquidity injections and stimu lus packages
will ruin us (or our children)

This is 1929

Once the mess is cleared up we can go back to busines s as
usual; in the meantime don’t over-regulate
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rppgs  Economic forecasts for 2009, euro area (EU27)
IMF -0.5% 0.2% 1.2%
(Nov. 6) (Oct) (apr)
European 0.1% (0.2%) 1.5% (1.8%)
Commission (Early Nov.) (spring)
OECD -0.6 1.4%
(late nov.) (spring)
ELNEP 1.5%
(spring)
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Q3 2008 Euro area and EU27 GDP -0.2% (first estimates) and just
+0.6% and +0.8% compared with Q3 2007

Volume of retail trade - 0.8% in euro area and -0.3% in EU27 (Oct 08
on previous month)

September 2008: Industrial production -1.6% in euro area (-1.1% in
EU27) on previous month

Incoming orders: September 2008 compared with August 2008
Industrial new orders - 3.9% in euro area (-4.6% in EU27)

Already feeding through on to (more flexible) labour market:

Substantial job losses announced in financial sector, but also
automobile sector; some ‘innovation’ (WT adjustment)

October 2008: Euro area unemployment up to 7.7% (EU27 up to 7.1%).

On previous month unemployment increased by 290 000 in the EU27
and by 225 000 in the euro area.

US: Sept-Nov 1 ¥ m jobs lost (most since 1974)
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IFO and EC confidence indicators: collapse in confide nce

Ifo Economic Climate* for the Euro Area
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Focus on firms (also a story about households, but that is more
relevant for the US)

Combination of
Share-price collapse
Blockages within the banking system
Reduced access to bank loans, and

More expensive bond financing

Will dramatically reduce corporate investment with knock-on effects
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Last observation: 24 October 2008
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Plus tougher access to credit for firms 3?_

REHS =

Met percentage of banks tightening credit
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Credit spreads between corporate and government benchmark bonds®
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‘Fundamental’ and interacting causes of crisis :é——
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Persistent unresolved global imbalances between leading nations
(notably: US, UK and CN, J, DE; also within the euro area)

Lack of regulatory institutions at the level required by global finance
(global, European)

Shift of national income from labour to capital (and/or to wealthy)
Speculation by the rich and forced borrowing by the poor

Low interest rates to sustain sluggish real investment

Active deregulation of the financial sector

Naive belief in self-correcting forces of the market and that policymakers
cannot second-guess the market

Excessive risk-taking in an environment characterised by securitisation,
massive conflicts of interest and information asymmetries (oh, and
fraud), lack of oversight

Tax and regulatory ‘competition’ between countries (also within the EU)

In retrospect a perfect storm of complex interacting forces. No one
single culprit or policy mistake. Not just a failure of financial markets.
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Immediate causes of EU slowdown ‘é-_

Sharp rise in commodity prices

Sharp appreciation of the euro

Sharp drop in external demand, led by US crisis
Lagged effect of higher interest rates

Reversal of housing booms and/or external competitiveness problems (in
some countries: UK, IRE, ES, some NMS)

Wealth effects of falling asset prices
Losses by banking sector on opaque, toxic assets and falling asset prices
'I_'hl?,)resulting freezing up of interbank lending (indeterminate ‘counterparty
rs
Associated increase in the cost and constraints on the availability of credit
Important implications:

Not just (indeed not primarily) a financial crisis

Not domestic overheating (economy-wide) and problems largely ‘imported’

Not sclerotic labour market institutions: underregulated financial sector
institutions and inadequate demand-side policy
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Was the crisis foreseeable? At least partly

Yes, major imbalances well known, especially the housing bubble,
current account deficit and low savings in the US

A crisis in the form of a flight from the USD and a stabilisation recession
had long been forecast

Transatlantic links were in principle understood
Warnings: in Spring 2008 ELNEP

Signalled substantial drop in growth in 2008 and major increase in
downside risks

Called for a 50bp cut in interest rates (emphasisng that inflation would fall)

Called for automatic stabilisers to function and discretionary stimulus in
some countries

Maintain a steady wage policy course

Restore the functioning of financial markets and embark on structural
reform of financial sector

Still, seriously underestimated the extent of European exposure to toxic
assets not known (knowable)



What has been done so far?

