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“Public deficits and debt [...] have ballooned in tlhest three years for one
simple reason — the big banks at the heart of aoanicial system blew
themselves up. [...] No one forced the banks todak& much risk.”

Simon Johnson, January 2011

“There is a meaningful risk that the eventual cast the [banking]
recapitalisation effort could considerably excedt tgovernment’'s current
projections.”

Moody’s explaining the downgrading of Spain’s ctedting, March 2011

“The central thrust of the current proposals iseéwert downward pressure on
wages; and to interfere in collective bargainindnig austerity is deflationary,
unfair, and socially regressive. [...] Lest we forgetvas not pay — and labour
markets - which caused this crisis.”

Letter of John Monks (ETUC) to the EU Heads of &aMarch 2011

INTRODUCTION

1. In the second quarter of 2010 the policy conserd the OECD, IMF, the European
Commission and in many G20 Finance Ministries sHifrom support for the global demand
in the wake of the recession to giving priority near term reductions in fiscal deficits,
primarily through major reductions in public expé&ace. This shift was not brought about by
changing forecasts in private sector economic giiv most of the OECD area, but rather by
a panicked reaction to the bond market jettisormh@reek sovereign debt and the fear of
contagion to the whole of the Eurozone.

2. This shift in policy was based on a rudimentagsessment of the causes and
dynamics of the crisis. The priority became a réidac in sovereign debt through
unprecedented budget austerity programmes, the obsthich will be borne almost entirely
by workers and their families: cuts in public sees and in social protection, regressive tax
reforms, and downward wage flexibility. At the satimee, the much needed re-regulation and
downsizing of the financial sector, which triggerd crisis in the first place, was either
scaled back or was postponed to “better days” whigkn the current economic prospects
might take many years to materialise.

3. The risk is not only that the shift in policyspmnse will be ineffective in restoring
growth; it will actually lay the ground for the rtegrisis. The crisis was triggered by the
behaviour of lightly regulated and globalised fio@h markets, which dominated the real
economy rather than being its servants; but theldorental cause was the unsustainable
model of growth of the 1990s and 2000s which fekltesing inequalities and excessive
leveraging. The current OECD-IMF “consensus” wilnply replicate those trends; it will
create further inequalities.

4, From a trade union perspective the OECD-IMF gaolresponse is ineffective,
inconsistent, and ultimately dangerous:

3/32



* It is ineffective because it ignores the very caustthe crisis: the combination of
rising inequality, excessive leveraging and de-&tn of the financial sector.

* It is inconsistent response because IMF and OEQierex are aware that the most
effective way to deal with the unsustainable risesavereign debt is to put an end to
the unhealthy flirt between private sector finaaoel government balance sheets. The
suggested response ignores that priority. Insteadnly policy “deal” on offer is to
immediately accept austerity measures with immededfect that will hit working
people directly, in return for some vague promsedform the financial sector in a
distant future.

» It is dangerous because the fiscal consolidatiarkgges currently being introduced
may have lasting consequences on OECD societigsrnms of income and welfare
distribution. It may also have political implicati if fiscal policy is taken out of the
hands of democratically accountable institutions.

Nota bene: which “OECD-IMF Response”?

5. To characterising the “Response” by the OECD Ifid to the crisis is no doubt a
simplification. This paper draws on a selectionQECD and IMF flagship publications,
considered to have had a significant influence aveghments, ministries of finance, and the
broader community of economic and financial commatms. For the OECD these include
articles published in the “Financial Market Trendgmi-annual publication (OECD 2010acde
& OECD 2011a), chapters of the semi-annual “Ecomo@utlook” publication (OECD
2010b) and the Going for Growth annual publicaf@ECD 2010m & 2009c). As for the
IMF, the paper draws on the series of “Fiscal MamitWorld economic and financial
surveys” (IMF 2010abc).

6. Comments and statements made in the media lpugaDECD and IMF officials and
which run counter to this consensus have not beeantinto account, as they may not always
coincide with the key policy messages. This mayegev slightly biased and perhaps
excessively negative view of the OECD and the IMFso far as such individual public
comments by key figures (as well as research andimg papers) may anticipate more
profound policy changes within the institution. Omay e.g. hope that recent statements by
the IMF Managing Director in favour of greater codrece with the ILO and a “holistic
approach” to recovery that would focus “not only siandard macroeconomic and financial
policies, but also on job creation and social prtoe™ will eventually shift from words into
action.

THE LOOMING SOVEREIGN DEBT CRISIS

7. According to latest OECD projections, the OECDRGgrowth should reach 2.3% in
2011, including 1.7% for the Euro area, 2.2% fa t5, 1.7% for Japan (OECD 2010b). The
IMF (2011c) foresees a two-speed “recovery”: slaggwvithin the Eurozone (1.5%), big and
quick in emerging economies (6.5%), roughly in ledw for the US (3%). The term
‘recovery’ is inappropriate. In previous economiecessions US employment typically

! http://www.imf.org/external/np/sec/pr/2011/pr112h
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dropped by 3-5% and then returned to pre-crisielleafter 1-2 years. In 2009-2010,
employment fell by 6% following Lehman’s’ collapse2008 and still is 5% down from pre-
crisis level after 3 years (IMF 2010a). The unemgplent rate across OECD will remain at a
high 8.1% level in 2011, compared to 8.3% in 2048 &§.7% in 2007 (OECD 2010b). The
feeling of economic insecurity has spread acrossieBes. From a working family
perspective, this ‘recovery’ looks increasinglyelit continuing recession.

8. The mere term recovery is also a misnomer, wirenconsiders the current state of
financial markets and that of government debt ntark€he massive bail-out the financial
sector in 2008-2009 has led to an equally massarester of debt from the private financial
sector onto the government and taxpayers’ balaheets. This is a lose-lose situation. The
bailouts came at a heavy price for government atdlig not save the financial system. “We
are in a period of significant uncertainty for firegal stability” says the IMF (2010b). For the
OECD (2010a), OECD governments have to face “iniarhg of sovereign and banking
risk”, notably in the Euro area; they have to sit@okously manage sovereign and banking
balance sheet restructuring, reforms to the regrmlaand supervisory frameworks of the
financial system, and insufficient access of thed ezonomy to credit financing; this, in turn,
affects economic growth.

Worsening conditions leading to riskier debt comtams

9. Government debt across OECD economies has loaging since 2008. Total OECD
(2010d) central government debt should reach USBtBBy the end of 2011 (EUR22.2tr or
71.7% of GDP), general government debt (i.e. céntogal and other public liabilities)
should reach 100% of GDP. Compared with 2007, ©©&CD government debt will rise by
+30% GDP points by 2012, which according to the OE2010b) is more or less in line the
most “severe banking crises” between 1980 and 20086é.number of OECD countries with
over 100% GDP debt levels will increase from 3 befine crisis to 8 in the coming decade,
while the number of countries with debt levels ab80% GDP should more than double. The
main cause of this in most of the OECD economiasstegn the collapse of growth and hence
tax revenues as a result of the recession — nlligate spending.

Figure 1. Total OECD central government debt 19992 (in USD trillions)
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10. At face value, the upfront cost of bailing dbé financial sector and the stimulus

packages that were hastily designed and implemeant&f09 represent a minor factor in

explaining the debt increase. As shown in the gkagbw and reported by the IMF (2010c) of

the 39% points of GDP increase in the debt ratrossc G20 OECD economies, about two-
thirds is explained by revenue weakness and thenf&@DP during 2008-09 (+19.2% due to

loss in tax revenues and +7.5% due to the risentierest rates and debt service). Fiscal
stimulus packages including lending operationsuggpsrt the real economy (students, SMESs,
car purchasing, etc.) have accounted for a fifthilemirect support to the financial sector to
less than 10%.

