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Preface

The primary goal of the ILO is to contribute, wittember States, to achieve full and
productive employment and decent work for all, inithg women and young people, a goal
embedded in the ILO Declaration 2008 $acial Justice for a Fair Globalizatigh and
which has now been widely adopted by the intermaticommunity.

In order to support member States and the socréhgra to reach the goal, the ILO
pursues a Decent Work Agenda which comprises faterrelated areas: Respect for
fundamental worker’s rights and international labstandards, employment promotion,
social protection and social dialogue. Explanatiohthis integrated approach and related
challenges are contained in a number of key doctsnanthose explaining and elaborating
the concept of decent wofkn the Employment Policy Convention, 1964 (No. Y12fhd in
the Global Employment Agenda.

The Global Employment Agenda was developed by th® through tripartite
consensus of its Governing Body's Employment andigbd?olicy Committee. Since its
adoption in 2003 it has been further articulated amade more operational and today it
constitutes the basic framework through which th@ pursues the objective of placing
employment at the centre of economic and sociatiesf

The Employment Sector is fully engaged in the impatation of the Global
Employment Agenda, and is doing so through a lasg@e of technical support and
capacity building activities, advisory services gulicy research. As part of its research
and publications programme, the Employment Sectomptes knowledge-generation
around key policy issues and topics conforming e tore elements of the Global
Employment Agenda and the Decent Work Agenda. Téwd®s publications consist of
books, monographs, working papers, employment tepod policy briefs.

The Employment Working Papeseries is designed to disseminate the main firsding
of research initiatives undertaken by the varioepadtments and programmes of the
Sector. The working papers are intended to enceueaxghange of ideas and to stimulate
debate. The views expressed are the responsibflitie author(s) and do not necessarily
represent those of the ILO.

José Manuel Salazar-Xirinachs
Executive Director
Employment Sector

! See http://www.ilo.org/public/english/bureau/dgmithload/dg_announce_en.pdf

2 See the successive Reports of the Director-Gemethk International Labour Conferen@ecent
work (1999);Reducing the decent work deficit: A global challe@001); Working out of poverty
(2003).

$See http://www.ilo.org/gea. And in particuldmplementing the Global Employment Agenda:
Employment strategies in support of decent worksitn” documentILO, 2006.

* See http://www.ilo.org/employment.






Foreword

In these times of a global crisis in the real ecopowhich has quite obviously
become a jobs crisis, the central challenge facmgntries is how to accelerate recovery in
the labour market once the crisis in capital marlatates. Experience shows that the
recovery of the labour market lags significantiyinel recovery in capital markets — often
by as much as five years if not longer.

Characteristic of this crisis, unprecedented &s it its magnitude, is the aggressive
way in which governments have endeavoured to rotl mot merely financial rescue
packages, but fiscal rescue packages destined doivarreal economy. Indeed, all 30
OECD countries have acted with dispatch in an effostave off the worst consequences
of the crisis on employment and livelihoods. Oftémese additional measures come on top
of existing automatic stabilizers the usefulness wdfich the present crisis has
demonstrated in mitigating the depth of troughghaeconomy.

This paper by Dr. Veena Jha presents a remarkabhpaigh and balanced treatment
of what is known and what is not as to the varimssruments comprising fiscal rescue
efforts in their impact on employment. Would a gexh tax cut be more effective than,
say, more spending on infrastructure? The papswens questions of this nature with
authority. One element of an answer relates totithe it takes to put a measure into
effect. For example, infrastructure projects havarger “fiscal multiplier” than tax cuts.
(People, uncertain of the future, tend to savehlatBaid, a tax cut can be put into place
immediately, whereas the number of “shovel-readybjgrts might be limited. In
developing countries, moreover, infrastructure gotg might be difficult to implement not
only because of limited “fiscal space”, but becaoka dearth of institutional capacity as
well.

At a moment when policymakers are grasping foradteves to safeguard jobs and
create new ones, this paper is of particular vaiué analysis of possible measures, and
the tradeoffs that some of these pose.

Duncan Campbell

Director, Economic and Labour Market
Analysis Department






Contents

Page
P EFBCE..... b bR A £t e Rt Rt R e b e b et et e e re b i
0 = o o SRS %
R 01 oo [T o 1
2. Size and composition of fiscal StiMUlUS PACKAJES.........cceviiieriiece e 3
SPENUING VEISUS TAX CULS ...ceiiiiiiiei it s e e e s s a e
Expansion of social SeCUrity DENEILS........ouwwmreeeeriiiiiiiiiiieiiiieiieeeeeeeeeeeeeree e
Measures aimed at stimulating private investmemiutih subsidies ... iiiicceeee. 5
Infrastructure develOPMENT ... ... i aaaraeseesbreerbeernnrnnnrnnnes
Speed Of SHUMUIUS ... e b e e e e e e e e s nnnaannsnnnnnnas
3. Fiscal stimulus packagesin developing countriesin comparison to developed countries............ 8
4. Effectiveness of fiscal StimulUS PACKAJES.........cccveiiieeeci e 11
Good politics makes a bad MUIIPHET..........uuuuiiii s 11
Empirical estimates of MUILIPHEIS ... 12
Net effects on output and emplOYMENT .........oooiiiiiiiiiiii et 13
Output and employment effects in the three largmemies ....................cciveeen. 15
Likely effects in the US..........e e e 15
Likely effects in the EUFO @r€a ...........uuieceeiaae e 18
Likely effeCcts 0N ChiNa..........uueiiiiee e 18
Second order effects through trade and protectionis. ... 19
LI O S S T [ 1= TSR 20
Japan’s experience with fiscal stimulus packageBarn990s...............evvvvvviviviiiiiiiiieeeeenneen. 20
China’s economic stimulus of 1998-2002 is an exangpla successful fiscal policy
strategy that enhances growth by targeting bindorgstraints of growth..............cccooovvveeem. 20
The way to break the constraint of Ricardian Edenee is therefore to invest the fiscal
stimulus in projects and programs that releasden@tks to growth.............ccccoooviiiiiienees 21
Developing countries have more of the type of mtsj¢hat remove bottlenecks to growth
11Tz Tale [oIV ] (o] o =To I oTo U [ o1 g[S T 21
6. Ballooning deficits and fiscal stimulus packages make long term effectsuncertain................... 21
8 @) ox U= Lo 0L 25
REFEI BNICES ...t bbbttt h e h e b e bt b e et et R Rt bbb e e et 27

Vii



List of tables

Table 1: G20 stimulus packages

Table 2: Employment and output effects of fiscahatus packages..........ccccvvvvvevvvvvnesmmmneeeeeeenn. 14

Table 3: Initial conditions and fiscal StIMUIUSGR0 COUNTIIES ......uvvvniireiee et aeeeae e e eeaees 23

viii



1. Introduction

Fiscal stimulus refers to the use of fiscal polieygovernment spending or tax
measures — to support or revive an economy in semesThere is disagreement among
economists about the effectiveness of the stimuwlith, some sceptical of any significant
effects while others expecting very large efféctSome suggest that fiscal stimulus
packages could lead to short term increases in &wRemployment. In the long term, they
could reduce output by increasing the nation's @@l crowding out private investment.
However, if fiscal stimulus packages result in ioy@ments to roads and highways and
increased spending for basic research and educdti@mm such investments may offset the
decrease in output in the long run. In general, @gnomy produces close to its potential
output on average, and that potential level isrd@teed by the stock of productive capital,
the supply of labour, and productivity. Short-ritimsilative policies can affect long-run
output by influencing those three factors, althoaghbh effects would generally be smaller
than the short-run impact of those policies on detfia

The output and hence employment effects of fisibamiutus packages will also depend
on their composition. At a broad macroeconomic llespending measures tend to have
higher multiplier effects than tax cuts, the rasieestimated at 1.6:1, and the effects are felt
over one and a half yearswhile spending measures have received more mearstr
attention over the last few months, tax measurésHy represent 56 per cent of the net
effect of fiscal stimulus, according to a recentGDEreport However, an IMF report
estimates that two thirds of the fiscal packagessisb of spending measures in the G20
countries. Additionally the multiplier effects of stimulus gkages may differ considerably
between developed and developing countries asdtiv&en in part by the need to save.
Developing countries particularly in Asia tend vl a higher marginal propensity to save.
This is because they have typically poor sociatgmion measures and hence need higher
savings to protect themselves against health @rahch emergencies. In these cases, the
multiplier effects of stimulus packages are expgdtebe lower? Multiplier effects also
depend on the extent of backward and forward iatégr in the production process. These
tend to be higher in larger economies than in smiadls, also accounting for different
employment and output effects.

One issue that has been little explored in thedlitee on fiscal stimulus packages is
the time taken to roll these out. The faster tHeawt the shorter would be the recession
and labour market recovery. In general such expearedi tend to be implemented slowly as

® Congressional Budget Office, (CBO) USA, 2008, ©psi for Responding to Short-Term
Economic Weakness

® Christina Romer and Jared Bernstein, “The Job thpaf the American Recovery and
Reinvestment Plan” (January 9, 2009), and Macrommin Advisers, “Fiscal Stimulus to the
Rescue” (January 19, 2009).

" Christina D. Romer, February 27, 2009, The Casdiscal Stimulus: The Likely Effects of the
American Recovery and Reinvestment Act.

8 OECD, March 2009, Fiscal Packages Across OECD GiesnOverview and Country Details

® International Monetary Fund, The State of Publicafices: Outlook and Medium-Term Policies
After the 2008 Crisis, Prepared by the Fiscal AffaDepartment; in cooperation with other
departments Approved by Carlo Cottarelli March @)2

9 Dr Keynes's Chinese patient, Nov 13th 2008, ThenBmist

' Erik Dietzenbacher, Interregional Multipliers: Lang Backward, Looking Forward, Regional
Studies, Volume 36, Issue 2 April 2002 , pages-1236.



is evidenced by the fact that Canada has spenbjpst cent of its package in the first five
months of this year. Similarly, Congressional Budget Office estimatest talmost 60 per
cent of the new spending projects would take plafter September of 2018.Some
leaders feel that it may be necessary to acceldhateroll out of the fiscal stimulus
packages of the Group of Seven and G20 nationdtigate the impact of a deeper-than-
expected recessidh Overall, the IMF expects the world economy torskirl.3 per cent in
2009, with growth of 1.9 per cent to follow in 20XGlobal economic growth of less than
3 per cent is considered to be a recession).

