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Abstract In the aftermath of the 2007 US initiated finaairisis, labour market conditions have
deteriorated between mid-2008 and mid-2009 acrdssEaropean countries with massive
employment losses recorded in both advanced ecascemid emerging economies. However policy
responses to mitigate the economic and social tsffefcthe crisis have differed dramatically across
European countries that are confronted by this comahallenge. The present paper documents the
employment effects of these policy responses anwstihat the gap in employment performance
between advanced economies and emerging counfriesrope could widen after years of slow
convergence, with negative consequences for scmidlesion. It argues that strengthening
multilateral coordination is needed to avoid a regkin social and economic progress.

JEL ClassificationE61, E62, F59.

RésuméSuite a la crise financiére partie des Etats-éni007, la situation du marché du travail
s'est détériorée entre mi-2008 et mi-2009 dansdiable des pays européens, avec d'importantes
pertes d'emplois a la fois dans les économies a&esnet dans les économies émergentes.
Cependant, les mesures visant a atténuer les impaciaux et économiques de la crise ont été trés
différentes dans les pays européens confrontésdéfceommun. Le présent document décrit de
maniére détaillée les effets de ces mesures soplbé et montre qu'aprés des années d'une lente
convergence des résultats en matiere d'emplagrt'@ourrait a nouveau se creuser dans ce domaine
entre les économies avancées et les pays émergeRisrope, avec des conséquences négatives sur
la cohésion sociale. Il affirme en outre la nédésd'un renforcement de la coordination
multilatérale afin d'éviter une régression socetléconomique.

Classification JELE61, E62, F59.

ResumenComo consecuencia de la crisis financiera desatadas Estados Unidos en 2007, las
condiciones del mercado laboral se han deterioeatte mediados de 2008 y el primer semestre de
2009 en todos los paises europeos, lo que ha da@do & masivas pérdidas de empleo en las
economias tanto avanzadas como emergentes. Nanhd&s politicas aplicadas para mitigar los
efectos econémicos y sociales de la crisis hamidifesustancialmente en todos los paises europeos
gue se ven confrontados con este reto comun. presénte informe se detallan los efectos que han
producido en el empleo estas politicas y se muesieael desfase existente en el desempefio del
empleo entre las economias avanzadas y los pafsggentes de Europa podria ampliarse tras afios
de lenta convergencia, con consecuencias negapiaes la cohesion social. Se aduce que es
necesario potenciar la coordinacion multilaterabpavitar que se revierta la tendencia del progreso
econémico y social.

Clasificacion JEL E61, E62, F59.
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The Policy Integration Department pursues the ILd@¥sent work and fair globalization
agenda from an integrated perspective.

The central objective of the Policy Integration Bement is to further greater policy
coherence and the integration of social and ecanpulicies at both the international and
national level. To this end, it works closely witther multilateral agencies and national
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A common economic crisis
but contradictory responses:
The European experience 2008-09

1. Introduction

The financial crisis that began in August 2007he United States related to the increase
in mortgage payment defaults began to be felt irof®i in the second half of 2008. By
mid-2009 the “first green shoots” of recovery wbeginning to emerge in China and to a
degree in the United States. Yet in Europe the @oan downturn has spread eastwards
and continues to intensify at an alarming pace.l Ragput in 2009 will contract by an
estimated 10 per cent in the Baltic States, 8 pat i the Ukraine and 6 per cent in the
Russian FederationThe current crisis now represents the most procedirecession
across the European region in over sixty years emdtes additional challenges for
Europe. One of these challenges is the potentidh@fcrisis to reverse the social and
labour market progress which was achieved in tlewipus decade of steady growth in
Western Europe and economic catch-up in the tiansit economies of Eastern Europe
and the Commonwealth of Independent States (CI&).iMain objective of this paper is to
document the policy responses to the crisis adeosspe, show that that this risk exists,
and propose alternatives solutions.

The outline of this paper is the following. Sectmneviews long-term trends in economic
growth, employment and wages prior to the econamrigis, while economic and labour
markets developments since mid-2008 are addresssettion 3. Section 4 deals with the
policy responses to the 2008 economic and finammials, including monetary policy
and fiscal policy measures implemented in vulneratduntries assisted by the IMF, as
well as in other parts of the European regionrdig attention to the general dichotomy in
macroeconomic policy responses between the EU gesrand the emerging countries of
Europe: with the former pursuing expansionary certnyclical policies and the latter
contractionary pro-cyclical policies. Section 5 clodles on the necessity for Europe to
adopt a coordinated multilateral approach to awsider economic convergence with
negative consequences for social cohesion.

2. Long-term trends in economic growth,
employment and wages prior to the
economic crisis

The countries of Europe and Central Asia have lo@ean economic “rollercoaster” since
the early 1990s. There have been significant urspmized swings in economic growth
within and across subregions. For example, in #iter half of the 1990s the EU-15
enjoyed relatively robust growth rates, with GDEre@asing on average by 2.8 per cent p.a.
compared to 1.6 per cent p.a. in the first halhef 1990s. Thereafter growth slowed in the
EU-15 and averaged just 1.6 per cent p.a. ovepéned 2001-05 before bouncing back
between 2006 and when the current recession hitdrto late 2008.

Economic growth trends elsewhere in the region Hax@uated more dramatically. The

former transition economies of Central and Easkurope experienced major economic
contractions in the early 1990s. However to a |lagent this had been overcome by the

1 IMF. 2009.Regional Economic Outlook Europe: Addressing thisi€r
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mid-1990s for countries in Central Europe. Subsetiyeseveral countries in this
subregion were hit by a secondary transition crifigs was partly linked to difficulties
with privatization and financial sector reform. dome countries this was also associated
with severe monetary and exchange rate crises. neteeffect was that, on average,
economic growth in the Central and Eastern Eurogeanomies remained moderate, and
did not match the performance in the EU-15 coustrizver the second half of the 1990s.
Other countries in the European and Central Asegion also experienced economic
difficulties in the late 1990s. For example, thes&an Federation was affected by
structural and macroeconomic crises in 1998-99 aantkey went through a similar
experience in 1999.