Figure 2. Sources of the +39.1% of GDP increas&+20 OECD sovereign debt 2008-15

Fiscal stimulus, 4.5%

Financial sectc

support, 3.2%
Revenue loss, 19.2%

Lending operations, 4
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2010-2015, 0.7%

Growth in interest rate
2008-2009, 7.5%

Source: IMF 2010c

11. Not all OECD economies are affected in the savag. Debt growth should be

reverted by 2013 in about half of OECD economiesdiould continue to rise for another
third. Debt levels in Canada, Korea, Sweden andzZewand in particular should actually
start decreasing in 2011. The OECD expects deloisrad continue increasing beyond 2012-
2015 for Ireland, Greece, Spain and to reach +4@%&pared to pre-crisis levels) for the US
and +70% GDP for Japan by 2025. By contrast, the (RD10a) expects debt ratios of non-
OECD emerging economies to “resume a downward trasearly as 2011.

12.  The post-crisis rise in government debt has ompanied by changes in debt
issuance and composition. Under pressure to findmeebail-out of banks that were near
insolvency, as well as the stimulus packages tl&avwed — and all on very short notice -,
issuance conditions have worsened. Several auctiorthe primary markets have been
postponed or cancelled and liquidity pressures (lewel of trading) in secondary markets
have increased. Accordingly the share of short @ebt (i.e. treasury bills, or “T-bills” whose
maturity is below 12 months, typically 3 monthskhacreased compared to long term debt
(treasury bonds, or “T-bonds” whose maturity ofteri0 years). The OECD (2010a) reports
that “in countries with extreme market turmoil, cteons were for some time restricted to T-
bill issuance while T-bond auctions were suspendédtordingly the share of short-term
debt in total grow borrowing needs increased siggiftly from 64.9% in 2007 to 71.1% in
2008 and should stand at 67.8% for 2011.

13. The share of foreign holding in total governtrggbt has also been increasing. This is

not a new trend; foreign holdings have continuoustyeased in the past decade, but the rise
has been more pronounced since 2008. Here too #reramportant disparities across
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countries. Foreign holdings account for approxinyatalf of the US government debt. At the
other end, Japan and Canada rely almost exclusimelydomestic investors. In Europe,
exposure is particularly pronounced where crossvrgucapital flows are exempted from
exchange rate risk, as is the case of the Euro area

14. Increasing reliance on short-term borrowing/anan foreign capital is typically
viewed as vulnerabilities by the markets, becatiggposes to higher levels of market risks,
be it interest rate or foreign exchange risks. Ased by the OECD (2010a) “increased
dependence on short-term borrowing can rapidlyoball future interest costs for debt
rollover, particularly where inflationary expectais are also changing”. The US debt is
particularly exposed to short term obligations. tea third of the US government debt was
due in 2010. By opposition the UK debt has an ayeraaturity that is double that of the US
and ranks highest within the OECD. Accordingly, revié marginal interest rates on
government debt are high, the overall interestsratexd hence the debt service, still can
remain within reasonable proportions if the debuctture leads to relatively long maturity.
Interestingly, Greece has the second longest niataiter the UK and, in theory could still
“buy time” vis-a-vis the markets before the totavgrnment interest bill “becomes too high”
(IMF 2010a). Short term and foreign public debbdisve implications in terms of contagion
risks. Disruption in an individual government bomdrket with substantial levels of cross-
border holdings can quickly spread across econowies prompt herd-like behaviour by
investors (IMF 2010Db).

How reliable is sovereign rating?

15. Sovereign debt ratings — as determined bygatgencies or by the credit default swap
(CDS) markets — have deteriorated considerably agsalt of the rapid expansion of
government debt, and with that interest rate sgrdwe increased. Greece and the other
“peripheral” EU economies have had to pay increggimigher marginal interest rates on
their borrowing. Yet the reliability of sovereigatings has become subject to caution, to say
the least. First, and as noted above, governmemd Becondary markets have faced serious
liquidity problems — investors have been holdingtba bonds, not trading them. For the
OECD (2010a) “the information value” of the yieldree for government bills and bonds has
become “less reliable”; in many instances, theianatesults have served as a proxy for price
discovery. Second, sovereign rating is more comfaexoceed and is inherently less reliable
than corporate rating. Unlike corporations the atellal for a government bond cannot easily
be measured on the government’'s balance sheegrraths to be found in the “the good
standing” of the government in place and in sitwatf market stress its “willingness” to raise
taxes or to cut on public expenditures (OECD 201Ha)ce sovereign rating relies on a good
dose of subjective judgement. The definition of eseign risk itself leads to several
interpretations. It is not necessarily limited be teffective risk of a default on repayment of
loan, for which only longer-term debt sustainabpildriteria would be needed. It can also
encompass short term considerations with regattieéassuance conditions (OECD 2010a).
Third, credit rating agencies (CRA) have come urfiderfor the structural conflicts of interest
generated by their business model — the issuer fpayke rating, not the consumer/investor.
Prior to the 1970s, the CRAs were remunerated bgsitors; that provided for the needed
independence. Since then the CRAs have moved teriggy model which proved to be
much more profitable (OECD 2010n).

16. Equally problematic for the crisis-hit counsris the fact that markets fundamentally

under-rate sovereign risks. This is because madetsand a risk premium — an excess return
— compared to “the risk-neutral rate” and becausé premium is not readily observable as it
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will be function of other factors such as the m&keurrent risk appetite and risk aversion
(OECD 2011a). This problem is particularly true foe CDS markets which are supposed to
measure and reflect the expected risk of defawit.tke OECD (2010a) “the fact that CDS
spreads are influenced not just by economic fundéae but also by market factors of
demand and supply means that there may be timea Wiese indicators give conflicting
messages”. For the IMF (2010a) “CDS spreads, jsisirgy other asset price, depend on the
global level of risk aversion in addition to thewd probability of default of the sovereign”
which “has likely weighed on the price of soveremotection, without implying any relation
to higher default probabilities”. Investor behaviatself can be driven by “rumours”, “fear”
rather than a rational understanding and assessaiette fundamentals. For the OECD
(2010a) the “uninformed or irrational” behaviour mfarkets can in fact have a self-feeding
function in the deterioration of the crisis leadiond‘a self-fulfilling negative outcome”.

The threat of rising interest rates

17. Yet another major concern lies with the evolutof interest rates. In the run-up to the
crisis, long-term interest rates across OECD reathet exceptionally low levels. It was the

period of “great moderation”, a phenomenon that fivas attributed to the deflationary effect

of global trade and investment until it became rclglaough too late!) that it also reflected

under-priced market risks and the creation of rpldtispeculative asset bubbles. In the
aftermath of what was then the “credit crunch” 608, interest rates remained at low levels
thanks to the exceptional interventions by OECDira¢ibanks.

18. For the OECD (2010a&b), interest rates arelite increase in the future. Current
guantitative and credit easing programs may phase while governments will face
“increased competition in raising funds from masKethich in turn will “push the prices of
sovereign debt downs and yields (further) up”. Arge in interest rates in the near future
could well be sudden as a result of changing maekpectations regarding inflation. Higher
rates would increase the financing cost of soverdigpt particularly that of government debt
whose maturity is short, as is the case of the OBGD 2010e). Towards the end 0f2010,
government bond yields across OECD already stéotpitk up as shown in the graph below.
Interest payments have risen concomitantly.