To disburse the fiscal stimulus packages adminigé&raand institutional capacity is
required. In general it is easier to upscale exgstlisbursement channels rather than build
new ones. The process of bidding which is inevéablgovernment procurement contracts
may also be time consuming and cumbersome. Tak$raay be easier to administer even
though they have smaller multiplier effects thaargfing increase. The employment effects
of stimulus programmes will also depend on the adstiative and institutional capacity
for delivery. The employment effects of governmgpméending is expected to be higher, but
the administrative capacity required for disburgijogernment expenditure is also likely to
be more exacting.

This paper analyses the different facets of fistmhulus packages with a view to
understanding their possible employment effectohSai comparative analysis will also
help in developing a framework for a toolkit on wharks from an employment point of
view. The circumstances in which fiscal stimuluskzyes are implemented may also differ
across countries making it easier to obtain quadtour market gains in some. Developing
countries may experience very different instituibmand administrative conditions and
hence may need to design their packages differeRtlym a policy point of view, the
purpose is also to understand which components bmraccelerated to deliver on
employment goals in both developing and develogenhiries.

Keeping these points in view, section 2 examines dize and composition of the
fiscal stimulus packages. Section 3 analyses tfilereint components of developing
country stimulus packages. Section 4 seeks toratad the factors that determine their
short run employment of output effects across geaf countries. Section 5 lists out some
case studies on the success and failures of fisicalilus packages. Section 6 analyses the
government debt issues which guide the long ruecedf of fiscal stimulus packages.
Section 7 concludes with some observations on wenethd how fiscal stimulus packages
can be made to work to bring economies out of sioas

12 Ottawa has spent 5 per cent of its stimulus paskaBaul Vieira, Financial Post
Published: Thursday, May 14, 2009

13.CBO, 2009, p. 3.

4 Flaherty to push G20 for faster rollout of stimsipackages, By Paul Vieira, Financial Post, April
23, 2009.



2. Size and composition of fiscal stimulus packages

The size of the fiscal stimulus packages is of natenportance as it has to be large
enough to bring economies out of recession. Atsdrae time it should not lead to huge
government debts which could crowd out private stweent or constrain the long run
growth prospects of an economy. According to thé& |khe total amount of stimulus in the
G-20 amounts to about $692 billion for 2009, whigkabout 1.4 percent of their combined
GDP and a little over 1.1 percent of global GDPisTalls short of what is needed to tackle
the current economic crisis. The IMF, for instanbhas called for stimulus equal to 2
percent of global GDP.15

Table 1: G20 stimulus packages

Difference
Country IMF JPMorgan MF-JPMorgan ‘]PMorgli/rl]FaS % of
Argentina 1.3 0.5 0.8 38
Australia 0.8 2.4 -1.6 300
Brazil 0.3 0.3 0.0 100
Canada 15 11 0.4 73
China 2.0 2.1 -0.1 105
France 0.7 1.0 -0.3 143
Germany 1.5 1.3 0.2 87
India 0.5 5.0 -4.5 1000
Indonesia 1.3 0.0 1.3 0
Italy 0.2 0.1 0.1 50
Japan 1.4 2.0 -0.6 143
Korea 1.5 1.1 0.4 73
Mexico 1.0 14 -0.4 140
Russia 1.7 11 0.6 65
Saudi Arabia 3.3 n.a. n.a. n.a.
South Africa 1.3 1.6 -0.3 123
Spain 1.1 1.9 -0.8 173
Turkey 0.0 0.0 0.0 n.a.
United Kingdom 1.4 1.6 -0.2 114
United States 1.9 2.0 -0.1 105
Total-GDP Weighted
PPP 1.4 1.8 -0.3 124
Uss$ 1.4 1.7 -0.2 115

Source:Truman, February 24th, 2009, Assessing Global Fiscal Stimulus: Is the World Being Short-Changed? REALTIME
ECONOMIC ISSUES WATCH

15 Assessing the G-20 Economic Stimulus Plans: A Beépok, by Eswar Prasad and Isaac Sorkin
March 2009.Countries covered by this study are: Argentina, tilis, Belgium, Brazil, Canada,
China, The Czech Republic, European Union, Fraf@ermany, Hong Kong, Hungary, India,
Ireland, Italy, Japan, Netherlands, Russia, SinggpSouth Korea, Switzerland, Taiwan, Turkey,
United Kingdom and United States.



Table 1 shows the extent of the stimulus packagethe G20 countries as identified
by IMF and JPMorgan. Several features stand oberd are substantial differences
between the two sets of estimates, as indeed betithese and the OECD estimates or the
ILO estimates. On average JPMorgan’s estimatesalboeit 20 percent larger, but for 7
countries they are smaller. On the IMF's estimaialy/ three countries (China, Saudi
Arabia, and the United States) come close to mgéehia 2 percentage-point criterion. Six
countries make it on the JPMorgan estimates (Alistiadia, Japan, and Spain, in addition
to China and the United States, with no estimateSaudi Arabia). Although the IMF
publication uses purchasing power parity (PPP) tsigp measure the total, PPP weights
may not be an appropriate measure for global spgndivhile estimates differ, most
estimates converge in the range between 1.4 angeicént of global GDP.

The ILO estimates the fiscal stimulus as a pergentd GDP for 32 countries at 1.7
per cent, while as percentage of world GDP it & der cent (see Table 2). Stimulus as a
percentage of GDP for advanced economies is 1.3cpet and for developing and
emerging economies it is 2.7 per cent. Furthermitgeal stimulus announced by the G20
is close to 90 per cent of the total global ecomostimulus as it includes the two biggest
contributors, the United States and ChihdZhe OECD estimates the size of the fiscal
packages over the period 2008-10 at about 3% per afeOECD 2008 GDP, and the
estimat%d growth from these would amount to arodnger cent for the average OECD
country.

Three countries — the U.S., China and Japan — at¢ouabout $424 billion of the
overall stimulus in 2009, with their shares in thesrall global stimulus amounting to 39
percent (U.S.), 13 percent (China) and 10 perclpgan). In 2010, the U.S. would account
for over 60 percent of planned stimulus. China &wermany are the next largest
contributors with China contributing 15 percent &-20 stimulus and Germany
contributing 11 percent. Measures for 2010 in th8. stimulus package amount to 2.9
percent of 2008 GDP, China’s 2.3 percent, and Geye&.0 percent. In summary, while
almost all countries have signed on to the fistadidus program, the size of the stimulus
varies substantially across countries, with somiefstimulus packages looking downright
meek (e.g., France, which has proposed measurasnéimgpto only 0.7 percent of GDP in
2009). For the remaining G-20 economies, the fetahl stimulus amounts to 1.0 percent
of their overall GDP?

ILO estimates suggest that China has announceditigest total package as a
percentage of GDP (13 per cent), followed by S@udbia (11.3 per cent), Malaysia (7.9
per cent), and the United States (5.6 per cérigee Table 2)

Spending versus tax cuts

Most countries that have announced multiple wavestimulus have increased the
share of spending (compared to tax cuts) in therskcound, just as the U.S. has done
from January 2008 to January 2009. For examplem&@ey’'s stimulus in November 2008
was largely composed of tax cuts. The second stisnpdickage announced in January 2009
was largely tilted towards spending. Similar feasucan be found in the stimulus measures

18 sameer Khatiwada, Stimulus packages to counter agl@zonomic crisis, DP/196/2009,

International Labour Institute, Geneva, Switzerland
17 OECD Economic Outlook, March 2009, Interim Report,
18 Eswar Prasad and Isaac Sorkin, op.cit

19 sameer Khatiwada, op.cit



announced in Australia in October 2008 and Febr@@g9, and in Spain in March 2008

and November 2008. There is a great deal of vamiacross countries in the share of the
stimulus that is devoted to tax cuts. In the UtBis share is about 45 percent. Some
countries — including Brazil, Russia and the U.Khave focused almost entirely on tax
cuts. Others—including Argentina, China and Indidhave mostly proposed spending
measures. Among the G-20 countries excluding tise, @bout one-third of the stimulus is

accounted for by tax cuts and the remaindét $iyending measures.

Through a broad analysis of fiscal stimulus packagfeabout 40 countries, the ILO
shows that almost all of them are directed ateeithcreasing spending on public goods
and services, or increasing consumption througbgper income tax cuts, cash transfers,
and increasing investment through corporate tag. d¢dalf the countries have announced
spending increases in infrastructure and on educatid healtf

Expansion of social security benefits

A tenet of theAmerican Recovery and Reinvestment?Aistthe expansion of social
security benefits, by increasing spending on pubgalth, unemployment and disability
benefits, food stamps and other social securitgnaros. Brazil and Mexico are expanding
their cash transfer programs to millions of citigghSouth Africa is lowering retirement
age and extending child benefits up to the ageBoMbbst governments announced plans to
expand social security benefits for the populatismch as strengthening unemployment
benefits (e.g. Canada, France, Russia, UK, USyeased cash transfer programs (e.g.
Brazil, Canada, Chile, France, ltaly, Indonesignafia Mexico, Philippines, South Korea,
Thailand), housing support (e.g. Australia, Chitaly, Mexico, Spain, US), child benefits
(e.g. Australia, Brazil, Germany, Mexico, South i&d Spain) and pensions (e.g.
Argentina, Australia, Canada, China, France, Rpiitips, Russia, Spain); or extending
concessional loans to low-income citizens (Sauadibfa). Some governments, like Taiwan
Province of China, have issued coupons for conssimalid at all wholesale and retail
stores, a kind of basic incorfie.