Thus by the beginning of the new millennium theraswo real evidence of economic
convergence across the European and Central Asiaon: On the contrary the economic
gap between the EU-15 and the rest of the regidnelkpanded. However, this trend was
reversed from about 2000 onwards. Over the perd@f 20 2008 the EU-12 economies in
general performed strongly. As a group the EU-12ntides established a substantial and
persistent economic growth differential over the-EXJ Moreover, between 2002 and
mid-2008 the CIS, the non-EU Balkan countries (vdtte or two exceptions) as well as
Turkey also embarked on a sustained growth tracH, recorded a substantial growth
differential over the advanced economies in thel5U-

An important caveat is warranted. The relativelgtéa growth rates in the non EU-15
countries occurred from a low base following a decaf slow growth or economic
contraction. It is relatively easy to record immige growth percentages when the
denominator in the equation has been debased. tHelegs, the fact that the European and
Central Asian region started the process of econaomvergence in the last half decade is
encouraging. One important factor facilitating emmic catch-up is the great potential for
rapid productivity growth in lower income economidés the period prior to the current
recession this potential was starting to be redlize

Longer term labour market trends across Europe eddubit considerable diversity by

subregion. For example, at aggregate level in tbelk employment and labour force

participation rates had been improving steadilyrav@rolonged period prior to the onset
of the recession: the former from 59.9 per cert985 to 67.0 per cent in 2007, and the
latter from 67.2 per cent to 71.6 per cent overddume time horizon. In other parts of the
region labour market trends had been more errdflee EU-12 countries made

considerable progress in the last few years. Buignsxamined over the longer term the
employment picture within the EU remains diverskisTpoint is illustrated by comparing

long run trends in economic growth and aggregatpl@ment between the advanced
EU-15 economies and EU-12 catching-up economies.

Figure 1 plots GDP and aggregate employment dexwedafs in the EU-15 and in the
EU-12. What we see is a strong discrepancy in ongsobetween the two subregions. The
EU-15 had a moderate, cumulative GDP growth overpghriod 1995-2008 of slightly
above 30 per cent while the EU-12 experienced catimel GDP growth of over
60 per cent in the same period. But when we examgggegate employment trends the
situation is dramatically reversed. The EU-15 eigrared a positive employment growth
of about 17 per cent, while the EU-12 ended up 008just about where they were
in 1995. In other words over the medium-term theas zero employment growth, or what
we might call “job-less growth”, in the new Memlfgtates. These striking differences in
relative output and employment developments betwesm and old members of the EU
represent the flip side of the productivity tremuishe various subregions.
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Figure 1: Employment and GDP growth
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Source: The Vienna Institute for International Economic Studies. Annual Database incorporating national statistics
available from www.wiiw.ac.at. Eurostat; 2008: European Commission (2009) Economic Forecast, spring 2009
(http://ec.europa.eu/economy_finance/publications/publication15048_en.pdf).

Employment trends in some of the other subregiores this extended period are even
more diverse. The Russian Federation and Ukraive le@mjoyed a substantial rise of
employment after the crisis in the late 1990s. Butntries in South East Europe have
suffered from stagnation or deterioration. Turkeg, well as most of the West Balkan
countries, has been plagued with job-less growth.

The fact that the EU-15 subregion exhibited suglositive employment record in recent

years is at variance with pessimistic predictionsud EU labour markets some five or ten
years ago. If one examines the fluctuations in uabmarket performance among the
EU-15 countries it would appear that assertionsenring “Euro-sclerosis” were proven

wrong. For example, it would be difficult to attiite the strong labour market performance
of the last few years to radical labour market del&ion or a significant weakening of

trade unions. Even with comparatively high laboosts, the EU-15 has been able to
compete with low labour-cost countries. Moreovegsplte relatively high tax rates and

large social security spending, Nordic countriesdléhe world on many indicators of

competitiveness, current accounts surplus, sollipdinance and sound labour market
performance.

Despite relatively robust economic growth and egiébour markets, real wage levels and
labour costs remained moderate in most of Européhéndecade prior to the current
economic crisis. In the vast majority of countrieal wage increases did not increase in
line with productivity improvements or the rate etonomic growth. Workers are
receiving a declining share of the total econompie™, which is reflected in a falling wage
share (that is the share of employee compensatidotal GDP) and rising profit levels.
For the EU-27 as a whole, the wage share in GDRnéecfrom 59.6 per cent in 1995 to
57.1 per cent in 2007. This decline was particulatéep in the Eurozone where the wage
share fell from 59.4 per cent to 55.8 per cent otves period. Moreover, the decline
accelerated following the establishment of the EMid enlargement of the EU.

Figure 2 shows trends in the wage share for thosatdes where data is available. In the
period since 1995 the wage share has declined icoBatries while it increased in just
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seven countries. For example, in Bulgaria the wabare declined by a massive
15 per cent over this period, while in Poland, AlastNorway and Slovenia the decline
was close to 10 per cent. Very significant decliwese also experienced in Spain, Ireland,
Estonia, Hungary and Germany. On the other handvige share increased in Iceland,
Romania, Lithuania, Czech Republic, Sweden and Re&kmt remained more or less
stable in the United Kingdom.

Figure 2: Changesin the wages share of GDP, 1996-2007
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Source: Annual Macro-economic database of the European Commission's Directorate General for Economic and
Financial Affairs (AMECO).

Comparable wage share data for countries beyondttthés difficult to obtain. To help
rectify this shortcoming the ILO recently prepatedtative estimates of the wage share in
a range of developing countries based on the Umistbns National Account Statistics.
This included estimates for a number of CIS coestriThis analysis compared the change
in the wage share for two periods: 1995-2000 andl¥. This research revealed a
dramatic decline in the wage share in Kyrgyzstad Kazakhstan and more moderate
declines in Armenia, Ukraine, Macedonia and thesiRusFederatioh Two CIS countries

to show an increase in the wage share were Badaudig\zerbaijan.

The general trend towards a declining wage shatteeilCIS countries emerged despite the
fact that real wages had been increasing very lkapidmost of these countries over the
period 2001 to 2007. It would therefore appear thamuch of this subregion, labour
productivity has increased even faster than thewages.