Figure 3. OECD Gross borrowing, interest paymemtd bong interest rates 2007-2011
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Source: OECD 2010d

19. So far, Japan has been a notable exceptidnetaurrent deterioration in sovereign
risks. By the numbers the country’s indebtednessriermous. And yet the Japanese
government bond market has not been disrupted.cbnatry has a high level of private
savings and enjoys a large domestic investor baskiding the largest pension fund in the
world (the GPIF, USD1.4trn in assets). Japanesesiovs finance a large proportion of the
debt and have been willing to do so at extremely {gelds. Only a tiny fraction of the
Japanese debt is held abroad. While the effectheofearthquake and tsunami that hit the
country in March 2011 are still unfolding, it maelvbe that this home bias could reduce in
the future, including as a result of ageing popoilatThe GPIF recently announced that it
would become a net seller of Japanese governmemdsbim 2011 to cover rising pension
benefit payments

THE GOVERNMENT LIFELINE TO THE BANKING SECTOR

20. Profitability of the banking sector has recedepromptly from the credit crunch in
2008. Bonuses in 2010 — reporting on activitiesdemted in 2009 — were close to pre-crisis
levels. Those for 2011 are expected to break newngls. According to the OECD (2010a),
there has never been such a rapid recovery ofdttersin the history of banking crises. An
“enormous amount of restructuring” within banks hegn achieved; the OECD notes that
“fixed costs have been shed and labour costs hagr more flexible; consequently, profits
are improving, despite little change in the togelmevenues”. The recovery also is visible in
terms of asset holdings. According to Simon Johr{201.1b) the largest US “banks are now
bigger, in dollar terms, relative to the finanaggbktem, and relative to the economy, than they
were before 2008. [...] At the end of the third gaaxf 2010 [...] the assets of [the] largest
six bank holding companies were valued at arourfd 64GDP — up from around 56% before
the crisis and up from merely 15% in 1995".

21. However, the recovery appears strictly limitedbanks’ profits. Looking at their
function in the economy — lending to households smdompanies —, the recovery is no-
where near yet. Access to credit has improved weayginally since 2008. Across OECD
economies, small and medium enterprises and evetiesninancial institutions still face
difficulties to fund their activities. According tive IMF (2010b) credit growth may remain
weak in 2011 and accordingly could feed a “negdieslback loop to the real economy”.

22. Both the OECD and the IMF also have doubts alioel true healthiness of bank
accountings. For the IMF (2010b), “structural wesgses in bank balance sheets remain”. Of
the USD2.2tr in writedowns and loan provisions eauBy the crisis between 2007 and 2010,
banks have yet to realise in their accountings sorik$SD550bn. To appease public concerns
and the markets, US and European authorities coedustress-tests” on their domestic
banks in February and June 2010 respectively. TEID has been sceptical at the
methodological validity of these tests, particular Europe. “The stress-tested sovereign
shock” writes the OECD (2010b) “left out the bulkhmldings in the banking book”. OECD
experts are alarmed at the absence of any levesige requirement in Europe and, the
reliance on the self-declaratory approach of theeB# prudential framework (Bankers are

2 World's biggest pension fund may sell Japan bofuispayouts - Global Pensions, 24 February 2011 -
http://www.globalpensions.com/global-pensions/n@®@88756/world-s-biggest-pension-fund-sell-japandsn

payouts
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free to determine their own level of “risk-weighteakssets in calculating regulated capital
ratios). In the US concerns remain with the stidlak situation of households’ balance sheets
and the real estate markets. According to IMF (B)Xktimates, should the US real estate
market experience another “significant” downturr§ banks would need USD13bn in fresh
capital at short notice to meet the 4% Tier 1 commapital ratio under Basel .

The upfront cost of bailing out the bankers

23. Governments have a lot at stake in a prompttiardrecovery of the banking sector.

Since November 2008, they and their central bamake mesorted to exceptional interventions
to help normalise access to credit and maintaireduce interest rate levels. Central banks
have injected massive amounts of liquidity. In B&o area banks still rely extensively on

ECB liquidity support programmes for their wholes&linding (by opposition to corporate

and households deposits). ECB liquidity supporbaats for over 40% of Euro-zone banks’

total liabilities, which compares with circa 25% WS, the UK and Japan (IMF 2010b).

Government treasuries and special purpose govetnfoeds also have purchased large
chunks of ‘toxic’ assets from the banks and hayected fresh equity (though they have
seldom dared exercise the shareholders rightsiassdc

24. Government injections in the banks’ capital #mel repurchase of toxic assets have
helped. As reported by the IMF (2010b) “the average 1 capital ratio in the global banking
system rose to over 10% at end-2009, although mufchhis is due to government
recapitalization”. Inevitably that came at a cast faxpayers. As shown in the table below,
total cost of capital injections and banks’ asseicpases by the UK, US and German
governments amounted to over USD1tr end of 201(.4% of the three countries’ total
GDP. As of June 2010, USD809bn still have to beovered (USD265bn have been
recovered in the form of reimbursement by the baaoksre-sale of the toxic assets).
Considering that the UK, the US and Germany accdont three quarters of G20
governments’ direct interventions, the total costldwide of bailing out the financial sector
between 2008 and 2010 approximates USD1.4tr.

Table 1. Net cost of government bailing out ofltaeks in Germany, the US and the UK

In %GDP Direct support Recovered Net direct cost
Pledged Utilised

Germany 6.8 4.7 0.0 4.6

UK 11.9 7.3 1.2 6.1

us 7.4 5.3 1.7 3.7

Average 7.9 54 1.4 4.1

(end-June 2010)

In USD bn 1549 1074 265 809

Source: IMF 2010a

Rising contingent liabilities resulting from ‘too ig to fail’ regulatory failures

25. Government financial positions have been madesevas a result of the additional
support to the banks in the form of governmentriasce guarantee schemes on bank bonds.
These programmes played a crucial role in fadtitabanks’ access to wholesale funding in
2009. They accounted for roughly three quarter®tail OECD-based bank issuance between
September 2008 and March 2009, and almost entieplaced non-guaranteed issuance in the
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UK during that period (OECD 2010a). Thanks to thesmgrammes, overall issuance of bank
bonds increased significantly, particularly in thi, Australia and in the US — where
issuance almost doubled during that period (OECDD2D

Figure 4. Composition of financial support measure% 2008 GDP
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26.  While government guarantees do not generatenipfost for taxpayers when they are
issued, they do have significant implications ie #alculation of government “contingent
liabilities” which in turn impact sovereign ratingdccording to the IMF, contingent
government liabilities in the UK are equivalené4@o of the country’s GDP and exceed 15%
in France and Germany (IMF 2010a). Should continhgjaebilities materialise — for example
through the spill-over effect generated by an imlial bankruptcy — the impact on sovereign
rating would be significant. To make matters wolthe extraordinary government support
programmes are not to be phased in anytime soarblitPsupport that has been given to
banks in recent years will have to be continuedyssthe IMF (2010a), as long as prudential
capital buffers are not raised “to levels that eaghat banks have adequate access to funding
markets” (IMF 2010b).

Table 2. Largest OECD government bank bond guaeaptegrammes (October 2008 — May
2010)

Total issuance Nb of benefiting Average maturity

(in EUR Bn) banking groups (in months)
USA 248 42 33
Germany 184 11 27
UK 147 14 30
France 128 Not disclosed 33
Australia 110 20 40
Ireland 61 10 30
Netherlands 47 6 46

Source: OECD2010c
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27. Government exposure to the banking sector bghtened with the emergence of the
problems posed by large financial groups considé&oedbig to fail’, and the related lack of

proper regulation and supervision by public autiesi According to a recent US Congress
review, the “most significant legacy” of the TroabAsset Relief Programme is “the moral
hazard and potentially disastrous consequencesiatsb with the continued existence of
financial institutions that are too big to fail” IGTARP 2011 cited in JOHNSON 2011a).

Recent developments in the sovereign credit ratiethodology of Standard & Poor’s show
that these implicit exposures of government to biailkres are now fully captured in both

private banking (S&P 2010) and sovereign rating PS#11).