Measures aimed at stimulating private investment th rough subsidies

Several fiscal stimulus packages are aimed at kting private investment.
Generally, this includes subsidies and corporatebt@aks, most often support to cash-
strapped small and medium-size companies (SMEs) larg® export earners. Brazil,
Canada, Chile, France, Germany, India, Indonesigu®al, Russia, Spain, South Korea,
US, among others, plan cuts in corporate taxestandebates. In Germany, the new Act
guarantees S$514.4 billion worth of interbank loaith maturities of up to three years and
allocates US$ 25.7 billion to back up this guarante addition, to stimulate the economy,
the German Federal Cabinet introduced a packageséocon tax incentives and subsidies

20 Ernst and Young, 2009, Worldwide fiscal stimulusx policy plays a major role

21 Ortiz, Isabel, Fiscal stimulus Plans-the needaf@lobal New Deal
2 The US American Recovery and Reinvestment Actrialy 17 2009.
%3 Mexico, National Agreement in Support of Familyu$eholds 7 January 2009.

24 Special Statute for Distributing Consumption Voechfor Revitalizing the Economy, December
5, 2008. Taiwan, Province of China



to industry?> Some countries have focused on strategic seaoc, as construction (e.g.
Canada, Germany, Norway), agriculture (e.g. Rud&etpnam), auto industry (e.g. Brazil,
France, Germany, Hungary, Russia, Spain, US),dwudnd miscellaneous exporters (e.g.
Spain, Chile, Finland, Switzerland). In ArgentinadaJapan, the package includes
incentives for SMEs to hire and put on the booksrkers who currently are
informal/temporarsf, and in Spain and the UK, to companies contractingmployed
heads of householdsSeveral stimulus packages have placed emphasiseoviability of
large firms, especially in the financial and autdire sectors. In some cases, measures
have been explicitly targeted at SMEs (e.g. JaffenRepublic of Korea, and Mexico). In
addition, public investments in infrastructure, stwaction and housing will also provide
new market opportunities for firnis.

Infrastructure development

Virtually all countries are allocating large sunasibfrastructure development. The
People’s Republic of China will focus most of itsrailus package in social infrastructure
(low-income housing; sanitation, schools...) as waslleconomic infrastructure, including
railways, highways, airports, upgrading of poweidsy post-earthquake rebuildifigin
France, €11.1 billion (nearly half of the stimujusckage) will be provided for direct state
investment, including large state-run companiesnorove rail and energy infrastructures
and the postal service, higher education, researuth improvement of state-owned
properties*Other countries are introducing incentives for depment of environmentally
friendly technologies (Canada, China, Germany, ibl®ortugal, UK, US).

In its recent study, Ernst & Young examine taxatedl fiscal stimulus measures in 24
key jurisdictions’

Types of tax based fiscal stimulus efforts include:

Accelerated depreciation programs — to improve cash flow for businesses by
allowing them to write off the costs of investmentsre rapidly (adopted by countries such
as India, Australia, Canada, The Czech Republianée, Germany, Ireland, Netherlands,
Russia, Singapore and United States).

Carryforward and carryback provisions — to provide cash flow assistance by giving
traditionally profitable companies more latitudeuising net operating loss credits they are
accumulating in the current difficult environmeatd6pted by countries such as Australia
(proposed), France, Japan, Singapore, S Korea,anaiwnited Kingdom and United
States).

% Financial Market Stabilization Fund, effective @atober 18, 200§Gesetz zur Errichtung eines
Finanzmarktstabilisierungsfonds)

% Argentina Law 26476 on Anti-Crisis Measures¢finen de regularizacién impositiva, promocién
yproteccion del empleo registrado, exteriorizacyorepatriacion de capitales)

27 Plan Espanol para el Estimulo de la Economia y mipfeo, “Plan E”, January 12 2009
% Sameer W, ILO, Op.cit

2 Premier Wen Jiabao Presides over State Counciuive Meeting, Decides on Ten Measures to
Increase Domestic Demand. Xinhuanet, Nov. 19, 2008.

%0 Loi 2008-1061 du 16 octobre 2008 de finances fieative pour le financement de I'économie,
Journal Officiel, Oct. 17, 2008

3L Ernst and Young, op.cit



Reductions in corporate income tax rates — to improve cash flow, stimulate overall
demand and encourage investment, as well as todoe aitractive in the international
competition for jobs and investment (adopted byntoes such as Canada, The Czech
Republic, Italy, Japan, Netherlands, Russia, Sioggfsouth Korea and Taiwan).

Enhancements to the research and development tax credit — to provide added
incentive for companies to maintain their investtiarinnovation, and to attract new R&D
activity, despite current economic challenges (&elbpby countries such as Australia
(proposed), Belgium, Canada, France, Ireland,,lRlssia, Singapore and S Korea).

Indirect tax changes — to maintain demand by reducing the costs of goaxad
services (adopted by countries such as India, AlistrBelgium, Brazil, Canada, China,
The Czech Republic, France, Hong Kong, Hungarylamad Netherlands, Russia,
Switzerland and United Kingdom).

Personal income tax measures — to increase overall demand by increasing afber-t
pay, particularly for lower and middle income taypes (adopted by countries such as
Argentina, Australia, Brazil, The Czech Republigngdary, Russia, S Korea, Switzerland,
Taiwan and United States).

Among the significant emerging trends, the Erngl &ioung study points out that
some of the recently instituted tax-based fisgatidus measures are permanent, but many
are temporary. Also, in many cases, the new meadaver certain types of activity, with
manufacturing, technology, energy efficiency amohéportation among commonly targeted
categories. In some cases, more generous suppaffered for small- and medium-sized
enterprises, which generally have been hit hardesturrent economic challenges. Along
the same lines, the majority of personal incoment@asures have focused on lower- and
middle-income earners. The expenditure measuresufawmfrastructure development or
greater equity. Most of these measures are expéctbdost the economy. Infrastructure
and subsidies to firms will provide benefits whislould be spread over the longer term.
However social protection measures are expectachitoediately stimulate the economy
and provide short term relief. This would particlyabe the case for cash strapped
households whose effective demand could be stiedilaly improved social protection
measures.

Speed of Stimulus

Countries vary in the degree of frontloading ofith&imulus packages. This is
partially a function of the peculiarities of thedget process in each country — countries
may not announce stimulus for the future thougly tiléend to enact it as part of their
regular budget process. Of the 19 countriesrifate up the G-20, only four countries —
China, Germany, Saudi Arabia, and the U.S. — glaspend as much or more on stimulus
(as a share of GDP) in 2010 than in 2009. In otherds, there is a fair amount of
frontloading in the stimulus packages of the G-2Ontries, with much of the stimulus
taking effect in 2009. The roll out of the stimulypsckages is determined by the
perceptions of the length of the economic reces&toli out also depends on the number of
shovel ready projects that are readily availabléh®» government. It could also reflect
difficulty in ramping up government expenditure ally, especially on infrastructure and
other investment projects. Some countries recegnibhe coming crisis and implemented
stimulus plans in 2008. This list includes AusaalChina, Japan, Korea, Saudi Arabia,



South Africa, Spain, U.K. and the U.8.But the execution, both in terms of size and
speed, leaves much to be desired in some of the éntries’

The OECD countries also broadly show the same srasdhe G20 countries. On the
basis of currently announced measures, the ce&ased fiscal stimulus is typically
expected to be strongest in 2009, although agamseime country variation. Discretionary
fiscal measures to cushion the decline in actiwgre implemented already in 2008 in
several countries (including Australia, Canada,d&oMNew Zealand, Spain and the United
States). It is, however, in 2009 that a vast mgjoof countries will implement large
supportive measures. For some countries (Canadégnei Germany, the Netherlands,
New Zealand, Sweden and the United States), ties sizfiscal packages in 2009 and 2010
are broadly comparable, implying a more or lesstinoaed pace of fiscal injection into
2010. There are two countries (Denmark and the &ldvepublic) that plan to have
significantly larger packages in 2010. For mosteotltountries, however, the fiscal
injection is projected to taper off in 2010, theitdd Kingdom being in an extreme position
with a tightening associated with the end of tmagerary cut in VAT raté’

Starting Q3 2008 through Q4 2009, the GDP growtihéUS economy is expected to
contract. RGE Monitor forecasts that private demasitidecline close to $900 bn. RGE
Monitor estimates that out of the $787 bn fiscalkaae, only around $364 bn of stimulus
will actually kick-in during 2009-10, which mighaise GDP growth by 2.5 per cent during
2009-10. Thus, fiscal policy will still be insuffent to offset the contraction in private
demand, let alone lead to positive GDP growth enghcond half of 2009.

For most of the Asian countries, stimulus packages expected to be frontloaded
tapering off towards the end of 2009. This appkemially to tax and to expenditure
measures® There is very little information available on howuch of the stimulus
packages have actually been rolled out. Prelimieatimates suggest that less than 10 per
cent of the actual packages have been rolled dhifirst five months of 200Y.1n fact it
is expected that most infrastructure spending mvdkt likely not start coming on line until
the fourth quarter of 2009 and its full effect isleast 12 to 18 months away. In other
words, the fiscal stimulus measures are more liteelye a 2010 story/.

3. Fiscal stimulus packages in developing countries in
comparison to developed countries

Developing countries have also adopted large fistalulus packages though their
sizes and composition vary from those of developmdhtries. In general Asia has adopted
larger fiscal stimulus packages than other parthi®fworld as a proportion of their GDP.
Apart from South Africa other AFRICAN countries leaadopted few or no measures.
Most Asian countries have adopted spending measuries are a high percentage of their
GDP, substantially above 2 per cent. Developinga/s a whole is likely to spend about

32 IMF. Op.cit
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3 OECD, Fiscal Measures in the OECD,op.cit
%> ESCAP, 2009,

% Fiscal Stimulus in G20 countries, Forbes.com

37 Anthony Karydakis,2009,Stimulus will take a whitework, Fortune Magazine, January 2009



3.9 per cent of its total GDP on fiscal stimulu209. However when China is removed
from this figure, the regional percentage falld 1 per cent®

The size of countries’ fiscal stimulus packagesiegamgreatly, ranging from the
US$586 billion Chinese measure to be implemented two years, to Viet Nam's package
worth around US$1billiod® In relative terms, the Chinese measure accounts for
approximately 7 per cent of the country’s GDP egehr — a figure surpassed only by
Singapore’s stimulus package announced for 2008.Prilippines, Republic of Korea and
Thailand are planning to spend between 3 to 4 et af their respective GDP to increase
demezgd. India’s two fiscal packages together remtdgss than 1 per cent of the country’s
GDP:

The ILO paper argues that it is not always cleav mouch of a package is new
spending versus previously planned spending. Sosienfgovernments had already put in
place some helpful policies and programmes thatnam mitigating the crisis’ adverse
impact but are not necessarily considered as ap#re fiscal response.