Similar trends are evident in many of the EU-12ntoas where real wages have been
increasing since the second half of the 1990soth the former transition countries of the
EU-12 and the CIS countries this recent experid¢raserepresented a period of “catch-up”
after massive real wage declines during the fiadt of the 1990s. But as was observed
previously this coincided with a period of strongoguctivity growth. For example,

average annual productivity growth rates in Estoh&tvia and Lithuania were close to
7 per cent over the period 2000 to 2007 and albther former transition countries of the
EU-12 (except Hungary) recorded annual productiuitprovements of between 3 and

2|LO. 2008. Global Wages.
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5 per cent since 2000. Consequently, for most eséhcountries labour productivity
growth continued to exceed increases in real wates, allowing real unit labour costs
and the wage share to decline.

Thus the emergence of significant real wage pressuarthe former transition countries of
the EU-12 and the CIS did not disrupt the trenda@s economic convergence discussed
previously. In fact for the EU-12 as a whole annaakrage productivity growth
accelerated after 2000. There was no evidencedmpth-recession period at aggregate
level that higher real wages were deterring thesfiex of technology. In fact it could be
argued that the pick-up in real wages was acting ‘@srd wages constraint” and a spur to
productivity improvements since it appeared to enage enterprises to continue
upgrading their technology to retain their compegiedge.

3. Economic and labour market
developments since mid-2008

The slow and imperfect progress towards economive&gence and improved labour

market outcomes that occurred over the last debadéeen set back significantly in the
last year. The speed and severity of the Europeasssion is reflected in dramatic

alterations in economic and employment outcomesediine middle of 2008. In fact output

started to decline in the euro area, and in marth@flargest economies of the European
region, in the second and third quarters of 20Q8.Up until the September 2008 financial

meltdown there was an expectation that the tramsitountries of Eastern Europe and the
CIS, which were not directly connected to the stimg crisis in the United States, would

avoid a recession.

However, this hope evaporated when risk aversidensified alarmingly from mid
September 2008. Capital flows to many transitiooalintries in central and Eastern
Europe and CIS economies dried up and access e¢onational capital markets was
virtually blocked. Almost simultaneously many ofeffe same countries experienced
massive capital outflows which created or exacexbaurrent account deficit problems.
This in turn led to significant currency depre@ati in many of these countries.
Depreciation increases the cost of capital for dsiimdirms and the cost of international
debt servicing, a factor affecting both emergingintddes and high-debt countries more
severely. On the other hand, currency depreciatiap stimulate the export-sector, unless
competitors also depreciate, in which case thelidoeino gains.

An important additional mechanism that transmitieel crisis throughout Europe was the
contraction of international trade. The volume afrld exports has decreased for the first
time since 1982 Falling demand in OECD countries reduces expanvifi, while exports
contributed almost half to GDP growth in recentrgéaComplicating matters further the
crisis has engendered a significant reduction imroodity prices, affecting both
commodity exporters and importers in the wider pasn region. On one hand, the
decrease in commodity prices has affected the &xpwenue of several countries in the
CIS that are heavily dependent on commodity exp@ntduding the Russian Federation
and Ukraine). On the other hand, the steep deatineommodity prices should benefit
energy and other commodity importers. Remittanoestaurism are affected by the crisis.
Small and poorer countries in Europe and Centra Asght face a decrease in remittance
flows, and in the number of foreign tourists. Reéamtes represent more than 27 per cent

% In 2001, only the volume of exports of merchandisereased (WTO, 2002nnual Repoit

* WTO database Trade Profiles available friwtp://stat.wto.org/Home/WSDBHome.a3px
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of GDP in Tajikistan, Moldova and the Republic ofrfyzstan, amongst the highest
percentage in the worfdThis will add pressure on already large curreobaat deficits of
some of these countries.

It is now clearly evident that most policy makeid dot fully appreciate the complex
nature of the above transmission mechanisms iedhg stages of the financial crisis and
thus underestimated the severity and geographicedd of the crisis. Consequently, given
the economic information that became availabléenfirst half of 2009, the main regional
and international financial institutions have beeatching up with the speed of the
downturn and making large adjustments to their egva forecasts. For example, when
the European Central Bank (ECB) issued forecastk bha September 2008 it had
projected Eurozone output would increase by 1.Zpet in 2009. A month later
(October 2008) the International Monetary Fund (JMBsued its World Economic
Outlook and it was still predicting that the eureawould experience positive economic
growth in 2009, albeit a very marginal 0.2 per CeBtit less than a month later, in early
November 2008, the IMF issued updated forecasighinh they slashed their estimates of
2009 growth for the euro area by 0.7 percentagetg0T his meant they were predicting a
contraction in the euro area of 0.5 per cent irB20Bast forward another month to
December the ECB has warned that the Eurozone sgonould diminish by as much as
1.0 per cent in 2009Clearly economic prospects were heading southaaning speed in
the winter months of 2008-09 because when the IBl€ased a further revision to their
economic forecasts at the end of January 2009ileeg predicting that euro area output
would fall by 2 per cent in 2009. Three months rlatet the end of April 2009, the
consensus was that contraction would be twice @wraeas had been predicted in January.
Both the IMF and the European Commission now beli#nat real GDP will decline by
around 4 per cent in the euro area and the EUndmke in 2009,

As can be seen from Table 1, among the largestpearoeconomies the decline in output
in 2009 is now expected to be largest in Germaby6 (per cent) and the Netherlands
(- 4.8 per cent). Two countries that had pursuedgort led growth strategy in recent
years and had accumulated substantial balanceyoigrds surpluses in the pre-recession
period. Interestingly the IMF is forecasting thaetGerman economy will contract by
twice as much as the United States in 2009, althdlog latter country was the epicentre of
the financial crisis. The deterioration in the emmic outlook appears equally dramatic
outside the euro area. Among the large EU-15 cmmtthe United Kingdom has
witnessed a particularly rapid decline in economitivity with output declining at an
annualised rate of 6 per cent in the final quante2008. The IMF is now forecasting that
real GDP in the United Kingdom will fall by just ew4 per cent in 2009. While among the
smaller advanced countries Iceland and Irelandbatte facing very deep recessions.

® World Bank. 2007Migration and Development Brief &vailable at:
http://siteresources.worldbank.org/EXTDECPROSPECTS/Ress/476882-
1157133580628/BriefingNote3.pdf

and www.worldbank.org/prospects/migrationandremittances

® IMF. 2008, World Economic Outlook., Oct.
" IMF. 2008. World Economic Outlook Update, 6 Nov.