ECB — massively behind the curve on the real economy

Initially direct initiatives to support banking sec tor (liquidity
provision, broadening of securities accepted as col lateral)

interest rate hike _in July
Joined in with coordinated cut in October

Belated response in November (50bp) and December (7  5bp) (limited
compared with BoE and Fed)

National governments/Eurogroup

Initially ‘sauve qui peut’ with negative spillovers ( e.g. bank deposit
guarantees)

Combination of UK’s desperate measures plus Sarkozy  ’s ‘activism’
led to some degree of coordinated action at various levels

Some expansionary fiscal policy measures (but not i n DE!!)



What has been done so far?

Commission

Inadequate initial response (Communication October containing
much old-style rhetoric)

More effective coordinated response announced 26 No  vember:

iImmediate budgetary impulse (EUR200bn/1.5% GDP, incl. 30bn from
EU)

Generally sensible design recommendations (timely, temporary,
targeted, spending/tax mix left to MS

EIB +15 bn a year for 2 years
Some mobilisation of unused EU resources
Some sensible longer-term investment projects

But key questions about implementation/free riding (European
Council, 11/12 Dec)



Looking forward: how serious will the economic
crisis in Europe be?

Thesis: in the short-run serious, in the medium-run as serious as
policymakers allow it to be

A period of economic stagnation/recession is now inev itable. The
economy is in a downward spiral of falling asset pric es,
reduced lending, investment cutbacks, job losses and falling

aggregate demand.

Some countries (UK, IRE, ES,) will inevitably suffe  r a longer
adjustment period (although they start from high level ); concern
about catch-up of some hard-hit NMS

But not inevitable thatthe European economy suffers a major or
prolonged downturn. While the US is ridden with imbala nces
and structural weaknesses (welfare state), Europe can be
master of its own destiny, if it adopts the right pol Icies

Key in the short run is to avoid contagion effect of massive swing
in ‘animal spirits’ and associated drop in aggregate de mand



Reasons to be cheerful

Most importantly: we know what to do — this is not 1 929
Problems in the banking sector have (probably) passed the trough

Both the fiscal position and the current level of in terest rates
mean that the EU has sufficient ammunition

No risk from the exchange rate/current account
The euro prevent intra-EU XR shocks and offers stabili  ty
Welfare states provide economic and social cushion

Some elements of — self-correction:
Commodity prices, USD, (maybe) stock markets

Also asset market corrections have their good side

Some evidence of pragmatism and some willingness to ditch old
ideas (e.g. IMF, COM)

Most observers expect a steady recovery in 2010



Crisis is helping to resolve global imbalances

Source: OECD Economic Outlook, 84, Nov. 2008



Crisis Is reversing past shocks

Source: OECD Economic Outlook, 84, Nov. 2008



Reasons to be worried

Europe won't do what we know to be right: main risks
ECB stays behind the curve
Lack of fiscal coordination encourages free-riding
Germany, in particular, fails to provide sufficient stimulus

As fiscal balances swing negative, the COM undermin  es confidence
by focusing on ‘excessive deficits’

Greater labour market ‘flexibility’ and welfare refor ms have weakened
the built-in stabilisers and cause a (undesirably) f aster employment
and/or wage adjustment

The possibility that further dominoes might fall

Additional hidden losses in financial institutions

Firms carry higher debt than in the past (‘private equity model’) and
are more vulnerable

Knock-on effects on pensions funds
Overshooting of asset markets
The US could go into free fall



Needed policy response — short run

ECB must get ahead of the curve: Lower interest rates

Announce that real (short-run interest rates will b e held at negative
values until clear signs of recovery. Implies furth er 100 bp cut.

At least offset increase in interest-rate spreads. But monetary policy
takes time (especially if markets clogged up)

Fiscal package
Swift impetus of around 2% GDP (+ automatic stabili  sers)
Commitment from all_ MS for minimum (say 1.25%)

MS with strong budgetary positions and/or facing la rge shock (e.g.
IRE, ES, DE) should do more

MS should be free to select measures accordington  ational
requirements (ETUC/BRUEGEL.: VAT cut)

50% should involve additional public spending (to a void saving)
Target actions towards average and below income gro  ups

Where possible tax/spending measures should further longer-term
goals (energy-efficiency, investment in skills etc. )

Avoid artificially sustaining bubble prices (especi ally of housing)



Needed policy response — short run

Ease distress on households and firms
Avoid redundancies (working time policy)

Additional resources for active labour market policy (co-funded by
EU — ESF, GAF)

Reduce foreclosures/house repossessions (pressure o n banking
system)

Sceptical about branch-specific bail-outs.