The composition of fiscal stimulus packages in Afiféers greatly across the region,
depending on the magnitude and type of impactshefegconomic crisis, the degree of
integration, existing policies and other factons. China and Malaysia, planned fiscal
stimulus is mainly in the form of increased goveeminspending, especially investment in
infrastructure. Both countries have been affectgddbcreased export demand for their
goods and by decline in FDI inflows. Maintainingnalestic investment is critical to
increase aggregate demand, especially in Cfiina.

In India, fiscal measures place greater emphasisupporting particular industries,
including labour-intensive and export-oriented hesses. The package also includes
measures aimed at ensuring liquidity in the finahsystem and encouraging investment in
infrastructure. The reason for this approach seente threefold. First, the impact of the
global crisis on the country has not been as sharfin some other Asian economies
because exports form only 10-15 per cent of Inda¥P. Second, the impact has been
primarily limited to urban industrial areas. Becausdia’'s urban areas are not closely
integrated with the country’s vast rural econonhig, overall impact has been muted. In fact
industrial sector is moving towards the vast rigattor. Third, India has already put in
place country-wide rural poverty alleviation progwaes, which are financed outside the
stimulus package$.

In Thailand, demand stimulus is aimed at consungngporting living standards and
household spending through a variety of measuresap@red with India, Thailand is a
more open economy as well as more integrated instef rural-urban linkages. Therefore,
the impact of the crisis on its export sectors amdocial fallout has spread rapidly from
urban to rural areds.

In Singapore, fiscal stimulus is aimed at firms a@hsumers, while promoting
competitiveness and skills development in the nradierm. The country’s small domestic

% 1LO Regional Office for Asia and the Pacific, B&og, 2009 The fallout in Asia: Assessing
labour market impacts and national policy respomsake global financial crisis, Paper presented at
a conference in Manila on 18-20 February 2009

%9 |LO Regional Office for Asia and the Pacific, 20@.cit, Annex 4
% IMF: World Economic Outlook Database (October 2008)

“11LO regional office for Asia and the Pacific, 20@®.cit
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market combined with its heavy reliance on glolahend suggests that the ability of fiscal
stimulus alone to support growth and recovery majirnited**

In many Latin American countries fiscal stimuluskages are well below 2 per cent
of the GDP for two main reasons. First, the cokaps export prices and volumes has a
direct and large impact on public finances. The I&#ffimated that a 35 percent decline in
commodity prices, like the one observed from a &gy, would cause a reduction in fiscal
revenue (in terms of GDP) of about 7 percent imiflad and Tobago, 6 percent in
Venezuela, 4 percent in Ecuador and Bolivia, 3 gr@rén Mexico and Chile, and 1.5
percent in Peru and Argentina. This effect, comthiméth the reduction in general tax
revenues, is exerting pressure on borrowing reméres, even before any consideration is
made about a discretionary fiscal stimufus.

Second, in some cases, government debt is alreay50 percent of GDP, a sign of
sustainability problems. In those cases where pu#bt is under 40 percent of GDP, the
real question is whether additional financing isikble. This explains the differential
fiscal responses in the region. The larger econemidth lower debt-to-GDP ratios and
greater access to private capital flows, have amcedi fiscal plans to counteract the effects
of the crisis. These include Argentina, Brazil, IEhMexico and Perff.

Brazil has focused on tax cuts. The tax on findrcémsactions will be cut from 3
percent to 1.5 percent, while personal income &esrwere lowered to favor those who
earn up to US$875 per month. The estimated casteske measures is 0.5 percent of GDP.
Additional investments were announced, but they oal the private sector or will not take
place anytime soon, like the high-speed train cotimg Rio de Janeiro and S&o Padlo.

The Mexican government decided to accelerate imessts in infrastructure. Again
much of it depends on the private sector, so the gfiect is difficult to assess.
Supplemental budget allocations have been annouiocesbcial programs, especially in
the area of employment protection. The IMF hasrestd that the total additional
expenditures amount to 1 percent of GI5P.

Chile has the largest stimulus package in the rediin the revenue side, effective
corporate and personal income tax rates were rddudgle the stamp duty was eliminated
for 2009. A US$7 billion public investment budgeasvannounced, including a 10 percent
real increase in housing subsidies. In additioa package includes an employment subsidy
for low-wage young workers, as well as additionaslc transfers to low income
households. The cost is estimated at US$4 billiwn?.2 percent of GDP, making it the
largest fiscal stimulus package in Latin Amerita.

Mainly through the forced nationalization of pemsisavings, the government of
Argentina has been able to finance a larger fidehtit. Export taxes have been lowered as
well as employer’'s social security contributionsa e expenditure side, an additional
allocation for social programs was adopted, as aglla large public works plan worth

“bid
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US$4.4 billion, or 1.3 percent of GDP. However,agithat the funding is entirely based on
forced domestic savings many question its effentigs from the demand point of viélw.

The Peruvian program is based on a US$1.4 bilieneiase in public investment in
2009 (1.1 percent of GDP), mostly for roads, hagisamd hospitals. The program also
includes additional incentives for non-traditioeaports and an increase in social programs
with an estimated cost of 0.15 percent of GDP.

All in all, the total effective stimulus in five dhe seven largest economies in the
region is estimated to amount to USD 27 billion,0c8 percent of their combined GDP.
This might not be enough to offset the effectshef trisis, but is a realistic limit on what
can be done for other countries in the region. Eeuntries could do more without wearing
down confidence in their ability to pay their débt.

In general there is little difference between thimglus packages of developed and
developing countries. Their size differs accordiogtheir initial conditions, degree of
integration in the global economy and the sizehefrtbudget deficits. There is a greater
emphasis on spending in Asian countries and gregigrhasis on tax reduction in Latin
American countries. The Asian countries have a ncoraprehensive package, but several
developing countries rely on stimulating privatevestment to take them out of the
economic crisis. Several measures were instituseplagt of the budget process and while
they would stimulate the economies cannot be Btradirrelated to the current economic
crisis.

4. Effectiveness of fiscal stimulus packages

Good politics makes a bad multiplier

The composition of the fiscal packages clearlyectt political compromises, which
unfortunately will also limit their effectivenese prop up a nascent recovery soon. The
fiscal multiplier — a gauge of “bang-for-the-buckassociated with each of them is an
indicator of their relative effectiveness. The wabf the fiscal multiplier critically depends
upon the share of different elements of the fistiatulus package.

Public investment has the highest short-run midgtiplOn impact, the one-to-one
relationship between public investment and GDP miatee multiplier 1.0°*Just under a
quarter of the stimulus in most countries is dedcat public investment (see Table 2). The
figure is much higher for developing countries véhigrvaries between 40 and 100 per cent.
This limit reflects the need for so-called “shove&dy” projects that can be used for quick
injection of demand. The identification of suchjpots, that also bring longer-term value,
could have begun earlier and must now proceed apace

Multipliers for raising incomes of consumers areaier because consumers are likely
to save part of any additional income. The aimteftge, has to be to target any additional
income to liquidity-constrained households who kkely to spend. In this regard, the
significant reliance on proposed reductions in pegsonal income tax rate will bring
limited benefits. Only the richest half of the plgiion pays personal income taxes. In

> |bid
*! Ibid

%2 Antonio Spilimbergo, Steve Symansky, and MartihiSdler, May 2009, Fiscal Multipliers, IMF
staff position paper,SPN/09/11
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contrast, reductions in social contributions orirgerease in social benefits provide more
short-term stimulus. While proponents of personabime tax reduction may argue that it
has longer-term incentive effects, so does theatamuof payroll taxes, which is also more
strongly stimulative in the short run and which Icbliave received greater weight.

Finally, incentives for private sector investmerd bBkely to have minimal multipliers
in the current environment of low business confadeand corporate stress. Yet, more than
one-tenth of the various packages are measuregneesio bolster private investment, such
as accelerated depreciation rules and greater tleiitycof expenditures.

Initial conditions also determine how effectivelmdahow quickly fiscal stimulus
packages can turn the global economy around. Dmfkaty pressure are coming from a
variety of sources, including the sharp declinestock market and housing wealth, the
related desire to rebuild assets and to repay d#tssdifficulty of accessing credit in a
world of deleveraging, and the much-increased dtaitgy surrounding future economic
development® IMF analysis implies that if fiscal policy and meary policy work
together, they can make a significant contributton preventing the economy from
weakening further and falling into a vicious cyofedeep recession and deflation. The main
policy conclusions of this multiplier analysis dheeefold. First, temporary expansionary
fiscal actions can be highly effective providedtth#onetary policy is accommodative.
Second, the effects of the fiscal expansion arenifiad if it involves multiple countries.
And third, the type of fiscal instrument used tingrabout the increased fiscal deficit can
have a large influence on the size of the fiscdtiplier.>

Empirical estimates of multipliers

The empirical estimates of fiscal multipliers aliepgrsed over a very broad range,
reflecting the inherent difficulty of identifyinghé working of a fiscal impulse in the
economy. In particular, simultaneity problems (mustably the two-way linkages between
economic activity and fiscal balances) make it vdifficult to pin down the effects of
discretionary fiscal actions. In studies that pkpse attention to the identification of fiscal
stimulus in the United Stat8sa fiscal stimulus of 1 percent of GDP has beamdbto
increase GDP by close to 1 percentage point atatrgrad by as much as 2 to 3 percentage
points of GDP when the effect peaks a few yeaes 1aOn the other hand, Peroftfinds
much smaller multipliers for European countriesngghe same identification strategy that
was employed by the US stutfross-country studies often find small fiscal npliérs

%3 The IMF has recently called for global fiscal siios and discussed core principles for the fiscal
response to the crisis. See Lipsky (2008), Spiligbend others (2008), and Decressin and Laxton
(2009). See also IMF (2009) for a discussion ofstage of public finances after the 2008 crisis.