8 IMF. 2008. Survey Online, “More Action Needed torfibat Spreading World Crisis, IMF Says”,
15 Dec.

° IMF. 2009. World Economic Outlook, Apr. forecasat GDP in the Euro area would decline by
4.2 per cent in 2009, while European Commissionthinir Economic Forecast, Spring 2009,

predicted that real GDP would decline by 4 per ¢erioth the Euro area and the EU as a whole
in 2009.
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The rate at which economic growth prospects haverideated in the last six months is
even more dramatic in the countries beyond the BEUBhAck in November 2008 the IMF
were predicting that real GDP would expand by 26gent in Central and Eastern Europe
in 2009. Now they are forecasting a decline in outgd 3.7 per cent for this subregitha
turnaround in economic growth of over 6 percentagiats in less than six months. But the
situation is not homogenous and for the moment sof¢he transitional (or post-
transitional) economies, like Albania and Polanghear to be in better shape than others.
Interestingly, it is several of the small Balticucdries that had grown rapidly in recent
years and had been applauded in some quarterhdor market based reforms — like
Estonia, Latvia and Lithuania — that have beeniqdarly hard hit in recent months. The
IMF is predicting a double-digit decline in real 80or each of these three countries
in 2009.

The reversal of economic fortunes is equally dr&nat the CIS countries. In 2007
and 2008 this subregion experienced an increaseeah GDP of 8.6 per cent and
5.5 per cent respectively. Now the IMF is foregastin decline in GDP of just over
5 per cent for the CIS in 2009. Here the situatianes dramatically between countries
with Ukraine and the Russian Federation facingdiénepest recession with expected output
declines in 2009 of 8 per cent and 6 per cent ctsdy, yet some other countries in the
subregion (such as Turkmenistan and Uzbekistanggrected to record robust economic
growth rates in 2009 and 2010.

Consequences of the financial crisis on labour starlkhave been dramatic across the
whole of Europe. For the first time since the méBas, there has been a reversal in the
trend towards a decrease in unemployment which pdede in Central and South Eastern
Europe (non-EU) & CIS countries. In 2008, the unkyiment rate in this area increased
to 8.8 per cent: With regard to the European Union, employmenijseeted to reduce by
2.5 million in 2009 after a modest 0.7 million grtmin 2008. Unemployment started to
rise in the course of 2008 up to 7 per cent ofléfeur force. The unemployment rate is
expected to rise to 9.4 per cent in 2009 and 1&Zent in 2010, according to the spring
2009 forecasts issued by the European Commissiorutkey, the unemployment rate has
risen from 9.7 per cent in 2007 to 10.2 per cer(ifi8'? Job cuts that commenced in the
financial services and construction sectors imtlost affected countries are now spreading
more widely throughout the manufacturing and serdgectors of virtually all countries in
the Region. As regards sector employment in EUH2Y share of employment in financial
intermediation in total employment decreased froinpg®r cent to 2.7 per cent between the
last quarter of 2007 and the third quarter of 200Bile the share of employment in real
estate, renting and business activities decreasech 9.7 to 8.8 per cent of total
employment over the same period (Escuerdo, 250R)rning to total employment, many
European Union countries registered employmenteksna 2008, including Lithuania,
Hungary, Ireland, Spain, Italy and the United Kiagd while Slovakia, Slovenia, Cyprus,
Poland, Bulgaria, and Luxembourg recorded employmgains above 2 per cetft.
According to the European Commission forecastssp®ots for 2009 are gloomy with all

19IMF. 2008. World Economic Outlook, Apr.
M Source: Global Employment Trends (Geneva, 1LO.9200
12 http://www.ilo.org/global/Themes/lang--en/WCMS_ 1@D/index.htm

13 Escuerdo, V. 2009. “Effects of the crisis on theafcial sector: Trends and policy issues.”
Discussion Paper 197, International Institute fabaur Studies (Geneva, ILO).

4 European Commission. 2009. Economic Forecast, §2009
(nttp://ec.europa.eu/economy_finance/publicatiortslipation15048_en.pyf
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4.1

EU-27 and candidate countries forecasted to losplayment. The OECD Economic
Outlook Interim Report of March 2009 is equally giesistic with unemployment rates
reaching 11 per cent in 2010 (11.5 per cent acogrtdi the European Commissidn).

It is also important to appreciate that the offid@bour market data and therefore ILO
forecasts significantly underscore the real degfdabour market slack that is emerging in
Europe. For example, in many countries the unenmpdoy statistics do not fully capture
all those that are being made redundant. Whileanyrcountries, particularly in the CIS,
there is mounting evidence that companies are nepg to the downturn through
reductions in working time and unpaid administratisave. These are traditional means of
meeting a reduction in labour demand in this region

But all countries in the Region did not enter thisis on an equal footing. Pre-crisis
unemployment levels differed significantly acrose tRegion and therefore the labour
market consequences will not be uniform. Fiscal amdent account balances also vary
significantly and thus some countries are confririig greater constraints than others as
they implement responses to the recession. Morgdker credibility of some Central
Europe and CIS countries in international finanomrkets is low. Consequently, across
the European region policy responses to the ecanansis have varied considerably.
Below some specific examples are reviewed for chanigat have been made to monetary,
fiscal, labour market and social policies in resgoto the crisis. It is impossible in this
short paper to definitively describe or assessnasures taken in all 51 countries of the
Region, however examples of the most common poéisponses are examined.

Policy responses to date

Effect of and space for monetary policy

In September 2008 the implications of the US suim@rcrisis started to hit the largest
economies in Europe. Fears about large losses oassé&s held by the major European
banks caused a freeze in the wholesale financerseith banks refusing to lend to each
other. Government authorities in several major peam countries took action to in an
effort to help stabilise the situation. These mémtions included large injections of

liquidity and easing requirements on collateral fefinancing operations by Central

Banks. In several countries of the Region more dtansteps were required including the
takeover of financial institutions and/or publicrpliase of equity in commercial banks,
and the establishment or enhancement of bank depasiantees.

