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The independent Annual Growth Survey (iAGS) brings together a
group  of  internationally  competitive  economists  from  three
European  economic  institutes  to  provide  an  independent
alternative to the Annual Growth Survey (AGS) published by the
European  Commission.  iAGS  2013  focuses  on  the  Eurozone
economic outlook and on the sustainability of public finances
until 2032. This first report advocates delaying and spreading
fiscal  consolidation  in  due  respect  of  current  EU  fiscal
rules.

Four years after the start of the Great Recession, the euro
area remains in crisis. GDP and GDP per head are below their
pre-crisis  level.  The  unemployment  rate  has  reached  a
historical record level of 11.6 % of the labour force in
September  2012,  the  most  dramatic  reflection  of  the  long
lasting social despair that the Great Recession produced. The
sustainability of public debt is a major concern for national
governments, the European Commission and financial markets,
but successive and large consolidation programmes have proven
unsuccessful in tackling this issue. Up to now, asserting that
austerity was the only possible strategy to get out of this
dead end has been the cornerstone of policymakers’ message to
European citizens. But this assertion is based on a fallacious
diagnosis according to which the crisis stems from the fiscal
profligacy of members states. For the Euro area as a whole,
fiscal  policy  is  not  the  origin  of  the  problem.  Higher
deficits and debts were a necessary reaction by governments
facing the worst recession since WWII. The fiscal response was
successful in two respects: it stopped the recession process
and dampened the financial crisis. As a consequence, it led to
a sharp rise in the public debt of all Euro area countries.
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During normal times, sustainability of public debt is a long-
term  issue  whereas  unemployment  and  growth  are  short-term
ones. Yet, fearing an alleged imminent surge in interest rates
and  constrained  by  the  Stability  and  Growth  Pact,  though
transition towards more normal times had not been completed,
member states and the European Commission reversed priorities.
This  choice  partly  reflects  well-known  pitfalls  in  the
institutional framework of EMU. But it is equally reflecting a
dogmatic view in which fiscal policy is incapable of demand
management and the scope of public administrations has to be
fettered and limited. This ideology has led member states to
implement massive fiscal austerity during bad times.

As it is clear now, this strategy is deeply flawed. Eurozone
countries  and  especially  Southern  European  countries  have
undertaken  ill-designed  and  precipitous  consolidation.  The
austerity measures have reached a dimension that was never
observed  in  the  history  of  fiscal  policy.  The  cumulative
change in the fiscal stance for Greece from 2010 to 2012
amounts to 18 points of GDP. For Portugal, Spain and Italy, it
has reached respectively 7.5, 6.5 and 4.8 points of GDP. The
consolidation  has  rapidly  become  synchronized  leading  to
negative spillovers over the whole euro area, amplifying its
first-round effects. The reduction in economic growth in turn
makes sustainability of public debt ever less likely. Thus
austerity  has  been  clearly  self-defeating  as  the  path  of
reduction of public deficits has been by far disappointing
regarding the initial targets defined by member states and the
Commission.

Since spring 2011 unemployment within the EU-27 and the Euro
zone has begun to increase rapidly and in the past year alone
unemployment  has  increased  by  2  million  people.  Youth
unemployment  has  also  increased  dramatically  during  the
crisis. In the second quarter of 2012 9.2 million young people
in the age of 15-29 years were unemployed, which corresponds
to 17.7 percent of the 15-29 years old in the workforce and



accounts for 36.7 percent of all unemployed in the EU-27.
Youth unemployment has increased more dramatically than the
overall unemployment rate within the EU. The same tendencies
are seen for the low skilled workers. From past experience it
is well known that once unemployment has risen to a high level
it has a tendency to remain high the years after. This is
known as persistence. Along with the rise in unemployment the
first  symptoms  that  unemployment  will  remain  high  in  the
coming years are already visible. In the second quarter of
2012 almost 11 million people in EU had been unemployed for a
year or longer. Within the last year long term unemployment
has increased with 1.4 million people in the EU-27 and with
1.2 million people within the Euro area.

As a result of long term unemployment the effective size of
the workforce is diminished which in the end can lead to a
higher structural level in unemployment. This will make more
difficult  to  generate  growth  and  healthy  public  finances
within the EU in the medium term. Besides the effect of long
term unemployment on potential growth and public finances one
should  also  add  that  long  term  unemployment  may  cause
increased poverty because sooner than expected unemployment
benefits  will  stop.  Thus  long  term  unemployment  may  also
become a deep social issue for the European society. Given our
forecast for unemployment in EU and the Euro area, we estimate
that long term unemployment can reach 12 million in EU and 9
million in the Euro area at the end of 2013.