> See, for example, Yates (2003). Even those whe\methat monetary policy can continue to have
significant effects in such circumstances agretitedmpact is blunter, less predictable and harde
to gauge than in normal situations.

%5 Blanchard, Olivier, and Roberto Perotti, 2002, “Empirical Characterization of the Dynamic
Effects of Changes in Government Spending and TaxesOutput,” Quarterly Journal of
Economicsyol. 117, pp. 1329-1368.

*® Romer, Christina, and David Romer, 2008, “The Maconomic Effects of Tax Changes:
Estimates Based on a New Measure of Fiscal Sho@kspublished; University of California,
Berkeley).

" Perotti, Roberto, 2005, “Estimating the Effects Ri§cal Policy in OECD Countries,” CEPR
Discussion Paper No. 4842 (London: Centre for Engodolicy Research).

%8 Blanchard and Perotti (2002), op.cit.
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and in some cases multipliers with a negative 3ighhe most notable studies with
“negative multipliers” are found in the literatuva expansionary fiscal contraction initiated
by Giavazzi and Pagano (19%0and surveyed in Hemming, Kell, and Mahfouz (2002).
Fiscal expansions can be contractionaifythey decrease consumers’ and investors’
confidence, especially if the fiscal expansion egjsor reinforces, fiscal sustainability
concerns.

Net effects on output and employment

While the size of fiscal multipliers can vary sificéntly and can even be negative, the
IMF estimates the short run multiplier in the rarafed.5 to 162 The estimates of fiscal
packages are based on the ILO study by Sameer wéddi®. Using employment
elasticities estimated by the ll6@and the multipliers estimated by IMF, approximsitert
run effects on output and employment are estimagdalv in Table 2.

The highest employment and output effects are wbdein developing Asia because
of the higher employment elasticity of growtfAs stated above the stimulus packages for
a number of Asian countries are also significaatiypve the 2 per cent prescribed by the
IMF. The range of growth and employment effectsnestied by the World Bank are also
similar and relatively mode&tlapan shows negative employment effects becausiee of
negative employment elasticity of growth. The sataa be observed for South Africa.
This may however change with affirmative emploympaticies. The highest growth in
output and employment is observed for Saudi Ardiegause both the employment
elasticity and the size of the stimulus is higleuropean countries generally have lower
effects both because the stimulus is small anceldsticities are low. The Latin American
countries have low employment effects despite gaiodulus packages on account of low
employment elasticities. It must be noted that é¢hdigures may underestimate the
employment and output effects as they do not ettidnahe effects of third country
stimulus packages on exports. For example, for |[dpiregy Asia as a whole, the value of
shipments in the first half of 2008 was down byt#el over 1 per cent compared with a
world decline of 4 per cent. The moderation of ¢teatraction in April-June compared to
January-March in clothing import growth may beihtited to the fiscal stimulus, but this is
unlikely to persist into the second half of 2608he push in the G20 meeting for Europe
to match the stimulus packages in the US was peelsag fears that the Germans in

% Charlotte Christiansen, 200Blean Reversion in US and International Short R&EREATES
Research Papers 2008-47, School of Economics amaddéaent, University of Aarhus.

® Francesco Giavazzi & Marco Pagano, 1990. "Can i8eWiscal Contractions Be Expansionary?
Tales of Two Small European Countries,” NBER Chaptén: NBER Macroeconomics Annual
1990.

. Hemming, Richard, Michael Kell, and Selma Mahfo2@02, The Effectiveness of Fiscal Policy in
stimulating Economic Activity- A review of thergtire, IMF working paper 02/2008.

2 |MF, May 2009, op.cit
%3 Sameer Khatiwada, 2009, op.cit.

% Steven Kapsos, 2005, The employment intensity afwth: Trends and macroeconomic
determinants, International Labour Office, Employnstrategy Papers, Employment Trends Unit,
Employment Strategy Department

% See also Redward, Peter, May 2009, EM Asia OutlS8igns of Improvement in second quarter of
2009, Barclay’s Capital

% World Bank, April 2009, Battling the forces of ®lal Recession, East Asia and Pacific update
67 Asian Development Bank, 2008, Asian Developmerit@®k, 2008 Update
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particular would use the demand created by the hdSBaitish Stimulus to surge German
exports. Thus Germany and France would get thefiberiehe stimulus without footing
the bill for it

Table 2: Employment and output effects of fiscal stimulus packages

Total fiscal Employment  Income multiplier Emplpyment Income Multiplier Employmeqt effect

package elasticity of o effect eﬁectn\:vdtlzgﬂg:)?g o effect Wf:::&?pﬁ%??

(% of GDP growth (multiplier of 0.5) (% age change) (multiplier of 1) (% age change)

Argentina 3.9 0.01 1.95 0.02 3.9 0.04
Australia 25 0.56 1.25 0.70 2.5 1.40
Belgium 05 0.57 0.25 0.14 0.5 0.29
Brazil 0.2 0.68 0.1 0.07 0.2 0.14
Canada 2 0.44 1 0.44 2 0.88
Chile 2.3 0.28 115 0.32 2.3 0.64
China 13 0.17 6.5 1.11 13 2.21
France 1.1 0.57 0.55 0.31 1.1 0.63
Germany 2.8 0.05 1.4 0.07 2.8 0.14
Hungary 3.8 0.03 1.9 0.06 3.8 0.11
India 0.3 0.36 0.15 0.05 0.3 0.11
Indonesia 1.2 043 0.6 0.26 1.2 0.52
Italy 0.3 0.74 0.15 0.11 0.3 0.22
Japan 2.3 -0.24 1.15 -0.28 2.3 -0.55
Korea 2.7 0.38 1.35 0.51 2.7 1.03
Malaysia 7.9 0.67 3.95 2.65 7.9 5.29
Mexico 4.7 0.67 2.35 1.57 4.7 3.15
Netherlands 0.8 0.7 04 0.28 0.8 0.56
New Zealand 3.8 0.6 1.9 1.14 3.8 2.28
Norway 0.6 0.26 0.3 0.08 0.6 0.16
Philippines 3.7 0.76 1.85 1.41 3.7 2.81
Portugal 1.1 04 0.55 0.22 1.1 0.44
Russia 1.1 0.13 0.55 0.07 1.1 0.14
Saudi Arabia 11.3 1.11 5.65 6.27 11.3 12.54
South Africa 1.2 -0.23 0.6 -0.14 1.2 -0.28
Spain 0.8 0.72 04 0.29 0.8 0.58
Switzerland 0.3 0.1 0.15 0.02 0.3 0.03
Thailand 28 0.38 14 0.53 2.8 1.06
United Kingdom 1.3 0.37 0.65 0.24 1.3 0.48
United States 56 0.2 28 0.56 5.6 112
Vietnam 0.9 0.35 0.45 0.16 0.9 0.32
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Spondngry  ETBOITent  ncome Mtler g (GEERIRC oome Mutpier ST

hof ng(;f; Grouth (Multiplier of 0.8) (%“;‘ggpc'farngg (Multiplier of 1.6) (%g‘;g'gﬁz;;g
Argentina 3.9 0.01 3.12 0.03 6.24 0.06
Australia 1.1 0.56 0.88 0.49 1.76 0.99
Belgium 0.5 0.57 04 0.23 0.8 0.46
Brazil 0.2 0.68 0.16 0.11 0.32 0.22
Canada 1 0.44 0.8 0.35 1.6 0.70
Chile 22 0.28 1.76 0.49 3.52 0.99
China 6.1 0.17 4.88 0.83 9.76 1.66
France 1.1 0.57 0.88 0.50 1.76 1.00
Germany 1.2 0.05 0.96 0.05 1.92 0.10
Hungary 4 0.03 3.2 0.10 6.4 0.19
India 0.3 0.36 0.24 0.09 0.48 0.17
Indonesia 1.2 0.43 0.96 0.41 1.92 0.83
Italy 0.3 0.74 0.24 0.18 0.48 0.36
Japan 1.5 -0.24 1.2 -0.29 24 -0.58
Korea 1.3 0.38 1.04 0.40 2.08 0.79
Malaysia 4.2 0.67 3.36 2.25 6.72 450
Mexico 1.9 0.67 1.52 1.02 3.04 2.04
Netherlands 0.8 0.7 0.64 0.45 1.28 0.90
New Zealand 3.7 0.6 2.96 1.78 5.92 3.55
Norway 0.6 0.26 0.48 0.12 0.96 0.25
Philippines 1.3 0.76 1.04 0.79 2.08 1.58
Portugal 1.1 04 0.88 0.35 1.76 0.70
Russia 1.1 0.13 0.88 0.11 1.76 0.23
Saudi Arabia 4 1.11 3.2 3.55 6.4 7.10
South Africa 1.3 -0.23 1.04 -0.24 2.08 -0.48
Spain 0.8 0.72 0.64 0.46 1.28 0.92
Switzerland 0.3 0.1 0.24 0.02 0.48 0.05
Thailand 1.2 0.38 0.96 0.36 1.92 0.73
United Kingdom 1.2 0.37 0.96 0.36 1.92 0.71
United States 1.8 0.2 1.44 0.29 2.38 0.58
Vietnam 1.1 0.35 0.88 0.31 1.76 0.62

Output and employment effects in the three large ec  onomies

Likely effects in the US

The largest fiscal stimulus packages are in theabk& China. Taking all of the short-
and long-run effects into account, CBO of the U$inestes that the fiscal stimulus
packages would increase GDP between 1.4 percerf.8nuercent by the fourth quarter of
2009, between 1.1 percent and 3.3 percent by thghfauarter of 2010, between 0.4
percent and 1.3 percent by the fourth quarter éfl2@nd declining amounts in later years.