However on reflection the full economic and soaigblications of the financial crisis were
perhaps not fully appreciated among key policy make Europe. According to the IMF:

“Initially, problems were concentrated in a few kanhand their causes varied. The
macroeconomic implications were generally not cdexed large, and thus fiscal and
monetary policy responses were initially limited.Remedial financial policies were put in
place quickly but, as elsewhere, have not been gtihcire not) sufficiently comprehensive
and coordinated, undermining rather than reinfaycireir cross- country effectivenes§”.

In fact the European Central Bank (ECB) was ifitiahore concerned about inflation and
rising wages and had been in the process of tigigemonetary policy for some time

15 OECD. 2009. Economic Outlook, Interim Report, M2009, Paris.

18 IMF. 2009. World Economic Outlook, Apr., p. 75-76
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when the crisis hit. In fact the ECB began raisimgrest rates at the beginning of 2006. It
increased interest rates eight times in the folhgal8 months, and again in July of 2008
when many observers were calling for interest cate and Central Banks in key countries
such as the United States and the United Kingdone &keady pursuing an expansionary
monetary policy. Fortunately the ECB eventuallyersed policy, and has subsequently cut
interest rates on several occasions since the hattaths of 2008. By early May 2009 the

main policy rate of the ECB was down to 1 per cent.

Some Central Banks outside the Eurozone were fae raggressive and rapid in their
approach to monetary policy over the last year. BAgk of England is a prime example,
having cut interest rates on several occasions f&@b per cent in 2007 down to
0.5 per cent in early 2009. The bank of Englandsudsequently followed the US Federal
Reserve in introducing less conventional credifrepmeasures.

Other members of the European Union, which are pah-of the 15-country Eurozone

have followed closely the European Central Banlesisions to raise or decrease key
rates. For instance, the Danish National Bank adwallows the European Central Bank
decisions, and did so following the recent Europ€amtral Bank cuts of March and

April 2009. Turning to Sweden, the central bank b&o cut its key interest rate by a
record 1.75 percentage points to 2 per cent inl 2009.

As regards Poland, its central bank adopted areagiye monetary policy, cutting its key

interest rate in December 2008, January 2009, M20A®, and April 2009 to 3.75 per cent

— a level not seen since 1990. The last two renssigere a similar quarter-point reduction,

followed deeper reductions in December 2008 andalgn2009. The central bank hoped

to dampen the fall in production and employmentchiting rates. But smaller cuts were

adopted in the recent period as the country's noyghe zloty, has weakened against the
euro and the US dollar.

Cuts in interest rates are designed to help ecanawctivity and stimulate employment
through a number of channels. First and foremasy Hre designed to reduce the cost of
borrowing for both large and small firms caughttie credit crunch and unable to find
short-term finance at reasonable rates. Secony,ateedesigned to reduce the incentive
for consumers to save and encourage consumer sgertus boosting demand. Third,
other things being equal, interest rate reductiona particular country (or area) should
discourage capital inflow, thus placing downwardgsure on the domestic exchange rate
and possibly leading to some positive impact oroexand import competing industries.

The extent to which these various mechanisms ageatipg in the current environment is

problematic for a number of reasons including et that official rate cuts have not been
systematically passed on by commercial banks to thistomers, be they firms, mortgage

borrowers or other consumers. In fact not only hawamercial banks not fully passed on
interest rate cuts to their customers, but prighi® the banks and financial institutions lost
confidence in each other and short-term inter-dan#ling froze. This engendered massive
liquidity problems for firms that needed accessltort-term finance at affordable rates.
This forced Central Banks to take the extraordimagasures mentioned above, including
offering unlimited short-term liquidity to commeatibanks as a stop gap measure.

Another factor limiting the impact of monetary pglion economic activity and jobs is
overall fear for economic security, resulting ire tipostponement of consumption or
investment decisions until better times. Despitéergst rate reductions, ordinary
consumers may choose not to borrow money and pustgee purchasing of goods and
services because they fear for their own econoetarity and/or expect prices of goods
and services to decline further in the future. Thases the spectre of deflation which
would have disastrous consequences for employnmehdecent work.
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Finally, while an export-led recovery - facilitateg interest rate cuts that induce currency
depreciation - may be feasible for a single coutiig is not a solution for the global
economy. In fact beggar-thy-neighbour devaluatidngng the Great Depression of the
1930s only exacerbated problems. Exchange rategebptcurrencies of major trading
partners reflect global imbalances that can beetinio the present crisis. However, beggar-
thy-neighbour policies can be brought about throngtchanisms other than currency
depreciation. A prime example is attempts by irdlial countries to lower their labour
costs through excessive wage restraint to secoompetitive advantage over their trading
partners. If all countries pursue such policiesirgher contraction in aggregate demand is
assured. In addition, the current crisis is nobmgetitiveness crisis, in other words it is
not due to excessive labour or production costsis€guently, all forms of beggar-thy-
neighbour polices must be eschewed in the curmritament. We return to this point in
the conclusions.

That said it is important to recall that the euadl lappreciated by about 33 per cent against
the US dollar and significantly against the yenissn the beginning of 2006 and the third
guarter of 2008. So from the perspective of theopean region it might be argued that
exchange rate imbalances had built up in the pgyrant to the current crisis and some
readjustment is required. But so far the reductiongterest rates within much of the
European Region - and particularly within the earea - have not matched the interest
rate cuts in competitor countries. Thus for mosthe# largest economies of the Region
there has been no relief for export or import cotimgeindustries from exchange rate
movements. The United Kingdom might be an exception

For these and other reasons the reductions inalffiterest rates, plus massive injections
of liquidity by Central Banks into financial insitions, have not been sufficient to kick
start an economic revival. However, counter-cytlimanetary policy is highly desirable
for most countries in the Region and an importambglement to the fiscal stimulus that
most governments are now starting to pursue. é12808 some highly respected observers
of monetary policy had called on the ECB and otentral Banks to go much further and
faster in cutting interest rates and to set thfficial policy rate at zero forthwitfy’ It was
around the same time (mid December 2008) that thekBof Japan and the Federal
Reserve in the United States effectively complieth\wsuch suggestions and cut interest
rates at levels approaching zero. By comparisorynij very recently the ECB has been
behind the curve with its interest rate policytially because of an exaggerated fear of
inflation and wage pressures. In the future a fumef#al re-think of the ECB mandate may
be warranted if monetary policy is to place greataphasis on employment, decent work
and concerns for the real economy.