28. In sum the financial risks borne by taxpayerd hy the bankers have become closely
interrelated. As noted by the IMF (2010b), “the IHeaof the banking system and the
sovereign have become more closely intertwined assalt of the unprecedented public
support for banking systems during the crisis.” sTleads to a re-interpretation of what
sovereign risk means. As discussed above, soveragrhas traditionally been associated
with the risk that a government “unable or unwilito meet its financing needs and payment
obligations, will default on its debt”; a definiiandeed appropriate to the debt crises that hit
emerging economies in the 1980-1990s (OECD 2010ag. however much less so in the
current situation. Even if the explicit governmdabilities mayprima faciebe a on a long-
term sustainable trajectory — or so the OECD argussvereign risk could still be affected by
the explicit contingent liabilities (such as bandnd guarantees), as well as by the implicit
liabilities arising from expected government supptor any future bank failures. For the
OECD (2010b), this reassessment of government ragerti liabilities means that public
budgets have become “more vulnerable to any futoescial crises”. Such a scenario is all
the more of concern that current IMF and OECD mtipas of debt sustainability do not
factor in their occurrence.

DEALING WITH THE DEBT

29. So far governments and central banks have megpoto the looming sovereign debt
crisis by engaging quantitative easening policteavert any rise in interest rates. And indeed,
guantitative easening has helped to keep bondsyetldeasonable levels. However it is hard
to contest the need for more proactive measurbaltdhe explosive rise and subsequently to
engage gradual reduction in sovereign debt burdasswell as government contingent
liabilities in the years to come. The question @svito proceed, given the many constraints
and challenges that are posed to governments. Qer,poere are multiple ways to address
government debt un-sustainability.

» The real burden of government debt can be redudwedigh higher inflation or, as far
as foreign holdings are concerned, through curreteyaluation. Such measures
would have an immediate effect on the debt burdéey would however be costly to
reverse and could soon get out of control. Polliicauch approach would not appear
realistic, notably in Europe where monetary polisyunder control of the ECB. A
much less radical solution consists in poolingransferring the debt service burden or
default risk to other countries or to internatiofialncial institutions. IMF loans are
supposed to substitute to markets when governmehbt bdecomes unsustainable.
Euro-bonds constitute another form of pooling whgrEurozone members issue debt
to help indirectly re-finance individual members.
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* Another option consists in debt restructuring. Byosing a ‘haircut’ to the principal
or to the interest of government debt, the debtiserburden would be alleviated in
the short term. Many emerging economies have ‘ligokeffrom debt restructuring in
the 1980-2000. The most visible and ambitious atite was the Heavily Indebted
Poor Country initiative by the IMF and the World rikain the early 2000s. Debt
restructuring so far has not been considered agpton — at least not officially - by
governments, even for the most crisis-hit countimeBurope. Debt restructuring will
hit creditors, domestic and foreign holders indistively.

» The third avenue for debt reduction — and one thesrly is favoured by the OECD
and the IMF and committed by the G20 — is to endagal consolidation whereby
debt-service burden is financed by rapid elimimatad government budget deficits
followed by several consecutive years of budggblsses. Fiscal consolidation can be
financed by cutting public expenditure, raising @sxor both. With fiscal
consolidation, it is the population, especially dbcat the lower end of the income
distribution, who are most affected. If consolidathappens simultaneously in several
closely connected economies, it can lead to selfifey economic depression.

» A debt reduction strategy can also be completestiuctural reforms to boost the rate
of nominal growth and to “export its way out” ofetlalebt crisis. Reforms usually aim
at flexible labour markets, increasing market cotitipe, cuts in welfare rights
(pensions, education, health) and cross-borderdliisation (trade, investment, capital
flows) to improve corporate international compegtiess. The effects are on the
medium term, hence structural reforms alone will salve the urgent problem of a
sovereign debt crisis. As with fiscal consolidatioonder this low-road-for-
employment scenario, it is the people who usually the price of debt reduction.

Debt restructuring

30. A key factor in making debt restructuring a@es option to consider is the perceived
incapacity of the government to proceed with theessary adjustments to gradually reduce
the debt-service burden through budget surplustteeimedium term. The higher the required
budget surplus, the longer the period of consabdatthe more likely debt restructuring will
be considered as an alternative solution. Othetofacwill be at play. For example, the
probability of restructuring will rise for governmiedebt in which foreign holdings represent
a significant amount, because such foreign ownenggresent a net transfer of wealth abroad
— conversely it will decrease if domestic banksdbkola considerable amount of the
government debt. It will also rise if markets péveeno other alternatives, including political
alternatives (such as a coordinated bailout byratbantries or by the IFIs), and accordingly
will be reluctant to roll over existing and finaneew debt (OECD 2011a).

31. The likelihood of debt restructuring of Greegstill a political taboo in Brussels. But
prominent experts and market analysts have diffekgews. Several reports by asset
managers point to the un-sustainability of the &Gréebt. For Bruegel (2011), the Brussels-
based think tank, debt restructuring is the onlgbié alternativé Even OECD experts

% “Even under the optimistic scenario, the primanyptus required to reduce the [Greek] debt ratiG@6 of
GDRP in twenty years would be 8.4% of GDP [and] wiotdach 14.5% under the cautious scenario. Thiddvou
imply devoting between one-fifth and one-third @k revenues to interest payments on the public dal@r the
last 50 years, no country in the OECD (except Ngrwhanks to oil surpluses) has ever sustainedrapy
surplus above 6% of GDP. Even less ambitious targetuld require politically unrealistic surpluse3ur
conclusion therefore is that Greece has becomdvinsiband that further lending without a signifita@mough
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(2011a) anticipate a Greek hair cut. Based on numearket expectations and the price of
Greek CDS, they have calculated a 20.7% probalafity 30% hair cut by the State of Greece
in 2011. That probability rises to 36% in 2012 a@P6 in 2013 and continues rising
thereafter. The 30% haircut scenario would be atlalver end of past debt restructurings in
emerging economies: Russia (45-63%), Ukraine nemeat (30-56%), Pakistan (31%),
Ecuador (27%), Argentina (42-73%), Uruguay (13%ron-resident, 23% for domestically
held). The OECD on the other hand still considérs s$ituation “manageable” in Spain,
Portugal and even Ireland, where debt levels in20& to remain below 70, 90 and 110 % of
GDP respectively.

32. A Greek or an Irish debt restructuring is stot considered as an acceptable option by
the ECB. For ECB Chief Jean-Claude Trichet, th&hlrescue plan, like that of Greece, “does
not comprehend” the notion of bondholders beingnipelled to take a haircut on their
investments®. The traditional argument against debt restrustuis the irreversible impact it
would have on the country’s future access to gléibahcial markets. Once a default, foreign
investors would ‘punish’ the country by excludingrom international credit markets. That
view however, is contested by OECD experts for Wwhexclusion is not “the lesson of
history”. “Markets will buy debt that has been rastured”, argues the OECD (2011a), “if the
restructuring is perceived as enabling the issgiogernments to service their obligations in
the future”. For its part, the IMF also has expeglsscepticism at debt restructuring option.
The main problem with current OECD sovereign déie, Fund argues, lies in the growing
primary budget deficits, not in the growth of thebtiservice — as was the case for developing
economies in the 1980-2000s. A 50% haircut on titer@st rates would only decrease
marginally the budget cuts needed to stabilizectireent debt-to-GDP (IMF 2010a).