15



Beyond 2014, GDP is expected to be reduced betwmmo and 0.2 percent.
Correspondingly, the increase in employment wo@d 0.8 million to 2.3 million by the
fourth quarter of 2009, by 1.2 million to 3.6 nilti by the fourth quarter of 2010, by 0.6
million to 1.9 million by the fourth quarter of 20land by declining numbers in later
years>’ The effect on employment is never estimated todsgtive, despite lower GDP in
later years, because CBO expects that the U.Sulabwrket will be at nearly full
employment in the long run. The reduction in GDEhirefore estimated to be reflected in
lower wages rather than lower employment, as warkelt be less productive because the
capital stock is smalléf.

Serious questions have been raised on whethewthikl be enough to turn round the
economy. The likely scale of employment loss igeaxely large. The U.S. economy has
already lost nearly 2.6 million jobs since the bask cycle peak in December 2007. In the
absence of stimulus, the economy could lose an@ther4 million more. Thus, a potential
total job loss of at least 5 million has to be dewed. Even with the large prototypical
package, the unemployment rate in 2010Q4 is predlith be approximately 7.0 per cent,
which is well below the approximately 8.8 per ctrdt would result in the absence of a
plan. In light of the substantial quarter-to-quasariation in the estimates of job creation,
a reasonable range for 2010Q4 is 3.3 to 4.1 mijls created. For example, spending on
protecting the vulnerable will create 83 per cemtnaany jobs in 2009Q4 as it will in
2010Q4. That is, this spending will have nearlyataifects in the two periods.

The estimates suggest that 30 per cent of thegmdated will be in construction and
manufacturing, even though these industries emptdy 15 per cent of all workers. The
other two significant sectors that are dispropodiely represented in job creation are retail
trade and leisure and hospitality (mining is aksoresented disproportionately, but employs
less than 1 per cent of all workers). Constructimanufacturing, retail trade, and leisure
and hospitality all employ large numbers of low-damiddle-income workers whose
incomes have stagnated in recent decades and wieo dudfered greatly in the current
recession. Summing across industries suggestshihaotal number of created jobs likely
to go to women is roughly 42 per cent of the jotesated by the packade.

If the same relationship between movements in dvenamployment and movements
in workers working part-time for economic reasomddh for the effects of the recovery
package, the program will allow about 1.8/2.3 tirBes million, or 2.7 million, workers to
move from part time to full time. It will reducedhunderemployment rate by more than
three percentage points compared to its levelératssence of the recovery pack&ge.

Others have argued that with limited multipliereeffs of tax cuts for households and
firms and delay in the multiplier effects of fedeaad state government spending, much of
the impact on growth in 2009-10 will come from autdic stabilizers such as
unemployment benefits, food stamps, Medicaid, aadsfers to states. Therefore, the
stimulus should have allocated higher spendingutonaatic stabilizers, transfers to states

% Christina D.Romer, Feb 27, 2009, Fiscal Stimulire- likely effects of the ARRA, Economics
Wayne Marr
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M Romer and Barenstein, The Job effects of AmerRanovery and Reinvestment Plan, Jan 10,
2009
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and payroll tax cuts and cut back spending on gowent projects that have high short-run
fiscal costs but impact growth only in the long.flin

On a quarterly basis, many households will recéivecredits from tax filing, some
shovel-ready infrastructure projects will startte federal and state levels, and states will
use federal transfers to fund immediate needs wcatbn, Medicaid, transport and
unemployment benefits — these factors might temijprboost spending in Q2 and Q3
2009 before the economy wears off again starting2Q@9. In fact, a similar trend was
witnessed in Q2 2008 when tax rebates temporaoibsted consumer spending, retail sales
and leakages via imports, before the economy fethe cliff in Q3 2008. The US treasury
had distributed in early summer 2008 tax bonusesrafind 120 billion $. However, the
citizens have saved more than 75 percent of ttokguge. The effect on total consumption
is nearly evaporated by now because the consunames dicted in a sensible way. They
have run into much too high debts during the tifneh@ap money.

In 2010, as jobs losses and bank write downs comtandhome pricekeep falling
GDP growth and private demand will remain sluggishd though the amount of stimulus
and its impact on growth will be relatively highier2010 than in 2009, it might still be
insufficient if financial sector woes and consumecession worsen. As a result, another
stimulus package by late 2009 or early 2010 may nede announced.

The extent of job creation estimated by the adrvation might also be optimistic
since the boost to consumer spending and investefitms due to the stimulus will be
limited in 2009-10. The extent to which the unemgplb from finance, retail, professional
services and even high-value manufacturing can movthe construction, energy and
health care sectors is also limited in the shartiteJobs in renewable energy, green
technology and the technology sector will be creédtethe later years subject to investment
in these sectors and labour training. Servicesabedunted for a large share of job creation
in recent years will continue to shed jobs at dfggce while lay-offs in corporate, finance
and manufacturing (exports) sectors will remairvaied. In fact, RGE Monitor expegtso
lossedo reach close to 3 million in 2009 while lay-offéll continue through early 2010 as
consumer spending remains sluggish, and firms uesire and cut costs. Thus the
stimulus, at best, might slow the pace and scallywbffs rather than prevent them all
together or restart hiring.

The Congressional Budget Office estimates thatstimulus package will raise the
fiscal deficit by $185 bn in FY2009 and by $399ibnFY2010. RGE Monitor forecasts
that the need for another stimulus package andsfémdthebanking sectomwill push the
fiscal deficitto over $1.6-1.8 trillion in FY2009 (already $568 lm FY Oct 2008-Jan
2009) and will keep it over a trillion even in FYRD®

In fact based on trade and investment effects Maffiolf argues that US rescue
efforts need to be big enough not only to raise afeinfor US output but also to raise
demand for the surplus output of much of the rdsthe world. Given the persistent
structural current account deficit, how large desfiscal deficit need to be to balance the
economy at something close to full employment? Asmg, for the moment, that the
private sector runs a financial surplus of 6 pemtoaf GDP and the structural current
account deficit is 4 per cent of GDP, the fiscafiale must be 10 per cent of GDP,

" Ibid

S Arpitha Bykere, Feb 22, 2009, U.S. Fiscal StimuRmckage: Little Bang For Buck? RGE
Analysts' EconoMonitor
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indefinitely....And to get to this point the fisdabost must be huge. A discretionary boost
of $760bn (€570bn, £520bn) or 5.3 per cent of GOt enough’

Likely effects in the Euro area

The German experience with fiscal stimulus is netyvencouraging. For instance,
Germany fell flat on its face with its expendityyeogrammes in the 1970s. Government
debt started to grow at unprecedented rates, dottunately unemployment increased in
parallel.

The old Keynesian argument that stimulating demariomes of crisis is necessary to
reduce current account imbalances for instanceimitie euro area may be short-sighted.
The cumulated loss in Italian and other euro acestries’ competitiveness has become so
severe that its negative effects could no longerotiset by the housing boom which
anyway came to a drastic end in the wake of thenfral crisis. Again, this is evidence of a
further case in which a significant lack of compeginess simply cannot sustainably be
cushioned and covered by stimulating domestic demanstead, it can be shown
empirically that structural reforms in weaker earea countries are on the agenda more
pressingly than ever. This argument can be gemedhfior several other euro area member
countries as, for instance Portugal and Greecelated,on, also Ireland and Spain.

Likely effects on China

As the global financial crisis worsens, fears ogesharp economic downturn in
Mainland China have heightened. The authoritieehalled out a series of measures to
mitigate the adverse impacts of the financial sri€dn the fiscal policy front, the central
government announced in November 2008 that a sisnphickage of RMB4 trillion yuan
would be launched during 2009-2010, with most effimds targeted at infrastructure. The
economic outlook for the Mainland economy hingasically on the effectiveness of this
package, since it is unlikely that the externaliemment will provide much stimulus in the
coming year?

Analysis using the IO-table shows that the fis¢ethglus of RMB2 trillion yuan in
2009 could lead to a direct increase of close tadBRM trillion yuan of output, implying a
fiscal multiplier of around 0.84. Further analysfghe labour income generated by such an
increase in output shows that the fiscal packag#dqootentially generate 18 million to 20
million new jobs in non-farming sectors, dependimghow the fiscal spending is allocated
across sectors. The impact seems large, but diplaorkers might incur costs in moving
into sectors that require new skills. Policy measuhat facilitate such transition would
help to make the fiscal policy more effective ib reation’?

The effectiveness of the fiscal stimulus hinges aoly upon the production and
employment structure of an economy, but also up®myiclical conditions, the exchange

76 The Aftermath of Financial Crises, December 2008ww.economics/harvard.edu/
faculty/rogoff/files/ Aftermath.pdf, Banking CriseBecember 2008, National Bureau of Economic
Research Working Paper 14587, December 2008, wvenaty; Prospects for the US and the
World, December 2008, www.levy.org

& Angsar Belke, Should Fiscal policies be coordidatea time of crisis

8 Dong He, Zhiwei Zhang and Wenlang Zhang, 9 Mar6b® How large will be the effect of
China’s fiscal- stimulus package on output and eymlen? Hong Kong Monetary Authority,
Working Paper 05/2009
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rate regime, its openness and other factors. Omulations using the IMF Global
Integrated Monetary and Fiscal model, which haslmadibrated by us for the Asia-Pacific
region, show that while the fiscal multiplier ontput ranges between 0.80 and 0.84 in the
short run, it is about 1.1 in the medium run unther current cyclical background of a
significant global economic downturn. The distinatibetween the short term and medium
term effects is important for the discussion ofésenomic outlook in 2008’

Second order effects through trade and protectionis m

While fiscal stimulus packages are mainly domebiadriven, they have spawned a
profusion of special interest groups seeking spefgals from the government. This has
fuelled global concerns over protectionism. Theran unclear approach to "picking losers"
who should benefit from proposed bailout measuidsst packages identify sector
strategies as the only urgent priority and propbse significant state resources be made
available to those sectors, along with acceptaetetracasures and appropriate incentives. It
further speaks about the need for tax relief tadjet firms in distress.

Moral hazards may arise if the government interdesgstematically as an equity
holder to protect a few large firms. The firms, em@iled out, are likely to take less care in
their decisions, which may render them less wodfhlyailout. The risk of picking losers is
heightened by the fact that the effect of the ¢redinch differs among firms. A scheme to
provide selective support may end up subsidisiemall group of large companies that are
relatively well placed to weather the downturn,tla¢ expense of smaller firms with
shallower pockets, and taxpayers.