What  is  striking  is  that  consequences  of  ill-designed
consolidation could and should have been expected. Instead,
they have been largely underestimated. Growing theoretical and
empirical evidence according to which the size of multipliers
is  magnified  in  a  fragile  situation  has  been  overlooked.
Concretely, whereas in normal times, that is when the output
gap is close to zero, a reduction of one point of GDP of the
structural deficit reduces activity by a range of 0.5 to 1%
(this is the fiscal multiplier), this effect exceeds 1.5% in



bad times and may even reach 2% when the economic climate is
strongly deteriorated. All the features (recession, monetary
policy at the zero bound, no offsetting devaluation, austerity
amongst key trading partners) known to generate higher-than-
normal multipliers were in place in the euro area.

The recovery that had been observed from the end of 2009 was
brought to a halt. The Euro area entered a new recession in
the third quarter of 2011 and the situation is not expected to
improve: GDP is forecast to decrease by 0.4 % in 2012 and
again by 0.3 % in 2013. Italy, Spain, Portugal and Greece seem
to sink in an endless depression. The unemployment soared to a
record level in the Eurozone and especially in Spain, Greece,
Portugal and Ireland. Confidence of households, non financial
companies and financial markets has collapsed again. Interest
rates have not receded and governments of Southern countries
still face unsustainable risk premium on their interest rate,
despite some policy initiatives, while Germany, Austria or
France benefit from historically low interest rates.

Rather than focus on public deficits the underlying cause of
the  crisis  needs  to  be  addressed.  The  euro  area  suffered
primarily from a balance of payments crisis due to the build-
up of current account imbalances between its members. When the
financial flows needed to finance these imbalances dried up
the  crisis  took  hold  in  the  form  of  a  liquidity  crisis.
Attempts should have been made to adjust nominal wages and
prices in a balanced way, with minimal harm to demand, output
and employment. Instead salvation was sought in across-the-
board austerity, forcing down demand, wages and prices by
driving up unemployment.

Even  if  some  fiscal  consolidation  was  almost  certainly  a
necessary part of a rebalancing strategy to curb past excesses
in some countries, it was vital that those countries with
large surpluses, especially Germany, took symmetrical action
to stimulate demand and ensure faster growth of nominal wages
and prices. Instead the adjustment burden was thrust on the



deficit countries. Some progress has been made in addressing
competitive imbalances, but the cost has been huge. Failure to
ensure a balanced response from surplus countries is also
increasing the overall trade surplus of the euro area. This is
unlikely  to  be  a  sustainable  solution  as  it  shifts  the
adjustment  on  to  non-euro  countries  and  will  provoke
counteractions.

There is a pressing need for a public debate on such vital
issues. Policymakers have largely ignored dissenting voices,
even as they have grown louder. The decisions on the present
macroeconomic strategy for the Euro area should not be seized
exclusively by the European Commission at this very moment,
for the new EU fiscal framework leaves Euro area countries
some  leeway.  Firstly,  countries  may  invoke  exceptional
circumstances  as  they  face  “an  unusual  event  outside  the
control of the (MS) which has a major impact on the financial
position  of  the  general  government  or  periods  of  severe
economic  downturn  as  set  out  in  the  revised  SGP  (…)”.
Secondly, the path of consolidation may be eased for countries
with  excessive  deficits,  since  it  is  stated  that  “in  its
recommendation, the Council shall request that the MS achieves
annual budgetary targets which, on the basis of the forecast
underpinning the recommendation, are consistent with a minimum
annual improvement of at least 0.5 % of GDP as a benchmark, in
its cyclically adjusted balance net of one-off and temporary
measures, in order to ensure the correction of the excessive
deficit within the deadline set in the recommendation”. This
is of course a minimum, but it would also be seen as a
sufficient condition to bring back the deficit to Gdp ratio
towards 3 % and the debt ratio towards 60 %.