Car industry: if at all through support for consume rs to buy low-
emission vehicles

It's hard, but this doesn’t apply to financial insti tutions
Any further support for the banking sector conditio nal on public
participating in subsequent gains (nationalisation, bans on

dividends, limits on executive compensation etc.)
(+ longer term full re-regulation of the sector)



Needed policy response — short run

Social partner (government) action to prevent nominal wage cuts
‘social pacts’ to stabilise nominal wage growth

Commitment in Council to avoid beggar-thy-neighbour wage
policies

Trade unions at EU level should reiterate need for sta  ble wage
growth; strengthen wage coordination

EU level
EIB (euro bonds — benefit from ‘flight to safety’)
Use Globalisation adjustment fund (unused monies)
Bring forward planned EU spending
Boost investment in trans-European networks

Avoid undermining confidence by suspending excessive
deficit procedure (instead explain the need for a fisc al swing)



Longer run policy response — national

Difficulty of drawing up a shopping list. Reforms n eeded at very
different levels.

Mostly national (but ideally agreed at EU or global level):

Distinguish a highly regulated and a loosely regulate d area of
financial system (restrictions on activities of forme r, no bail out
of latter) Apply regulations to hedge funds and priva te equity

Rating agencies (regulation? public agency? EU leve  1?)

Reporting obligations (stock options, financial lin kages)

Product standardisation

Retain mark-to-market accounting principles (but avo Id link to
capital requirements)

Prevent off-balance sheet accounting
Protect consumers (usury law, disclosure obligations e tc.)



Longer run policy response — national

Limits to securitisation — re-aligning incentives
Obligation to retain riskiest tranche
Product standardisation

Public authorities should retain an equity stake in m ajor banks

Reduce leverage and reduce pro-cyclicality of lending
Capital adequacy rules — re-think

Asset-specific reserve requirements — avoid imposing burd en
on monetary (interest-rate) policy

Reform corporate governance rules to rein in excesses and align
iIncentives (esp. stock options) to longer-run social welfare
goals



Longer run policy response — global

Strengthening/expand G8
Changed role for IMF (or BIS)

Institutional reform to avoid dominance of US Treasury

Independent review of past privatisation and structural
adjustment policies

Closer coordination of monetary policies
Exchange-rate corridors

Symmetric concern with current accounts
the ending of offshore tax havens

International tax on financial transactions



Longer run policy response — European

ECB mandate
Concern for real economy
Care with mandate to target asset prices (additiona | instruments)
Global role (exchange rate/current account)

Strengthen policy coordination

Fiscal framework needs further reform to encourage counter-cyclical
policies and public investment

Strengthen coordination bodies (euro group, Macroec onomic
Dialogue)

European coordination to avoid regulatory competiti on, or a
European SEC?

Limits to tax competition (revoke unanimity)
Prevent free-riding by small countries
Expand the euro area

Reformulate the Lisbon Strategy towards a ‘New Green D  eal’
agenda and restructure and expand EU budgets accordingl| y



Opportunities: challenging the economics
mainstream

Central tenets of ‘modern’ macroeconomics have been
destroyed or abandoned (rational expectations,
perfect information, Ricardian equivalence)

‘We are all Keynesians now’ — new discourse possible
on demand-side policies

ldea that price movements aren’t partly speculative
and market outcomes ‘correct’ has been destroyed

This should have positive impact also on other
discussions (e.g. labour market institutions)

EU vs US comparison now in a different light



Opportunities: challenging the hegemony of the
financial elite

Private equity will take a major hammering

New debate possible on corporate governance and
‘purpose’ of corporate activity

Risks of private pensions now very visible

Questions about the link between ‘new’ social-
democrats and finance

Opportunity for labour to gain access to decision-
making processes at different levels

Chance/challenge for the labour movement (avoid
scenario on next slide)



Enough is enough: challenging the hegemony of
the financial elite