33. In the case of Europe, opposition to restrumguis also fuelled by the risk of
contagion across the Eurozone, given the closecomeectedness of the European banking
sector. If Greece needs to be saved, it is first famemost to protect German and French
banks. For Ronald Janssen of the ETUC, the Gresdctie” by the IMF and EU in May 2010
was really about “exchanging debt ownership to gasmmpean banks and creditors” (CEPR
2010). Janssen argues that through excessive iausier IMF/EU fiscal consolidation plan
will trap the country in a prolonged period of stagon and deflation, is unlikely to “leave
Greece’s finances on a sustainable path”, and,rdicgpy, will not restore the country’s
access to financial markets. This analysis is &rrgupported when considering the enormous
exposure of European banks to the Greek, Portug&gsmish and Irish sovereign debts. In
June 2010 German banks held EUR324bn worth claiss-vis these countries, French
banks EUR252bn and British Banks EUR222bn (OECDO02p1 According to OECD
research (2011a), a haircut of 30% on the Greekrsgyn debt would wipe out 31% of the
tier 1 capital of German Hypo Real Estate, 8% af% bf WGZ and Deutsche PostBank
respectively, 6% and 4% of French Dexia and Sodiztéérale respectively. Furthermore
several German banks with significant exposurénéoabove ‘peripheral’ countries are state-
owned. A haircut hence could potentially exposentzar taxpayers through explicit German
government contingent liabilities.

34. Rather than restructuring, the ECB view isuospe a ‘wait and see’ or a ‘forbearance
and time’ (OECD 2011a) approach. Accordingly prevaanks should be given time to make
up their past losses through future operating irenn the meantime, sovereign debt crisis
hit economies (not least Greece, Portugal andnidglevould go through painful consolidation

programmes so as to maintain the banks’ credigint rover sovereign debt claims. The

debt reduction is not a viable strategy. [...] Witklebt-to-GDP ratio scheduled to reach 150 % in 281d to
continue rising in subsequent years, the countcleiarly on the verge of insolvency.” (Bruegel 2p11

4 Trichet reiterates opposition to Irish debt rectuang, February 2011
http://www.irishtimes.com/newspaper/finance/201 D82224289258019.html
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Bruegel institute strongly warns against such aagnoln a hint to Japan’s lost decade in the
1990s, it states that “history suggests that suclvaat and see’ approach is a dubious
strategy” (Bruegel 2011).

Fiscal consolidation

35. In their June 2010 meeting in Toronto, the G2ads of states committed to “at least”
halve their respective budget deficits by 2013 tmdtabilise or reduce their debt to GDP
ratio by 2017. Substantially, the majority of théans are financed by cuts in public
expenditures, not by tax revenue increases, wihnthtable exception of China (but whose
initial tax wedge is very low by OECD standards).Japan, deficit reductions measures are
modest relative to the rest of the OECD, with daitefeduction of 1% in 2012. Until the end
of 2010, the US was the only large OECD econonmtyatee maintained counter-cyclical fiscal
stimulus. The Republican Party won the majorityhet lower house of the US Congress in
November 2010 and has made clear its intentiomsaee toward public cuts and... tax cuts
(hence debt-financed tax cuts). It is in Europe éwav that the most abrupt adjustments in
public expenditures have been announced, partigular Portugal, Spain, and the UK,
including cuts in wages, pensions, and public itmests.

36. The IMF and the OECD have shown great enthusias supporting OECD
economies’ shift from stimulus to fiscal consolidatin 2010. For the IMF (2010a) current
adjustment plans are “on the right trajectory” aeed “to be sustained”. But both institutions
want more. The Fund deplores that only a few caesitrave specified “concrete longer-term
targets” to bring debt levels back at pre-crisigels, in the fear that countries “may aim at
stabilizing debt at high post-crisis levels”, whielould raise real interest rates and lower
potential growth over the longer run. For the OE@D10b) “the slow pace of consolidation
and the high levels of debt reached may in practatebe sustainable in some countries. The
extent of fiscal consolidation needs to be muclydaif the aim is to significantly reduce
debt-to-GDP ratios rather than merely stabilisentlieAs shown in the graph below, budget
austerity should reach -5.5% of GDP on averageinvitre OECD to stabilise debt levels by
2025 (over 110% of GDP), of which -2.3% should beieaved by end 2012. . Consolidation
requirements would be much tougher if the objecisvéo return to pre-crisis debt levels: -
9.5% on average for the OECD — and -11.5% to ré@éh of GDP levels.

Figure 5. Budget consolidation to stabilise debt2®25, to resume to pre-crisis levels & to
60% of GDP
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37. These projections do not take the impact ofagaphic change into account. For a
typical country, the OECD argues, additional pulglast savings equivalent to 3% of GDP
will have to be found over the coming 15 years teemspending pressures arising from
ageing populations. This would amount to additiooahsolidation requirements of about
0.25% of GDP per year. The adoption of “crediblestél consolidation plans in the short
term is also needed to restore financial markefidence, so as to secure some access to the
bond primary market for governments, but also, irtgrdly, for the domestic banking sector.
“Market pressure” says the OECD (2011b) “appearbedoa key factor in determining the
announcement of a consolidation plan, including $ime and concreteness of the plan”.
Looking at the consolidation plans announced in020& OECD has identified four groups of
countries:

1. Countries that announced substantial consolidatoresponse to market concerns
about public finances, including: Greece, Hungamgland, Portugal, Spain.

2. Countries that announced pre-emptive packages rimsteof relatively sizeable
medium-term consolidation, including: Estonia, Geny, the Netherlands, New
Zealand, the Slovak Republic and the United Kingdom

3. Countries that have comparatively high fiscal cdidation needs but have yet to
announce large consolidation, including: FrancpadaPoland and the United States.

4. Countries that have comparatively low fiscal coigdlon needs, including: Australia,
Chile, Finland, Korea, Norway, Sweden and Switzetla

38. However, the IMF and the OECD contend that ‘afyupt, front-loaded tightening”
would be risky. Given the experience of emergingkats in the 1990s, fiscal consolidation
may “overshoot the required policy response” whiatuld effectively send positive signals
to the market but would come at the cost of muokvet recovery (OECD 2010a). Still, both
the IMF and the OECD appear fairly relaxed aboetribk of contraction resulting from the
tough fiscal consolidation plans. For the IMF (28),Qhe negative impact of fiscal tightening
on GDP growth is estimated at a multiplier is @5Lf which for the Fund is a fairly “small”
multiplier. The OECD (2010b) also does not appear worried about spill-over effects
between countries that might engage budget ays®nitultaneously. Such spill-over effects
simply need to be taken into account in designirgliudget plans. In fact, the OECD quite
optimistically believes that the contraction effecof fiscal consolidation could be
compensated in part by the expected reductionarstivereign risk, which in turn will help
keep interest rates at low levels. “While fiscahsolidation remains contractionary in the
short run”, the OECD says, “lower long term inténeges can permanently boost output in
the longer run by raising investment and produttivi

PUBLIC SERVICES AND SOCIAL PROTECTION

39. The way fiscal consolidation is designed obsipus not neutral from a socio-
economic perspective. Whether financed by cutaulnlip expenditure, by tax increases or by
both, consolidation will impact different groups mdpulation. Few governments have spread
the budget efforts more or less evenly betweenngw@nd expenditure posts. That is not the
preferred option for the OECD, for which consolidatprogrammes that are driven by cuts in
public expenditures are likely to be “more sucaadsthat deficit reduction programmes
financed by tax increases (2010b). The size of gowent spending relative to GDP has
declined in all but two OECD countries between 1888 2006; it fell by 7-10% points in
Germany, Canada, Netherlands, Ireland, Spain, Blama Czech Republics, and in all the
Nordic Countries (OECD 2009b). Still, the prioritye are told, should be public expenditure
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cuts including public administration employmentalie and, not least, social protection,
including pensions. The latter accounted for 34%BICD-wide government expenditures in
2008 as shown in the graph below.