The capacity of the government to identify wortlecipients and ensure taxpayer
money is not wasted is relatively limited. A moileely outcome is that the most powerful
and best organised will capture the lion's sharngffunds available. Therefore, care must
be taken in designing interventions so that anyipion of public funds or guarantees is
open to many firms across all sectors, to avoid prditive distortions. The terms under
which such arrangements are proffered should berméted upfront and made available
for public scrutiny.

The trade measures identified in fiscal stimuluskpges are loosely specified. The
backing given to increasing tariffs would reducenpetitive pressures at a time when the
currency is depreciating, thereby providing moretection. Furthermore, exports around
the world are collapsing, reducing competitive neagpressure. While tariff increases may
not violate World Trade Organisation (WTQO) commitrtg if not raised beyond WTO
ceilings, they would run against the need for systelly significant economies not to
resort to protectionist measures.

Generally fiscal stimulus packages advocate sthemyhg preferential procurement in
the domestic markets. Many developing countriestim®@ this, and are not a signatory to
the relevant WTO agreement. The "buy America" @aus the US stimulus package
overlooked the fact that the US was within its Wiiights, though because it shields firms
from competitive pressures, a time limit on suchaswuges is required. Otherwise
entrenched interest groups will build up. Develgpiountries with a narrow tax base and
escalating social expenditures, could find it eveore difficult to sustain an ambitious
procurement policy for long.

8 hid
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5. Case studies

Japan’s experience with fiscal stimulus packages in the 1990s

During that “lost decade”, Japan's government veatg aggressive in implementing a
fiscal stimulus. In 1991, public debt represent@gércent of the country’s GDP. By 2002,
it had increased to about 140 percent—that 80 peroerease in government debt over a
period of just 11 years implies a very large ang/ wecisive stimulus of 7 percent of GDP
per year. Yet, Japan did not get out of the criEiiss was because people chose to increase
saving, which mitigated the effects of governmemanrsling.

The relevant lesson from Japan’s experience is:ae&n if governments around the
world agree to implement coordinated fiscal stilsupackages, there is still the issue of
whether these fiscal programs will increase aggeedamand enough to offset the excess
capacity that has been built up during the 200>@ble. It seems that if public spending
delivers higher levels of investment and ratior@r®mmic agents believe that their income
will not be taxed for repayment in the future, Rieardian equivalence effect will not exist.
If policymakers can design a system that allowslipydrojects and programs to generate
enough returns to repay themselves, the chanagcoéss is high.

China’s economic stimulus of 1998-2002 is an exampl e of a successful
fiscal policy strategy that enhances growth by targ eting binding
constraints of growth

It illustrates the possibility of combating deftati effectively while overcoming the
Ricardian equivalence problem. The Chinese econentgred a period of deflation for
nearly five years at the end of 1997. In the miofsthe Asian financial crisis, China’s
neighbours all depreciate their currencies withrgleeonomic slumps in Indonesia, Korea,
Malaysia, the Philippines, and Thailand. There Wweavy deflationary pressure on China,
with many economists advocating a parallel deptietiaof the RMB. Instead, the
authorities decided to hold the exchange rate gtemttl to orchestrate a very large fiscal
expansion, 1998-2002. The Government issued amatstii RMB 660 billion in bonds
specifically to finance infrastructure—which mayhanduced a total of four times more
of bank loans, private and local government investimAs a result, China went through a
deflationary period whilst at the same time stitording an average growth rate of 7.8
percent—the highest in the world at that time. Mionportantly still, most of the projects
in the stimulus package were targeted to the releébottlenecks to growth. Examples of
these include the highway system, port facilittelgcommunications, and educatfoimhe
Chinese economy got out of deflation in 2003; agerannual GDP growth rate increased
from annual average of 9.6 percent in 1979-20020t8 percent in 2003-2008. The high
growth rate led to an increase in government reeewhich allowed public debt to decline
from about 30 percent of GDP in the 1990s to aBOuytercent in 2007.

8 1n 1998, China only had 4,700 kilometers of highwalyith the fiscal stimulus, the highway
system increased more than five times in five years
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The way to break the constraint of Ricardian Equiva  lence is therefore
to invest the fiscal stimulus in projects and progr ams that release
bottlenecks to growth

When examining the impact of fiscal stimulus, itimgportant to note that public
investment has the highest short-run multiplierx Tats on the other hand are likely to
have minimal multiplier effects (Only about 15 pant of the 2008 tax rebates in the US
led to additional spending) particularly in the current environment, as ligtydi
constrained households save a proportion in aaticip of future tax rises. Despite this
fact, recent stimulus packages in developed casjtsuch as the United States, the United
Kingdom and Germany, have allocated a significanpertion of funds to tax cuts. This
inefficiency reflects, not only the lack of so-@all“shovel-ready” projects that can be used
for quick injection of demand, but also the facattin matured high-income countries,
much of the critical infrastructures already existss therefore hard to find “bottlenecks”
impeding developed country growth. As a result, ynamjects, such as those in which the
Japanese government invested in the 1990s, woutd inuvease growth potential.
Therefore, the effect of Ricardian Equivalence #thaoot, therefore, be dismissed in
developed countries.

Developing countries have more of the type of proje cts that remove
bottlenecks to growth than developed countries

High-return shovel ready opportunities may be kditn developed countries where a
large share of effective investment and consumpdiemands have already been realized
under the market system (especially thanks to #sy eredit in the previous years). By
contrast, they tend to abound in developing coestriClearly, some fraction of fiscal
resources must be injected in developed counthiasdre the epicenter of current crisis.
But the main policy objective should be to creagendnd as quickly and efficiently as
possible. This can be done by channelling investrtervhere it can be most effectively
utilized and by investing in the developing wotldfrastructure investment, both domestic
and regional, can generate strong forward and backdwnkages with other sectors and
facilitate growth and further investment in traglitally poorer areas of the population. The
importance to growth of infrastructure is all thenm acutely felt in developing countries
due to the binding constraints it imposes on bissine

6. Ballooning deficits and fiscal stimulus
packages make long term effects uncertain

Another key factor to consider is that many govesnta are already contending with
ballooning deficits and sharply falling tax revesueeven as they launch aggressive
spending and tax-based fiscal stimulus programs Emst and Young study urges
companies to recognize that these same governmdéhtsoon have to find a way to pay
for the tax relief and other stimulus they are img.

For example, in its recent budget announcementUthited Kingdom presented a
series of significant income tax increases geamsatd high earners, signalling an
increased focus on reducing their budget deficindghry, which has generally taken a
more conservative approach to fiscal stimulus dubdudget challenges, is preparing to
increase its value-added tax from 20 per cent tpe&25cent, while also introducing a series
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of personal income tax rate reductions as it sh#tfocus toward taxing consumption more
heavily than incom#.

Fiscal stimulus packages would result in an in@éagovernment debt. To the extent
that people hold their wealth as government boatteer than in a form that can be used to
finance private investment, the increased debt evterid to reduce the stock of productive
private capital. In economic parlance, the debt ldderowd out” private investment.
(Crowding out is unlikely to occur in the short runder current conditions, because most
firms are lowering investment in response to redutemand, which stimulus can offset in
part.) The Congressional Budget Office of the Uhiftates works on the basic assumption
that, in the long run, each dollar of additionabderowds out a third of a dollar’'s worth of
private domestic capital (with the remainder of tise in debt offset by increases in private
saving and inflows of foreign capital). Becausainfertainty about the degree of crowding
out, more and less crowding out could affect tmgdoun effects of fiscal stimulds.

The crowding-out effect would be offset somewhatdtlger factors. For example
spending on infrastructure, such as improvementsdds and highways, might add to the
economy’s potential output in much the same way fhevate capital investment does.
Other provisions, such as funding for grants taease access to education, could raise
long-term productivity by enhancing people’s skilknd some provisions would create
incentives for increased private investment. Foangple, increased spending for basic
research and education might affect output onlgradt number of years, but once those
investments began to boost GDP, they might payowéfr more years than would the
average investment in physical capital (in econoteions, they have a low rate of
depreciation). Therefore, in any one year, themtigoution to output might be less than
that of the average private investment, even if theerall contribution to productivity over
their lifetime was just as high. Moreover, althougbme carefully chosen government
investments might be as productive as private invest, other government projects would
not be so, particularly when rapid disbursal oftdisstimulus packages is a political
compulsion. The response of state and local goventsnthat received federal stimulus
grants would also affect their long-run impact;gb@overnments might apply some of that
money to investments they would have carried oyway, thus lowering the long-run
economic return on those grants.

Several European governments such as Germany leaitated to use fiscal stimulus
measures because:

Demands for favoured measures by various intersmipg would be difficult to
contain,

The goal of achieving long-term debt sustainabiliyuld be set back?