Not all Central Banks in the Region have pursuecrancyclical monetary policy in the
last year. The first post-transitional country e tEuropean region to suffer in the current
global economic crisis was Hungary. As the finahditficulties in the United States and
other advanced economy countries produced a deicliggobal liquidity and increased
risk aversion, investors started differentiatingoag emerging markets. Perhaps because
Hungary had relatively high external debt leveks ¢buntry was one of the first to withess
capital outflow and strong downward pressure onetkehange rate. The Central Bank in
Hungary had increased interest rates from 7.5 @etrto 8.5 per cent in early 2008 to fight
inflation. Then in October 2008 when the globasisrhit the Central Bank increased rates
by a massive 3 percentage points (from 8.5 pertoeht.5 per cent) in an attempt to avoid
depreciation of the domestic currency. Despite iitiniwe the government was forced just a
few weeks later to seek emergency assistance fientMF (as well as from the EU and

" Buiter, W. 2008. «lt is time for the monetary aorities to jump into the liquidity trap», 2 Dec.
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World Bank). Hungary has recently eased interdssriaut they still remain well above the
level that existed last October.

Several other post transitional countries includBgjgaria, Latvia, Lithuania, Serbia,
Romania, Poland, and a number of CIS countriesidtioy Armenia, Belarus, Georgia and
Ukraine have faced extreme economic difficultiesliding massive capital outflows or
problems related to a loss of funding or FDI. Aseault many of these countries have
sought assistance from the IMF and/or the Europ@astment Bank, the European Bank
for Reconstruction and Development and the WorlshkBaGiven the level of capital
outflow most of these governments have not adogteainti-cyclical monetary policy.

There are significant differences in the spacerfonetary policy between countries in the
European and Central Asian region. In the Unitedgdom, as noted above, the Bank of
England slashed interest rates over the last tvaosyén doing so the focus of the Bank
was clearly on boosting aggregate demand. It hasvagied excessively about the value
of the UK currency, which has depreciated subsiintin that period. In fact, the UK
Government has probably viewed a declining poundesairable in the last year because it
lowered the foreign price of British exports andpled provide a boost to domestic firms
in the export and import competing sectors.

But policy makers in CIS countries like the Ukrasred Belarus or some post-transitional
countries like Latvia and Lithuania have had lessps to ignore the consequences of
monetary policy for their exchange rates. In thesentries with relatively high inflation
rates it could be argued that a stable exchangeisatequired to help anchor prices.
However, more important is the large stock of fgneilebt that such countries hold. Much
of this debt was short-term and must be repaid ums or US dollars. Since the
intensification of the global financial crisis cdrias like those mentioned above have
witnessed a sharp reduction in access to new eitborrowing and thus difficulties in
rolling over their debt or meeting their repaymebtigations. In these circumstances a
precipitous fall in the currency could make foregbts insupportable. Thus unlike the
Bank of England, central banks in some post tremmsit and CIS countries have had to
adopt a pro-cyclical monetary policy and raiseregerates to defend their currency.

In the Ukraine the IMF has encouraged this proicgtimonetary policy stance while also
encouraging the Government to gradually move tosvartloating exchange rate.

In the second half of 2008 Ukraine experiencedaandtic decline in equity prices (down
80 per cent from their peak) and economic actipltis massive capital flight and extreme
pressure on the exchange rates. Problems in theeceaomy were triggered by rapid
declines in global steel prices and signs of doimegsblitical instability. But these
problems were overshadowed by declines in investofidence, outflow of capital and
pressures on the currency after news leaked thatobrthe largest commercial banks
(Prominvestbank) was close to bankruptcy in Octé@®8. These events resulted in the
National Bank of Ukraine (NBU) taking a range ofcepmtional measures including
banning the pre-term withdrawal of bank depositd e Ukraine Government turning to
the IMF for emergence assistance in late 2008.

In November 2008, the IMF and others provided tHegahian Government with an
emergency loan of 16.4 billion US dollars. This eawith conditions which, in the words
of the IMF: “aims to restore financial and macrasmmic stability by adopting a flexible
exchange rate regime with targeted interventigoreaemptive recapitalisation of banks, a
prudent fiscal policy coupled with tighter monetasglicy”.”® According to the IMF:

181MF. 2008. Press release No. 08/271, 5 Nov.
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“resolute implementation of the programme shoullgp neduce inflation to single digits by
the end of the programmé®”

Unfortunately the documents made public do not idewany detailed evidence that the
Government or the IMF carefully considered the egugnces of this policy package for
employment and decent work. However, even fromrapl@yment and social perspective

a case can be made for a tightening of monetaigypiol extreme circumstances like those
prevailing in the Ukraine. The extent of capitatftaw and the pressure on the exchange
rate have been alarming. The authorities madeigidedo try and support the currency to
some degree, and this required them to drastickdplete their hard currency holdings.

Questions have been raised about whether this agpmwas implemented in a transparent
and objective manner. In any case despite thesevaritions the hryvna to dollar rate

almost doubled over the three months to late DeeerBB08. Such a large depreciation
had adverse consequences for workers and otheurmens who must pay higher prices
for many basic commodities that are imported. Miomportantly, many companies, but

also many middle income families, had borrowed mgoimeforeign currencies in recent

years. These firms and families now face massikeshin the local currency cost of their

loan repayments. It is likely that the degree opited outflow and the necessary

depreciation would have been greater if the CenBahk had pursued a more

accommodating monetary policy and cut interestrate

In Latvia the IMF pursued a different approach amdlorsed a government decision to
maintain the existing exchange rate peg betweendtdmestic currency and the euro.
Latvia has expressed a desire to join the Euromottee near future. So unlike the Ukraine
there will be no gradual movement towards a flgarchange rate in Latvia. However, to
support the rigid exchange rate the Governmentwfia required massive loans which the
IMF helped it acquire from the EU and various Nordountries plus the IMF itself. The
loan package provided to Latvia amounts to almas-third of the country’s GDP
compared to less than 17 per cent of GDP for Hyngad 9 per cent for Ukraine. In
return for loans of this magnitude the GovernmehtLatvia has been required to
implement draconian fiscal and incomes policy messu

Other things being equal, in current circumstanecaglaxation of monetary policy and
lower interest rates would be better for boostingmdstic demand and therefore
employment in all countries across the EuropeaiomedgHowever, there are respectable
economic reasons for accepting that not all cogmthave the same scope for counter-
cyclical monetary policy. Not all international amsations promoting development agree
that this economic case is as strong as the IM&egtdJNCTAD, for example, has warned
countries struggling with declining currencies #sist raising interest rates to prevent
devaluations. UNCTAD has argued that “raising ies¢rrates and falling government
expenditure will only re-invite speculation and w@n matters in the real economy.”
UNCTAD cited several countries in the European argt including Hungary, Iceland,
Romania and Turkey - when giving this advite.