A four-fold alternative strategy is thus necessary:

First, delaying and spreading the fiscal consolidation in due
respect  of  current  EU  fiscal  rules.  Instead  of  austerity
measures of nearly 100 billion euros for the whole euro area,
a more balanced fiscal consolidation of 0.5 point of GDP, in



accordance with treaties and fiscal compact, would give for
the sole 2013 year a concrete margin for manoeuvre of more
than  60  billion  euros.  This  amount  would  substantially
contrast with the vows of the June and October 2012 European
Councils to devote (still unbudgeted) 120 billion euros until
2020 within the Employment and Growth Pact. By delaying and
capping the path of consolidation, the average growth for the
Eurozone between 2013 and 2017 may be improved by 0.7 point
per year.

Second, it involves that the ECB fully acts as a lender of
last resort for the Euro area countries in order to relieve MS
from the panic pressure stemming from financial markets. For
panic to cease, EU must have a credible plan made clear to its
creditors.

Third,  significantly  increasing  lending  by  the  European
Investment Bank as well as other measures (notably the use of
structural funds and project bonds), so as to meaningfully
advance the European Union growth agenda. Vows reported above
have to be transformed into concrete investments.

Fourth, a close coordination of economic policies should aim
at reducing current accounts imbalances. The adjustment should
not  only  rely  on  deficit  countries.  Germany  and  the
Netherlands  should  also  take  measures  to  reduce  their
surpluses.

The debacle of austerity
By Xavier Timbeau

This text summarizes the OFCE’s October 2012 forecasts.
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The year 2012 is ending, with hopes for an end to the crisis
disappointed. After a year marked by recession, the euro zone
will go through another catastrophic year in 2013 (a -0.1%
decline in GDP in 2013, after -0.5% in 2012, according to our
forecasts – see the table). The UK is no exception to this
trend, as it plunges deeper into crisis (-0.4% in 2012, 0.3%
in 2013). In addition to the figures for economic growth,
unemployment trends are another reminder of the gravity of the
situation.  With  the  exception  of  Germany  and  a  few  other
developed countries, the Western economies have been hit by
high unemployment that is persisting or, in the euro zone,
even rising (the unemployment rate will reach 12% in the euro
zone in 2013, up from 11.2% in the second quarter of 2012).
This  persistent  unemployment  is  leading  to  a  worsening
situation for those who have lost their jobs, as some fall
into  the  ranks  of  the  long-term  unemployed  and  face  the
exhaustion  of  their  rights  to  compensation.  Although  the
United States is experiencing more favourable economic growth
than in the euro zone, its labour market clearly illustrates
that the US economy is mired in the Great Recession.

Was this disaster, with the euro zone at its epicentre, an
unforeseeable  event?  Is  it  some  fatality  that  we  have  no
choice but to accept, with no alternative but to bear the
consequences? No – the return to recession in fact stems from
a misdiagnosis and the inability of Europe’s institutions to
respond  quickly  to  the  dynamics  of  the  crisis.  This  new
downturn  is  the  result  of  massive,  exaggerated  austerity
policies  whose  impacts  have  been  underestimated.  The
determination to urgently rebalance the public finances and
restore  the  credibility  of  the  euro  zone’s  economic
management, regardless of the cost, has led to its opposite.
To  get  out  of  this  rut  will  require  reversing  Europe’s
economic policy.

The difficulty posed by the current situation originates in
widening  public  deficits  and  swelling  public  debts,  which



reached record levels in 2012. Keep in mind, however, that the
deficits and public debts were not the cause of the crisis of
2008-2009,  but  its  consequence.  To  stop  the  recessionary
spiral  of  2008-2009,  governments  allowed  the  automatic
stabilizers to work; they implemented stimulus plans, took
steps to rescue the financial sector and socialized part of
the private debt that threatened to destabilize the entire
global financial system. This is what caused the deficits. The
decision to socialize the problem reflected an effort to put a
stop to the freefall.

The return to recession thus grew out of the difficulty of
dealing with the socialization of private debt. Indeed, in the
euro zone, each country is forced to deal with financing its
deficit  without  control  of  its  currency.  The  result  is
immediate: a beauty contest based on who has the most rigorous
public  finances  is  taking  place  between  the  euro  zone
countries.  Each  European  economic  agent  is,  with  reason,
seeking  the  most  reliable  support  for  its  assets  and  is
finding Germany’s public debt to hold the greatest attraction.
Other countries are therefore threatened in the long-term or
even immediately by the drying up of their market financing.
To attract capital, they must accept higher interest rates and
urgently purge their public finances. But they are chasing
after a sustainability that is disappearing with the recession
when they seek to obtain this by means of austerity.