It has taken several years of consolidation efffotsGermany to reach a budget
balance in 2008. This, in turn, has required bngdh policy and political consensus on the
need for fiscal discipline. While critics of Germhasitation saw in Germany a fiscal space
that needed to be used, German authorities savikigtlg erosion of a fragile political
consensus and the loss of momentum in their goddlof sustainabilit§

82 Ernst and Young, 2009, op.cit
8 CBO, Jan 2008, Options for Responding to ShortlEconomic Weakness, CBO, Washington

84 The German fiscal stimulus package in perspectMlma Carare,.Ashoka Mody Franziska
Ohnsorge , 23 January 2009
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Table 3: Initial conditions and fiscal stimulus in G20 countries

Initial Spending in 2009 Total size of stimulus
conditions

Country Gross Fiscal usD % of 2008 Tax cut USD (bn) % of 2008 Tax cut

public debt  Balance as amount GDP share GDP share

as % of % of 2008 (bn)

2008 GDP GDP
Argentina 51 1.7 4.4 1.3 0 4.4 1.3 0
Australia 15.3 0.3 85 0.8 47.9 19.3 1.8 412
Brazil 40.7 N/A 51 0.3 100 8.6 05 100
Canada 62.3 0.1 23.2 1.5 40.4 43.6 28 45.4
China 15.7 0.4 90.1 21 0.0 204.3 4.8 0.0
France 64.4 2.9 205 0.7 6.5 20.5 0.7 6.5
Germany 62.6 0.9 55.8 1.5 68 1304 34 68
India 59.0 -4.2 6.5 05 0.0 6.5 05 0.0
Indonesia 30.1 -1.3 6.7 1.3 79.0 12.5 25 79.0
Italy 103.7 2.7 4.7 0.2 0.0 7.0 0.3 0.0
Japan 170.4 -3.1 66.1 14 30.0 104.4 22 30.0
Korea 27.2 0.9 13.7 14 17.0 26.1 27 17.0
Mexico 20.3 0.0 1.4 1.0 0.0 11.4 1.0 0.0
Russia 6.8 6.2 30.0 1.7 100.0 30 1.7 100.0
Saudi Arabia 17.7 11.2 17.6 3.3 0.0 49.6 94 0.0
South Africa 29.9 0.2 4.0 1.3 0.0 7.9 26 0.0
Spain 38.5 24 18.2 11 36.7 75.3 45 36.7
Turkey 37.1 -15 0.0 0.0 N/A 0.0 0.0 N/A
UK 472 4.8 379 14 73.0 40.8 1.5 73.0
USA 60.8 -3.2 268 1.9 44.0 841.2 59 34.9

Source:IMF/CIA Factbook, Various news sources and calculations by Eshwar Prasad and Isaac Dorkin, 2009, op.cit

Table 3 also shows that only some of the G20 c@mmirhich collectively account for
over 90 per cent of the global GDP and global fistemulus packages have the fiscal
space to launch aggressive fiscal stimulus paclkaggrammes. Only Australia, China,
Russia and Saudi Arabia have sound fiscal positidast of the others are running deficits
or have precarious fiscal positions and hence winttithese packages unsustainaffle.

In terms of government deficits and their impacts the overall space for
expansionary policies, the picture in Asia is mix€tina, Indonesia, the Philippines and
Thailand are in a strong overall fiscal positiondih and Malaysia had higher fiscal
deficits, but because of large reserves and cuaetdunt surpluses, they too had fiscal
spac€’ Reserves fell sharply in Pakistan (where they steelll below 10 per cent of GDP

8 Eeshwar Prasad and Sorkin, op.cit

87 World Bank: Weathering the Storm: Economic PoliRgsponses to the Financial Crisis
(November 2008).
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prior to the onset of the crisis), ultimately rasg in a US$7.6 billion IMF loan to the
country to shore up the financial market. In Canidockliance on overseas aid to finance a
guarter of its national budget has restricted thaveBhment’s ability to provide fiscal
stimulus®

Most Asian economies entered the crisis with laggerves and relatively low levels
of foreign and domestic debt. In mid-2008, mainl&tdna had one-quarter of the world’s
foreign exchange reserves — an astounding USdilli@ntior more than 50 per cent of the
country’'s GDP. As a share of GDP, many other Agaanomies entered the crisis with
very sizeable reserves: Singapore (105 per cerdlaydia (65 per cent), Thailand (40 per
cent), Viet Nam (28 per cent), Republic of Koreé& (&r cent), India (25 per cent), the
Philippines’ (22 per cent), and Indonesia (13 partt *Several countries were adversely
affected by the economic crisis. The Republic ofd&’s fell by approximately 25 per cent
from the high reached in March 2088 Malaysia’s reserves declined by 16 per cent from
September through November and Indonesia’s dechgetearly 14 per cent over the same
period, though the situation stabilized in Deceniber

Investors are betting the EU has 20 per cent ehahbdreakup due to deficits “The
bond yields of some European nations surged asrigmenmts planned to sell record
amounts of debt in 2009 to revive economies batténe the global recession. The 11
biggest economies in the euro region will incregeeernment debt issuance this year by
about 26 percent to 1.05 trillion euros ($1.38litrl) from 830 billion euros in 2008,
London-basedRicardo Barbieri-Hermitte head of European rates strategy at Bank of
America Corp., wrote in a report last month. Hisdeficits will reach 11 percent in
Ireland, 6.2 percent in Spain and 3.8 percent geGe this year, according to ING.

"Chile may be the next Latin America country t@ taternational debt markets,
borrowing as much as $600 million, Leos said. MexiBrazil and Colombia have sold
foreign bonds in the past two months. Chile andiPeay issue debt before the end of the
first quarter, Leos said.

Chilean Finance Minister Andres Velasco said on 8ahe government plans to issue
its first foreign bonds since 2004 to help fundszdl stimulus plan. Peru may sell about
$600 million in 30-year bonds, former Peruvian Ricex Minister Luis Valdivieso said Jan.
15.

Brazil, which sold $1 billion of 10-year bonds c&nJ 6, may tap international bond
markets at least three times this year, Leos said.

ING Groep NV estimates foreign bond sales may@&eercent to a four-year high of
$65 billion in 2009 as developing countries seefinance deficits and replenish foreign
reserves after the financial crisis sparked camtaflows and drove down commodity
prices.*?

8 baniel Ten Kate: “Cambodia keeps tax breaks agap® of cash prevents stimulus”, Bloomberg,
26 January 2009

8 Source: IMF: International Financial Statisticslioe (2009).

% william Sin: “South Korea’s Foreign Reserves Rise$201.2 Billion”, Bloomberg, 5 January
20009.

1 Source: Official central bank websites as citedLi® Regional Office for Asia and the Pacific,
op.cit .

92 Angsar, op.cit
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The fiscal stimulus will not provide insurance awgifurther confidence loss unless it
is firmly anchored in a credible medium-term coidation strategy aimed at safeguarding
fiscal sustainability. As such, the most important lasting outcome of the new stimulus
package may well be the introduction of a new defigle to improve long-term fiscal
sustainability. The new rule would require that greposed structural budget deficit not
exceed 0.5 per cent of GDP.

Countries such as China would have more fiscalespar stimulus. However China'’s
GDP is only 6 per cent of the global GDP. This wdbuhply that even a 13 per cent
stimulus of 6 per cent would be negligible in gloteams.

7. Conclusions

There is mixed evidence on the effectiveness offistimulus packages in generating
employment and output gains in a recession. Howeeerin issues have to be kept in
mind when administering a package. A fiscal stimulshould be timely (as there is an
urgent need for action), large (because the dropldmand is large), lasting (as the
recession will likely last for some time), diversd (as there is uncertainty regarding which
measures will be most effective), contingent (tigate that further action will be taken, if
needed), collective (all countries that have tkedi space should use it given the severity
and global nature of the downturn), and sustain@blavoid debt explosion in the long run
and adverse effects in the short run). The chatlesdo provide the right balance between
these sometimes competing goals — particularhgelaand lasting actions versus fiscal
sustainability.

However, in deciding whether to use fiscal policguntries must also pay attention to
the fiscal space available and to the credibilitthe fiscal authorities. Some countries have
financing constraints — either high borrowing costdifficulties in financing deficits at
any cost, while others are constrained by highléegEdebt. In addition, it is important to
emphasize that while fiscal and monetary policy kealp support demand in the short run,
these tools have limitations and should not be &tws a substitute for dealing with
financial sector issu€s.The importance of a clear commitment to long-risndl discipline
by countries wishing to engage in short-run disoretry fiscal stimulus cannot be
overemphasized. In the absence of such a percaggunitment, expansionary fiscal
actions can lead to increases in long-term rearést rates, which tend to offset the
stimulus effects on GDP of the fiscal actions. Ttomcern about long-run sustainability
and the associated credibility of the fiscal authes is all the more important in today’'s
circumstances, where many countries face longer-fiiscal issues related to an aging
population, such as expenditures on medical cam@,tle fiscal pressures generated by
measures necessary to deal with the current anigiee financial system.

There are two major problems with fiscal stimul@chkages: first, most developing
countries are constrained by either fiscal spatandrforeign exchange reserve.

Developing countries might not be in the positi@anitplement counter-cyclical
policies. Many low-income countries entered theenircrisis with fiscal deficit because of
the fuel and food crises, which had led them ta@dase subsidies. Their fiscal position is
already weak. Moreover, an estimated one-third edfetbping countries currently have
large current account deficits of 10 percent ofrtl&DP. (see Table 3)Those fiscal and
foreign exchange constraints bring into questioa feasibility of the fiscal stimulus
policies currently proposed or implemented elsewher

% IMF, 2008. Op.cit
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Second, developed countries are constrained bRittaadian Equivalence.

Developed countries are less constrained by fispalce or foreign exchanges.
However, questions about the effectiveness of tieial stimulus packages usually arise
from two issues. One is whether a large multigliem public spending ever exists and one
is whether such multipliers are subject to dimimghreturns. Contrary to Keynesian
theory, proponents of the so-called Ricardian egjaivce point to the fact that households
tend to adjust their behaviour for consumptionauirsg on the basis of expectations about
the future. Any fiscal stimulus package is thercpafed as immediate spending or tax cuts
which will need to be repaid in the future. In swgtuation, it is conceivable that the
multiplier could be less than 1, with the GDP seengiven so that an increase in
government spending does not lead to an equalimisether parts of GDP. Whilst
scepticism, based arguments of Ricardian Equivalefmout the effectiveness of fiscal
stimulus packages is inspired by theoretical mtikd relies on stringent assumptions, it is
also clear that tax cuts or spending programs &edrthrough borrowing will eventually
have to be paid.

However in a globalised world fiscal stimulus pagés of one country can affect
demand in other countries through trade and investm/Nhile government procurement
and fiscal stimulus packages seek to interfere wgtms of trade of nations, ultimately
equilibrium will be established around the averpgtential of the country as was stated in
the introduction. To determine these effects soareerpl equilibrium analysis which takes
account of trade and investment linkages woulddelad. While this is clearly beyond the
scope of this paper, such an analysis which baitdglobal supply chains of products and
services is required.

% See G. Francesco and M. Pagano, “Can Severe Estatactions Be Expansionary?—Tales of
Two Small European Countries,” in: O.J.Blanchard & FischerNBER Macroeconomics annual
1990 Cambridge, MA., MIT Press
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