Figure 6. Structure of general government expemneg(OECD-wide, 2008)
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Cuts in public administrations

40. The IMF (2010a) and the OECD (2010b) see valueutting the government wage
bill, given its “large part” in government spendi(lgetween 10-14% of GDP for the majority
of OECD countries) and its immediate effect on tde@uction of public deficits. It is argued
that public sector pay has become “overly generae&itive to the private sector. Such
downward realignment of the public sector wouldplagticularly required for Europe, which
needs to raise the international cost competitisenaf the private business. The OECD
advises to take the opportunity of an ageing pdjuian the public sector and the upcoming
wage of retirements to reduce total employment dyucing replacement rates rather than
through direct lay-offs. As shown in the table belcseveral governments have already
proceeded with substantial cuts either throughcjais or through across the board reduction
in the wage bill.

41. Other public cost saving measures suggestedeb@ECD include the introduction or
greater use of user fee-based public services, ettmp tendering in government
procurement and the development of public-privaenerships. Importantly governments are
invited to engage new rounds of privatisations loa ltasis of “cost-benefit analysis”. Citing
literature of the 1990sthe OECD (2010b) is confident that privatised pamies become
more efficient and that cuts in employment followiprivatisation contribute to better
“reallocation of resources elsewhere”.

® “From State to Market: A Survey of Empirical Steslion Privatization”, William L. Megginson & Jeffiy.
Netter, Journal of Economic Literature, Vol. 39aBmposted on the OECD website: August 31, 2000
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Table 3. Job and wage cuts in public administratgiannounced in 2010

Jobs Wage bill
Austria -3000 (federal, by 2014)
Belgium -0.7%
Bulgaria -10%
Czech Republic -10% (teachers excl.)
Estonia -30% -9%
France -97 000 (through 50% Freeze

replacement rate policy)
Germany -10 000 (by 2014) -2.5%
Greece 20% replacement rate policy -14/-20%
Ireland 24 750 (by2014) -13.5%
Latvia -50%
Lithuania -8%
Mexico -30 000
Poland -10%
Portugal 0% replacement rate policy  -3.5% (above EUR1500 monthly);
-10% (above EUR4500 monthly)

Rumania -250 000 -25%
Slovak Republic -10% (central gvt)
Slovenia -1% (by 2011) -14%
Spain -5%
UK -330 000 (by 2014) Freeze
For memo
France (2007-2009) -42 000
US (2008-2009, States & Municipalities) -110 000

Source: OECD 2011b, ETUC website, TUAC reportind>&CD meetings on public employment, CEPR 2009
& European Restructuring Monitor

42. The OECD recognises, however, that puttinglthelen of fiscal consolidation on
public sector employment may impact the deliveryuwoblic services. Hence “care should be
taken” that certain public services are not “undaffected” or those that “may be more
prejudicial” to lower income groups (OECD 2010bpwernment should lower the inputs of
public services (employment and wages) while “neamhg” the level of output. In this
respect, the Organisation sees considerable scopeaising public sector efficiency,
particularly in “big ticket” items, such as educatiand health. It is not always clear how
these efficiency gains would be obtained. For exantpe OECD (2010b) claims that
cumulated potential net cost savings could reaehetjuivalent of 2% of GDP in the health
sector. However when looking at the source (OECDOPQ it appears that the potential gains
would average 1.9% (and not 2%), that it would jpead over a 10-year period and that the
estimate should be treated with caution, giveri\thde uncertainty margin”...

Cuts in pensions and other social protection erditients

43. Other than public administration, consolidatefforts should target social transfers,
including health and pensions. According to the OE2010b) on current trends health care,
long-term care and pensions costs should increetseebn 1 and 5.5% of GDP in the OECD
area by 2025. Measures needed to prevent thenrszial protection would amount to 0.25%
of GDP per year. For the IMF (2010a), health caensging alone should increase by 3.5% of
GDP on average by 2030. Accordingly, the Fund dalis*more fundamental reforms” to

“strengthen supply-side incentives” and to “redtimdemand for public health services”. For
the OECD (2010b), “sizable deficit cuts are to lohiaved by freezing or reducing some
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social transfers” particularly in some countrieslilding Germany and the UK. More could be
done to e.g. limit access to disability benefithoge growth and number of beneficiaries (6%
of the population on average across OECD) are sysgiciously by OECD when compared
with the coverage rate of Mexico (less than 1%)sAswn in the graph below, welfare, health
and pensions constitute the three most frequemgoaes of public expenditures cuts as
announced by OECD governments in 2010.

Figure 7. Frequency of major public expenditurescty OECD economies in 2010 per
category
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44, It is in the area of pension entitlements tiah the OECD and the IMF see the need
for urgent reforms to offset rising costs. Futuemgion costs arising from population ageing
are expected to “vastly outweigh” that of the catrglobal crisis, the IMF warns (2010a).
Most OECD economies have already gone through autisk cuts in pension rights prior to
the crisis, as shown in the graph below. The awension wealth (i.e. the numbers of
annual earnings a person can expect to receivensi@n benefits during his/her retirement
period) has been reduced by 22% for men and by &B%vomen as a result of pension
reforms since the early 1990s (OECD 2007). Stdthithe IMF and the OECD see scope for
further pension cuts. For the Fund, raising retertrage is seen as the best policy option
(compared to other selected alternative options siscreducing pension benefits by 15% or
contribution rates by 2.25% points). Increasingreatent age by two years would reduce
debt-to-GDP ratio by 30% points by 2025 accordmghie Fund. The OECD (2010b) argues
that raising retirement age would enhance socialitgdoecause it would foster inter-
generational equity (by alleviating the burden fageing population to be borne by younger
generations) and should support domestic demattieishort term — as people “will have to
save less”. The risk that in a situation of higremmployment, raising retirement age would
add further stress on the labour markets and/@sprese other social safety nets is, it seems,
not considered as a serious threat.
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Figure 8. Impact of pre-crisis reforms on pensiogaith in a selection of OECD economies
(1991-2006)
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STRUCTURAL REFORMS

45, Because fiscal consolidation will be inherentdlgtrimental to growth, and could
rapidly turn into contraction through spill-overfie OECD-IMF response also includes
medium term structural reforms: reducing admintsteaburden for private businesses, trade
liberalisation and increasing market competitioreI 2010j), innovation as well as green
growth. It is however in the area of labour markett the bulk of structural reforms should
take place, so as to increase employment rates@mdbute to higher growth. “A durable
drop in the unemployment rate of 1% point” argues ®ECD (2010b) “could boost budget
balances by 0.25-0.75% of GDP”.

Flexible labour markets

46. While the intended objective of increasing esgpient rate can only be welcome, the
concrete policy recommendations by the OECD are reassuring from a trade union
perspective, in so far as they remain closely fihwéhin the “Going for Growth” policy
framework. Going for Growth is an annual evaluatexercise of OECD economies on their
economic performance and the effectiveness of tsteurctural policies. Regarding labour
market, it is historically rooted in an employentred ‘hire and fire’ approach favouring
wage flexibility, weak labour market institutionsicluding minimalist wage setting
mechanisms such as collective bargaining.