For countries that have control of their monetary policy, such
as the United States or the United Kingdom, the situation is
different. There the national savings is exposed to a currency
risk if it attempts to flee to other countries. In addition,
the central bank acts as the lender of last resort. Inflation
could  ensue,  but  default  on  the  debt  is  unthinkable.  In
contrast, in the euro zone default becomes a real possibility,
and the only short-term shelter is Germany, because it will be
the  last  country  to  collapse.  But  it  too  will  inevitably
collapse if all its partners collapse.



The  solution  to  the  crisis  of  2008-2009  was  therefore  to
socialize  the  private  debts  that  had  become  unsustainable
after the speculative bubbles burst. As for what follows, the
solution is then to absorb these now public debts without
causing the kind of panic that we were able to contain in the
summer  of  2009.  Two  conditions  are  necessary.  The  first
condition is to provide a guarantee that there will be no
default on any public debt, neither partial nor complete. This
guarantee can be given in the euro zone only by some form of
pooling the public debt. The mechanism announced by the ECB in
September 2012, the Outright Monetary Transaction (OMT), makes
it  possible  to  envisage  this  kind  of  pooling.  There  is,
however, a possible contradiction. In effect this mechanism
conditions the purchase of debt securities (and thus pooling
them through the balance sheet of the ECB) on acceptance of a
fiscal  consolidation  plan.  But  Spain,  which  needs  this
mechanism in order to escape the pressure of the markets, does
not want to enter the OMT on just any conditions. Relief from
the pressure of the markets is only worthwhile if it makes it
possible to break out of the vicious circle of austerity.

The  lack  of  preparation  of  Europe’s  institutions  for  a
financial  crisis  has  been  compounded  by  an  error  in
understanding the way its economies function. At the heart of
this error is an incorrect assessment of the value of the
multipliers used to measure the impact of fiscal consolidation
policies on economic activity. By underestimating the fiscal
multipliers, Europe’s governments thought they could rapidly
and safely re-balance their public finances through quick,
violent  austerity  measures.  Influenced  by  an  extensive
economic literature that even suggests that austerity could be
a source of economic growth, they engaged in a program of
unprecedented fiscal restraint.

Today, however, as is illustrated by the dramatic revisions by
the IMF and the European Commission, the fiscal multipliers
are  much  larger,  since  the  economies  are  experiencing

http://www.imf.org/external/pubs/ft/weo/2012/02/index.htm
http://ec.europa.eu/economy_finance/publications/european_economy/2012/pdf/ee-2012-4.pdf


situations of prolonged involuntary unemployment. A variety of
empirical  evidence  is  converging  to  show  this,  from  an
analysis of the forecast errors to the calculation of the
multipliers  from  the  performances  recorded  in  2011  and
estimated for 2012 (see the full text of our October 2012
forecast). We therefore believe that the multiplier for the
euro zone as a whole in 2012 is 1.6, which is comparable to
the assessments for the United States and the United Kingdom.

Thus, the second condition for the recovery of the public
finances is a realistic estimate of the multiplier effect.
Higher multipliers mean a greater impact of fiscal restraint
on the public finances and, consequently, a lower impact on
deficit reduction. It is this bad combination that is the
source of the austerity-fuelled debacle that is undermining
any prospect of re-balancing the public finances. Spain once
again perfectly illustrates where taking this relentless logic
to absurd lengths leads: an economy where a quarter of the
population is unemployed, and which is now risking political
and social disintegration.

But the existence of this high multiplier also shows how to
break austerity’s vicious circle. Instead of trying to reduce
the public deficit quickly and at any cost, what is needed is
to let the economy get back to a state where the multipliers
are lower and have regained their usual configuration. The
point therefore is to postpone the fiscal adjustment to a time
when  unemployment  has  fallen  significantly  so  that  fiscal
restraint can have the impact that it should.

Delaying the adjustment assumes that the market pressure has
been contained by a central bank that provides the necessary
guarantees  for  the  public  debt.  It  also  assumes  that  the
interest rate on the debt is as low as possible so as to
ensure the participation of the stakeholders who ultimately
will benefit from sustainable public finances. It also implies
that in the euro zone the pooling of the sovereign debt is
associated  with  some  form  of  control  over  the  long-term
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sustainability of the public finances of each Member State,
i.e. a partial abandonment of national sovereignty that in any
case has become inoperative, in favour of a supranational
sovereignty  which  alone  is  able  to  generate  the  new
manoeuvring room that will make it possible to end the crisis.
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