Yibid.

2 UNCTAD. 2008. Development, Policy Newsletter, Dec.
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4.2

42.1

Fiscal policy

Fiscal policy in countries requiring IMF
assistance

Fiscal policy responses to the economic crisisssctbhe European region have diverged
dramatically. At one extreme are many of the coastmentioned above which have
found it necessary to seek emergency loans fromMfeor are in discussions with the

IMF because of large capital outflows, runs on dstaecurrencies and major balance of
payments problems.

As noted above Hungary was one of the first cassatif the global crisis in Europe and
had to borrow 25 billion dollars from the IMF, EUndh World Bank in early
November 2008. The conditions attached to this kesuired the Government to reduce
fiscal expenditures significantly. The target fiscificit for 2008 was 3.8 per cent of
GDP; this has been reduced to 2.9 per cent of @GDPthe basis of the agreement further
spending cuts are required in 2009 to bring theafideficit to 2.6 per cent of GDP. These
spending cuts come on top of austerity measures Gbgernment was already
implementing, which had reduced the fiscal defigitalmost 6 percentage points of GDP
between 2006 and 2008. In announcing the loanMiestated:

“... adjustment will need to include revisions of vweagand pensions. Under the authorities’
programme, expenditure restraint will be achievegart through reductions in the overall
government wage and pension bill. Nominal wage sidjants will be postponed and
pension bonuses suspendéd.”

In implementing the IMF conditions, the governmearitoduced a freeze on public sector
salaries and unilaterally cancelled the payment df3-month bonus for 2009. These
provisions were implemented without negotiationshwiublic sector unions and despite
the fact that an existing collective agreement mageovision for a 4 per cent salary
increase this year and the bonus mentioned abdeseTmeasures were expected to cut
real public sector remuneration by around 10 pet ice2009.

In the Ukraine the original agreement with the IMéquired the Government to cut
expenditures in the last two months of 2008 aneértsure that in 2009 the government
budget was in balance (this has subsequently bkered significantly, see below for

details)?* Much of the fiscal tightening was originally expet to come through reduced
expenditure on public sector wages and benefits phauctions in the overall level of

social expenditure. The original memorandum of usid@ding between the Government
and the IMF in October 2008 stated:

“We will change the course of our incomes policyOur adjustment strategy will thus be to
limit the increase in both the minimum and averagélic wage and pensions, and other
social transfers, in line with projected inflation2009 (average and end period basis). This
will include the following measures: (1) in DecemB&08 - January 2009, the average wage
level for the first grade public sector employeél iemain constant; (2) postponing for two
years the planned equalization of the minimum wagg the much higher minimum

ZLIMF. 2008. Survey Online, 6 Nov.

22 IMF. 2008. “Ukraine: Letter of Intent, Memorandush Economic and Financial Policies, and
Technical Memorandum of Understanding”, 31 Oct.
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subsistence level; and (3) revising backward logkimdexation arrangements for various
social transfer (and refocusing increases on fahl@oking inflation measuresf®

Given the introduction of the above reforms ataetiwhen the inflation rate was expected
to decline from around 25 per cent in 2008 to aimesed 14 per cent in 2009 due to the
contraction in domestic demand, this implied a i§icent decline in the real value of
pensions and other transfer payments. Moreoveragheement with the IMF to postpone
for two years a planned increase in the minimumemagthe minimum subsistence level
and rescind an agreement to increase public sect@ries contravened an existing
collective agreement (General Agreement) and owmegth provisions contained in
the 2009 draft budget which had been made puble month earlier. Other measures
adopted to help achieve the fiscal contractionuitbela phased increase in energy prices.
This would also obviously have important implicatdor low income earners.

As mentioned above the fiscal and income policyditioms attached to IMF loans with
Latvia appear more extreme than those in HungatiyeolJkraine. According to the IMF:

“The program ...will also require a substantial tightening of &bgolicy, including a
headline fiscal deficit of less than 5 per centGIDP in 2009, compared to a deficit of
12 per cent of GDP if no additional measures waken .... Supporting structural reforms
and wage reductions, led by the public sector, fuiltther strengthen competitiveness and
facilitate external adjustment®

The IMF has made it clear that public sector jollscand wage reductions across the
economy are required to bring about a real depieniaf the currency, given the decision
to maintain the nominal exchange rate through teg f the euro. The Government
published an “Economic Stabilisation and Growth iR&vProgramme”, which provided
details on how these conditions would be implennten the expenditure side this
programme provided for a nominal reduction in putdector salaries by 15 per cent
in 2009. In addition employment levels in publichadistration were to be reduced by
15 per cent over the next three years, and expegeadin goods and services procured for
the State were to be cut by 25 per cent. The Pnugea stated that there will be no
increases in social allowances until economic ghowsumes. The Government also made
commitments to reduce wages in the private sedttreoeconomy without specifying how
this will be achieved:

Tax reforms were also part of the Government progna in Latvia. This included
reductions in personal income tax but substam@keases in consumption taxes. The main
rate of the value-added tax was to be increased &8 per cent to 21 per cent, while the
so-called reduced VAT rate was increased by a wmsSsi percentage points. These
reforms will obviously make the tax system moreresgive and have a major negative
impact on domestic demand which had already detkiinamatically. In fact at the time of
the agreement the IMF were predicting that GDP atvia would contract by 5 per cent
in 2009. But by April 2009 the IMF had revised tHigrecast dramatically and was
suggesting that real GDP would fall a massive IZpat in 2009.

