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Karel Dyba

Great recession and OECD

Selected policy issues

(Notes for the presentation at Informal session of the EU Working group for export credits, Prague, 21.5.- 22.5.2009, organised by EGAP)

As we all know we are still in the midst of the Great recession. (I assume that you all know the numbers and graphs so I am not repeating them.)  That is we now live in the deepest and longest global recession since the end of the World War II, which as some authors claim, might still turn to the worse that is to slide into something which would resemble the Great depression in the 30s in the past century. 

Needless to say that the causes of the current crisis, its development and policies to mitigate its impacts and allow for return to sound global growth have continuously been scrutinized by a number of international organizations, OECD included.

In what follows, in the first part of my presentation, I will try to show what policies OECD recommends to implement in its 30 member countries to follow in response to the current Great recession. More concretely, I will try to do it using mainly OECD analysis and recommendations regarding fiscal impulse as a response to the crisis.

In the second part of my presentation I will say a few words on institutional developments of the OECD itself that is on its enlargement by five countries, including Russia, and its so called enhanced engagement activities with five other major emerging countries. [China, Brazil, India, Indonesia, South Africa.] Both are in the process now and both gain even more on relevance these days as the current global Great recession has strongly reminded us.

Ad 1) FINANCIAL AND ECONOMIC CRISES AND OECD POLICY RECOMENDATIONS
 OECD products and their aims and broad content 

There is an ongoing vast work of the OECD on the strategic response to the current Great recession, (see e.g. “OECD Strategic Response to the Financial and Economic Crisis” and its update from March 2009 “The Road to Recovery”). 

Their basic aim is to provide the list of evidence based policies, “best practice” policies, (1) how to mitigate the impact of the financial and economic crisis on output and employment and (2) policies to chart the road to a structurally better supported recovery.  

From this OECD output I have chosen to look a bit more in detail at fiscal stimulus as a response to the crisis. In other words I will try to show you what are the OECD main recommendations concerning the size and quality of fiscal stimulus. 

In discussing fiscal stimulus I might also occasionally touch on some structural issues which you might find in above mentioned documents, and other OECD products, in much more greater details. That is issues like how to improve financial regulation yet no over regulating, what changes are needed in corporate governance to improve incentives and risk management, in taxation transparency (very much in forefront recently), why and how to preserve or increase competition even in times of crisis, how to support development, what needs to be done in financial education and similar in order to better structurally underpin recovery and growth in the future. These longer run structural policy aspects, perhaps one can still use term supply side measures even in these days and institutional improvements, belong to the core of the OECD work in which it holds its long term comparative advantage.

What is a smart fiscal stimulus?

First of all, says the OECD, the stimulus should be timely, temporary, and targeted. Or one can say in one word, as the SG Guria would sum it up, it should be smart.

Timely means to boost aggregate demand now when it is most needed. „Shovel“ ready infrastructure project obviously are a good example in this context. Yet my understanding of this OECD recommendation is that each project should have undergone a careful cost benefit analysis before it is implemented. Hence bridges to nowhere are certainly not recommended. 

Temporary means that short term discretionary fiscal stimulus should not be used to enact long term spending programs - difficult to unwind and undermining commitment to a credible medium term fiscal adjustment and sustainability. Thus, tax cuts as well as additional spending including subsidies to industry, admitted under these special circumstances, have to be designed with a sunset clause” there are not here to stay. 

The same, by the way,  holds for government actions in support of the banking sector: steps like unlimited deposit insurance or partial or even total bank nationalization should be reversed as soon as possible. The reasons go beyond fiscal sustainability: it is also about fair competition and undistorted markets.
As to targeted, any tax cuts to boost the economy, should not only aim at maximizing the immediate impact (timeliness) but should also be designed in such a way as to favor the most vulnerable groups of the community (social protection). In this respect the tax reductions, also temporary, for a group of low income workers who will most likely be spending additional income fast is a good example.
OECD also stresses that when designing stimulus one has to have in mind the job creation (OECD expected unemployment in average to go up over 10 % soon), especially for groups which are more vulnerable in times of recession (youth, immigrants, low skilled workers, worker holding temporary contracts). 

Eg., in the Czech Republic a cut in social taxes paid by employers has been agreed in order to help protect jobs of low earning laborers. 

Targeted spending also means that any infrastructure projects which are part of the stimulus package will be reasonable a la long, hence supporting potential growth.  

And when speaking about long term growth clearly targeting spending or tax cuts on training, R&D and innovation (another interesting, ongoing, universally supported project in the OECD), energy saving and environment protection might and should have both short-run as well as long run positive effects.

It should be added that the OECD does favor minimizing subsidies and state aid for nonfinancial sectors and firms. 

(It might mean that the industrial policy measures like „Schrottpremien“ for automotive industry or similar are the least bad short term measure...That is my interpretation...) 

As to the size of discretionary fiscal stimulus, OECD supports rather bigger one, yet it has to be tailored to the situation of a particular country. Thus it depends on its economic outlook (the size of the shock), its initial fiscal deficit and debt level and size of budgetary automatic stabilizers. 
Hence OECD sees rather large discretionary stimulus in the USA, about 6% or so of GDP in 2009 – 2010, whereas for European OECD members the stimulus is in the range of 1% to 3% and in case of Iceland and Ireland there is understandably rather large negative “stimulus”, which means increase in taxes and decrease in government spending even in times of crises. 