47. One can observe a slight ‘repositioning’ of MECD Secretariat on labour market

reforms in recent draft papers (March 2011) thaevegrculated to OECD Member States and
seen by TUAC, including a more measured approachaige setting institutions, collective
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bargaining and unions. Yet the most recent forrmebmmendations to OECD economies are

more of the same. For example, in 2010 and 2011Gihiag for Growth recommendations

have included:

- Lowering employment protection rights for regulaorkers in: Chile, Czech Republic,
France, the Netherlands, India, Germany, ItalyadajfKorea, Portugal, Spain, Slovenia
and Sweden;

- Easening of dismissals procedures in: India, Ind@n&ermany, Sweden, and Spain;

- Lowering or limiting the increase in minimum wages France, Greece, Indonesia,
Slovenia and Turkey;

- Reducing replacement rates of unemployment benigfit8elgium, Finland, Hungary,
Luxembourg and the Netherlands; and

- Decentralising and/or elimination administrativetesmsion of collective bargaining
agreements in: Belgium, Italy, Slovenia, South édrand Spain. (OECD 20100 & OECD
2011c)

Regressive tax reforms

48.  Taxation is another key area for structurabmef Mandated by the G20, the OECD-
led Global Forum on Transparency and Exchange fariration for Tax Purposes has

accomplished noticeable progress in enhancingnatemal cooperation to tackle tax evasion.
Through the International Tax Dialogue initiatitke OECD is also contributing to capacity-

building of tax administrations in developing caugg. These are welcomed initiatives. The
concerns are elsewhere: the tax policy mix andodlance between direct (personal income,
corporate income among others) and indirect taraf\GAT, property). Tax structures are

diverse across OECD. On average, and ss showneirgridiph below the two major tax

categories are social security contributions andg®l income (25% of total tax revenues),
followed by VAT (circa 20%).

Figure 9. Major tax categories in total tax reven(@ECD-wide, 2008)
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49. Tax reforms as advocated by the OECD (2009t0@0& 2010m) would not aim at
increasing tax revenues, but rather at eliminatangrules that have a negative impact on
growth. The forms of taxation considered by the O@RG be “least harmful” on growth, and
hence whose rate should be increased or tax basianeed, including property and
consumption taxes, such as value added taxes (V&@&)preferred. In particular, raising the
rate and/or enlarging the tax basis of VAT (inchglieliminating special lower rates and
exemptions) have been key policy recommendationtefOECD throughout its economic
surveys, and of the IMF as part of its Article MorBultations. Japan and the US are
particularly targeted: Japan because of its low WAfe and its many exemptions, the US
because it does not have a VAT at all. In contrestporate income tax (CIT), employer
social security contributions, taxes on dividentipital gains taxes, transactions taxes and
personal income tax (PIT) — particularly the maagitax rates on the PIT top revenues — are
considered as most harmful because they influensenéss choices and hence may lead to
suboptimal allocation of capital. According to ttveo institutions, these forms of taxation
should be reduced or at least not increased; tprrektures and tax exemptions should also
be eliminated. Even tax expenditures aiming atadamitcomes (for example deductions on
child raising and children education) are questioioe their lack of efficiency.

50. If well designed, individual measures suchasimg property taxes can help reduce
income inequalities and divert private savings fronproductive assets (real estate market)
toward investment. The OECD admits that its adwextaaxation framework is regressive in
nature — raising indirect taxation, cutting on diraxation — and overall will have a negative
impact on re-distribution of revenues within themamy and may fuel rising inequalities.
However the OECD believes that such equity concexmsd be better addressed by “other
means” and by targeted social protection schemésg [MF (2010a) agrees with this
perspective; it specifically rejects the concerbsw the distributional effects of raising VAT
and its impact on inequality: “Concerns that insieg reliance on VAT [...] would penalize
low income households are misplaced [becauseleifitbidence of VAT is measured using
lifetime income then the regressivity of VAT igot as strong.. In fact focussing on the
distributional effects “risks highlighting the laseand inhibiting reforms” (OECD 2010g).

The under-taxation of the financial sector

51.  Taxation of the financial sector is one of tee policy areas where the IMF and the
OECD are not entirely on the same wave lengtls #in important aspect of the IMF response
to the crisis while it barely appears in the ma@commendations by the OEEDX is no smalll
irony to compare the OECD'’s insistence on broade™MAT with its total silence on the
massive VAT exemptions which benefit the financgdctor across OECD countries.
Historically the financial sector's VAT exemptioris|ave been legitimised on technical
grounds; it is argued that the concept of “addeldie’adoes not fit easily the business of
financial intermediation. But recent academic redeaited by the IMF (2010a) shows that
such concern appears “less relevant now”. The IKEIfi has proposed the creation of a
Financial Activities Tax (FAT) which would apply @l financial compensation and profits
above a certain threshold. Importantly from a fismasolidation perspective, the FAT would
raise revenues. Although it would have financiabgity objectives (it would tax “only the
higher returns, as a deterrent to excessive rigkgd), it is first and foremost presented by
the Fund as an alternative to traditional VAT torfgpensate for the undertaxation [...] of
financial services”.

® Internally the Organisation is developing work tre interaction between tax systems and the “shadow
banking system (such as the tax biases that faaxu@ssive leveraging and tax arbitrage betweesdigtions).
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52.  The IMF and the OECD also appear distant frachether regarding the creation of a
Financial Transaction Tax (FTT). The IMF has coriddcserious work on the topic including
a formal “staff report” on taxation of the financigector (IMF 2010d) which was
commissioned by the G20. In this report (and aaiesepaper that followed, IMF 2010e) the
feasibility of an FTT is not disputed as such, ag@ some of its efficiency aspects. In fact the
IMF appears not to be opposed to the creation dfER; the Fund simply believes that its
own proposal, the FAT is better suited. The OECDtlmn other hand, has not conducted
research on the FTT or even engaged formal polapgue with its member states as part of
its Committee on Finance Markets. Still, that has prevented OECD staff from publicly or
internally dismissing the FTT.

53. On the other hand, both institutions have similositions regarding the creation of
new fee-based bank insurance mechanisms to enfiaaceial stability. Financial stability
insurance mechanisms have been suggested by theD GE@LOi). The IMF-proposed
Financial Stability Contribution (IMF 2010d) woulipply to the balance sheet liabilities of
large financial institutions (at least large baniasthaps insurance groups as well) and would
be calibrated to the degree of riskiness of thésalities (for example liabilities that are
already ensured, such as deposits and presumabdyrgoent guaranteed bank bonds would
be exempted). According to the IMF (2010a) a 0.18&€Fcharge could raise 2-4% of GDP
over a 10-year period. In addition to those exgstiatready (such as Sweden), several G20
countries introduced an FSC-like mechanism in 20d€luding the UK, France, Belgium,
Germany. Although sizeable, it should be streskatithe revenue raised by an FSC would be
earmarked to financial stability insurance purpodesnay transit via central government
funds — and hence would reduce sovereign exposwerttingent liabilities — but its purpose
is not to finance fiscal consolidation as such. @\Weand according to the OECD (2011b),

Figure 10. Frequency of major tax measures by OEC&nhomies in 2010 per category
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The governance of fiscal consolidation

54.  The OECD and the IMF attach much importancedetstandably so — to improving
reporting, forecasting, risk management and otleemance aspects in implementing fiscal
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consolidation. Both the institutions strongly favaeonstitutional amendments that “lock in”
budget deficit reduction processes in the long tamd shield it from democratic political
interference. The most vivid example of fiscal sule Germany: in June 2009, it incorporated
budget deficit rule in its constitution. HowevehetIMF and the OECD acknowledge the
challenge that economic cycles pose to any sudth aigproach to budgeting. This leads the
OECD to favour expenditure rules because they k®s “affected by the economic cycle”
than deficit rules are (2010b). The IMF-supportedaept of “cyclically-adjusted balance” is,
according to the OECD, not robust enough to bedelipon; it holds that expenditure rules
have the great merit of being relatively transptirercase of breach as compared to deficit
rules.