And needless to say the OECD stresses that better international cooperation in a globalised world , meaning interalia no to trade and investment protectionism (Doha, SWF), will increase efficacy of fiscal stimuli as well. Not to speak how important it is for a sound recovery followed by a sustainable long term global growth and development.  

On top of the fiscal stimulus the OECD is in favor of making use of the crisis for adopting structural reform measures tailored to countries´ specific circumstances as recommended in regular member country surveys. These surveys as you know are longer term flagship products of the OECD. 

I am told that the word crisis in Chinese has also a connotation of opportunity, challenge to act, to change things for the better. Perhaps this explains why China seems to be on its way to get out of recession faster than others. Hence crisis should also be seen as an opportunity which should not be wasted.

Ad 2) OECD ENLARGEMENT AND ENHANCED ENGAGEMENT PROGRAMMES

Let me now make a few comments on the OECD enlargement process and its enhanced engagement activity.

First, most of the five enlargement countries, that is Estonia, Slovenia, Israel and Chile have presented Initial memorandum  in which they set out their preliminary position vis-à-vis the whole-of-the OECD legal instruments, the so called “OECD acquis”. Their positions w.r.t. various OECD instruments are also being reviewed by the respective main committees of OECD. 

As to Russia which is also in process of accession to the OECD, it applied for the membership more than ten years ago, it is still working on its Initial memorandum. The OECD understanding is that Russia aim is to submit the memorandum to the OECD before or at the current MCM which is to take place at the end of June. One of the unwritten preconditions of Russia´s accession to the OECD is its membership in the WTO. In this respect Russia is still in the waiting room. Also, as you might remember all the OECD member countries are „likeminded“ that is they are committed to the market economy and democratic government. In my interpretation it implies that eventual Russian accession to the OECD is not only technical issue, politics is involved too. My own personal view is that provided Russia fulfills successfully technical criteria and the respective OECD committees confirm this, and if it enters WTO, it should become a member of the OECD.  

Next, there has been a strategic decision by MCM in 2007 to initiate the so called Enhanced Engagement with five major emerging countries that is China, India, South Africa, Indonesia and Brazil. Remember that in the past twenty years or so the share of the present OECD countries in the global GDP declined from about 70% to about 50% today whereas the share of the 5 major emerging economies mentioned plus Russia has considerably increased. They also hold very large part of global currency reserves which they use – through government sponsored funds or SWF – to invest all over the world, especially in the OECD countries. They participate at G20 meetings, etc. 

Also, as current economic crisis has strongly documented they represent an integral part of the global economy and they have an interest to participate in mitigating it and in bringing the world economy on a sustainable growth path. 

Hence there have been fundamental shifts in the global economic and political architecture in the past 20 years or so and the OECD EE programmes - aimed at forging a more structured and coherent partnership with the respective countries, based on mutual interest - are a response to it. This is a necessary response should the OECD remain a relevant organization in the age of globalization.

Let me note in passing that Enhanced Engagement countries already contribute to the OECD's work in a sustained and comprehensive manner. A central element of the programme is the promotion of direct and active participation of these countries in the work of substantive bodies of the Organization. 

participation in OECD committees,

regular economic surveys,

adherence to OECD instruments
integration into OECD statistical reporting and information systems,

policy-specific peer reviews.

The actual mix and the sequencing of these elements are determined by mutual interest. 

It is not always easy to find it as some of you might know from your own experience in the respective OECD committees dealing with government sponsored export credits and insurance. Different needs related to a different stage of development, history,etc.

It is hoped that Enhanced Engagement programmes have the potential in the longer term to lead to membership of the Organisation, should the participating countries decide to explore that possibility.

Concluding remarks

I want to stress once again that the OECD considers rather large stimulus packages adopted by the most countries as necessary yet exceptional measures required by exceptional times. At the same time the OECD also reminds us that one should not forget the need to restore the balance in public finances in the medium term. In a nutshell, and I quote SG Guria... „we should not allow the emergency measures of today to prevent us from returning to a sound fiscal and financial system tomorrow “.

Second, I want to recall that the OECD looks also with  understanding at rather unusual monetary policies pursued by monetary authorities in member countries in response to the crises. That is in the sense of slashing policy rates very, very low and conducting the so called monetary easing policy. Policy which still continues and which as stressed by some respected economists [Martin Feldstein], and I assume the former OECD chief economist Klaus Hebel Schmidt also would agree, might be generating destabilizing inflation in the future unless it is properly and timely reversed when recovery starts. 

Next, I am sure you are aware of the fact that a sustainable recovery and growth can only be generated when financial institutions are lending at reasonable rates again to the business sector and households. This can be hardly achieved without removing toxic assets out of bank balance sheets. Again the  OECD economists are very much stressing that and my understanding is that they basically approve the recent secretary’s Geithner s plan how to solve this thorny problem of the US banks.

Finally, as to the second part of my presentation, I want to add that all the OECD enlargement countries and the EE countries have for the first time been invited to a significant part of this year s Ministerial which is to take place towards the end of June. So called Ministerial is the session of the OECD governing Council at the ministerial level instead at the level of ambassadors at which it usually takes place over the year. Obviously, the crisis and policy response to it is highly on the agenda of the Ministerial and this heightens interests in the capitals to participate in the respective discussion at the top level, hopefully not only in member countries. 

One would thus hope for a discussion to be fruitful in both helping to combat crisis and in setting the ground for a sustainable longer term growth as well as in giving a positive political impulse to EE programmes. 

 20.5.2009, Paris