55. Both the IMF and the OECD also favour the domatof “independent” fiscal
watchdogs with sufficient powers and influence ogmvernment and ministries. Such
government arms-length agencies generate “gree@pline”, help “boost credibility” vis-a-
vis financial markets (OECD 2010a), improve “equatyd efficiency”, reduce “distortions
arising from political incentives” and should bevgn a “central role in the budget process”
(IMF 2010a). Recent examples include the creatiorthe UK of the Office for Budget
Responsibility. It is also this approach that preehin the reform of the EU economic
governance system and the Stability and Growth &dapted end-2010. With the creation of
the “European Semester”, the European Commissigraisted new authority to monitor, and,
if needed, to request sanctions regarding the hyalgey-making process of each member
states on an annual basis. No one will object ® rieed for fiscal responsibility and
transparency at large. There may however be lostqhtaconsequences for democracy if the
proposed measures — constitutionalised fiscal relepowerment of “independent” experts in
the fiscal consolidation process — become anothay W@ shield fiscal consolidation from
elected officials.

CONCLUSION

56. Despite the recognition of the rise of inedyadis a major problem (OECD Growing
Unequal 2008), few OECD and IMF recommendationsstioie the imbalanced growth
model. Rather, the unprecedented consolidationrteffand the structural “reforms” they
promote will further increase inequality. To briggvernment debt back to pre-crisis levels,
public budgets should contract by -9.5% on averagbe near future, and remain in surplus
afterwards. Considering the enormity of the socrais spreading across OECD economies,
the cuts in public services and in social protettias well as, concomitantly, the regressive
tax reforms will hit households and the lower ineopeople front on.

57.  The discussion on tax reforms exemplifies hitthe lattention is brought to inequality

concerns. The OECD (2010b) concedes that the nsagmiMlic expenditure cuts it is

advocating “may have adverse consequences foryeguitomes” — but its response to this
concern appears thin, to say the least, and thispite of recent work in that field (OECD

2008). It is suggested that social protection amelnployment benefits be “revisited in terms
of their effectiveness in reaching envisaged pafjogls”. The OECD lives with the hope that
while the inputs will effectively be cut down, tloaitput levels (including quality of public

services) could be maintained thanks to “efficiegams”, better “targeted” services and
restructuring: “doing more with less”, we are told.

58.  Trade union experience with public sector testiring would rather point to the
opposite effect: “doing much less with less”. Amgstructuring involves substantial upfront
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costs. The net effect of the public cuts advocdigdthe OECD might increase public
expenditure in the short term. There is also atambtial risk that governments engage in
“panic” cutting — enforcing uniform, across the libauts in employment and/or wages in the
public administration, which soon could get outaaintrol and prove very costly in the
medium term. Importantly, the notion that sociabtpction could be better targeted in times
of social crisis appears rather illusory with unémgment at 10% and under-employment at
20, rising poverty and social deprivation. The comabon of regressive tax reforms, cuts in
public services and flexible labour market reforntl wmevitably lead to further inequalities
and undermine the foundations of a sustainable fatirowth through solvent household
demand. This response will not cure the OECD ecoesimmuch on the contrary, it will
create the conditions for the crisis to deepen.

59. It is also an ineffective response becausenibst effective way to deal with the rising
government debt lies not in the proposed anti-$cama anti-worker fiscal consolidation
programmes, but in deep, immediate and irreversbten against global finance, a point
both the IMF and the OECD acknowledge. The totatldvade cost of bailing out the
financial sector between 2008 and 2010 approximdte®1.4tr, of which over USD800bn
have yet to be recovered. Combined with the fathiable revenues and the financing of the
stimulus packages that followed, this bail-out hesulted in a massive increase in OECD
government debt: USD 33.4tr (EUR22.2tr) by the en@011 or 71.7% of GDP, a jump of
almost +30% GDP in four years. Sovereign debt gatir as determined by rating agencies or
by the credit default swap (CDS) markets — havemicgly deteriorated considerably. Yet
the reliability of sovereign ratings has come unfier. In fact the concept of sovereign risk
needs to be revisited. It needs to be enhancedctade ‘explicit’ contingent liabilities —
government insurance guarantee schemes on bank baaglwell as ‘implicit’ ones — market
expectations that large financial groups that haeeome ‘too big to fail’ will be bailed out
again and again. According to the IMF (2010b), goweents need “to manage and reduce
their contingent liabilities”, and should work teliminate the ability of significant financial
enterprises in the public or private sectors t@ggubsidized borrowing costs from explicit
or implicit taxpayer support”. These contingenblidies are not to disappear any time soon
as long as government inaction will prevail on tegulatory front. Despite a recovery in
banks’ profit and bankers’ remuneration, the ideat the financial sector has recovered is a
far fetched one. Access to credit certainly has antl deep concerns remain with the true
healthiness of the banks’ balance sheet.

60. In sum, if public budgets have become more emalble following the crisis, it
certainly is not due to any badly managed or icéadfit public services or social protection, or
badly designed tax systems; rather, the faultwék the unwillingness of policymakers to
take decisive action on banking and broader firsn@gulation, which leads to growing
exposure of governments to any future financiaasi

61. Finally, it is a dangerous response. The pudmenditure cuts which are foreseen will
have long lasting social and political effects. dgaunions are well placed to know through
their membership that social cohesion is breakimgrdacross OECD societies; they are first-
hand witnesses of rising populism within the wogkitlass. The political dimension of the
crisis, the need to bring back some redistribujtigtice in the economy, is not factored in the
OECD - IMF response. Much on the contrary, thespomse fuels the risk of weakening
democratic institutions if key elements of fiscablipy are transferred away from

democratically elected bodies through the constimadisation of fiscal rules and the

empowerment of “independent” experts in the fismalsolidation process.
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Priorities for now

62. The trade union movement has made policy padpds exit the crisis (ETUI 2010,
ITUC 2009, TUAC 2010), which are often alternatiteshe proposed IMF-OECD response
outlined in this paper. The key priority for nowteslimit the deficit cutting in the short term
until economic and employment growth picks up, sad@ensure a viable deficit reduction
policy in the medium term. For the ILO (2010), ttwrrent “early exit” from the stimulus
packages would indeed improve fiscal balances kmtldvprove to be “short lived”. Soon,
fiscal deficits would “deteriorate once again” asany workers would move out of the labour
market, depriving the economy from valuable resesirand reducing the tax base” and
“unemployment and labour market inactivity reswgtinom early exit measures have a strong
bearing on spending”. By contrast the continuatbfijob-centred policies” — such as social
protection, unemployment insurance and pensionnsebgtargeted tax rebates and subsidies,
support for tripartism and collective bargainingdanfrastructure spendings — “though costly
to the public purse in the short run, would in figgars time lead to fiscal deficits similar to
those of an early exit strategy”.

63. Another priority is — at last — to take decogsaction on reforms of the financial sector.
As shown in this paper, the key threat to sovereligbt sustainability in the short term, lies
not in fiscal policy, but in government exposurethie private financial sector systemic risk,
including through contingent liabilities created financial institutions that are too big to fail.
Governments must put an end to this intertwininthaut delay. The OECD (2009a) calls, as
at least implicitly, for splitting the large bantsshield commercial and retail activities — that
serve the real economy — from the volatile investin@nking activities. The generalisation
of Financial Stability Contribution (FSC) type imance mechanisms together with the
creation of an FTT and the IMF (2010d) suggested R®&uld help redress the current under-
taxation of the financial sector. The consolidatidrthe supervisory framework must meet the
global dimension of finance, including within Eusgpwhich is dominated by too numerous,
too fragmented, and still un-coordinated nationgdesvisors. These proposals must be acted
upon, as must the current G20—FSB Action plan parftial regulation (Basel 1ll, including
additional capital surcharges for large groups l@vdrage rations, regulation of derivatives
markets). In the medium term, a structural shift@@nomy policy toward reducing inequality
is required. A new growth model is needed. Thithes objective of an upcoming report by a
trade union task force on “exiting from the cristsvards models of more equitable and
sustainable growth”.
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