It is worth examining why a country like Latvia fodi itself in this situation. One of the
main reasons Latvia required IMF assistance waditje level of foreign debt it held.

Bibid., p 7.
24IMF. 2008. Press Release No. 08/332, 19 Dec.

% See, “Latvia’s Economic Stabilisation and GrowtaviRal Programme”, Ministry of Finance,
Latvia, public web site.
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Between 2004 and 2007 the country enjoyed buoyamdittons with real GDP expanding

at annual average rates of around 10 per cent. Muicthis growth was financed by

massive foreign borrowing in the private sector andch of this was devoted to

speculation in the real estate market. In fact, dtoek of foreign debt increased nearly
fourfold between 2004 and 2008 and reached at ab&per cent of GDP in late 2008.

Yet over the same four year period, net public desla proportion of GDP was halved and
stood at a modest 7 per cent of GDP in 2008.itbrsic that the public sector workers are
now being forced to paying a high price (througihesi the loss of their jobs and or salary
cuts) for this unsound speculation in real estai# expansion of private sector foreign
debt.

The IMF has been a strong advocate of large anckdiscal spending to counter the
economic slowdown. Therefore some of the specME& Iconditions contained in these
emergency measures might appear inconsistent hétlyéneral advice the IMF has been
providing in other forums. This general IMF advisteongly favours the adoption of an
anti-cyclical fiscal policy. For example, on 15 Retber 2008 the Managing Director of
the IMF called for a global fiscal stimulus of abdiper cent of GDP (see below for
details)?® The IMF has subsequently elaborated on this Iratizice about the magnitude
of the stimulus and has argued coherently thaopitienal fiscal package should be timely,
large, lasting, diversified, contingent, collectiaad sustainablé.More recently, the IMF
has argued that the general fiscal stimulus shoeleixtended into 2010.

However, the IMF also argued from the outset of ¢hisis that some emerging market
economies would not be able to follow this genahlice because they would face very
high costs in financing a deficit. According to th& Managing Director:

“....in some of the programs the Fund is supportinthea moment, we are calling for some
fiscal retrenchment, despite our call for globacél stimulus. If there was fiscal room for
manoeuvre in these program countries we would sag ft”. But often there is no room for
manoeuvre:

Presumably the Ukraine, Hungary, Latvia and Icelavete examples of the type of
countries that the IMF Managing Director had in dhitHowever the fiscal position in
several of these countries was not at all extrefnerwthe crisis hit. Latvia actually ran a
fiscal surplus in 2007, and the expected fiscalciteh 2008 was a modest 2 per cent of
GDP. The Ukraine also entered the crisis with andofiscal position. The IMF
acknowledged this fact in its Memorandum of Underding with the Ukrainian
Government, noting that:

“A combination of factors places us in a good posito meet our fiscal targets. The starting
point is sound: we have a close-to-balanced budgeate in 2008

In other words at the time when the emergency laggre negotiated with the IMF, the

Ukraine and Latvia were in very healthy fiscal piosis. Some countries requiring IMF

assistance, like Hungary, had higher fiscal deffitian Latvia or the Ukraine and therefore
more limited fiscal space. However, it can be goasd if the conditions being imposed to
reduce government expenditure are the most apptepri

% Strauss-Kahn, D. 2008. “The IMF and its Futurepe&ch at the Banco de Espafia, Madrid,
15 Dec.

*"IMF. 2008. Staff Position Note «Fiscal Policy fbe Crisis», 29 Dec. SPN708/01

“ibid., p. 3.

29 IMF. 2008. “Memorandum of Economic and Financialifles”, 31 Oct., p. 7.
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The IMF had promised that the conditions attacleelddans with governments in response
to the current crisis would take into account tngact on the poor and most vulneraBle.
According to Mr. Strauss-Kahn:

“The Fund is trying to implement what | call “socienditionality”- helping countries
develop or maintain safety nets for segments ofpihigulation that maybe affected by an
IMF program.®*

It is true that the IMF has tried to preserve, amdsome specific cases to increase,
government expenditure on social programmes tatgatéhe very poor. Moreover there
are indications in some countries, like the Ukraitheit the IMF have moderated their
original conditions and provided additional flefityi with fiscal policy when they have
reviewed implementation of the loans. In early N2&p9 - after several months of delay,
speculation and intense negotiation with the Gawemt - the IMF finally approved the
disbursement of the second “tranche” of the Ukeairiban. In so doing the Fund granted
waivers of non-observance of various performandera including the budget deficit.
The IMF has now indicated it will accept a fiscafidit of 4 per cent of GDP in 2009.
Despite this the Fund has maintained heavy pressuthe Ukraine to cut expenditure on
social security®

It is also evident from the most recent agreemeiittsin Eastern Europe that the IMF has
not fundamentally altered its stance of trying totail wages and social spending when
providing Stand-By-Agreements. In early May 200% tMF reached an agreement with
the Government of Romania for a 17 billion dollaan. In assessing recent economic
developments in the country the IMF concluded:

“Romania experienced an economic boom over thefpyasyears that led to overheating and
unsustainable imbalances.... Loose fiscal and incopwiies also contributed to the
overheating of the economy and to its current walbiities, with excessive spending,
especially on wages and pensions, as the mainictipr

As mentioned previously an economic case can be rfradnonetary policy tightening in
some of the emerging and transitional countrieEadtern Europe and the CIS that face
critical balance of payments and currency pressatd®wugh there is no unanimity within
the international community that this is the basfastest route to economic recovery in
the region. Differences of opinion over the appiater stance of fiscal policy are even
more intense. For instance the Commission of Expestablished by the UN General
Assembly to consider reforms of the internationabnetary and financial system
recommended that:

“While funds within the International Financial titations are limited, it is imperative that
more funds be provided, and that they be providetthowt the usual conditionalities,

39 IMF. 2008. Survey magazine, “The IMF watching fartthe poor in crisis loan talks”, 25 Nov.
*!ibid.
32 IMF. 2009. Press release No. 09/156, 8 May.

33 IMF. 2009. Survey magazine: Interview “Policy Adjments Move Ukraine Forward”, 8 May,
p. 2-3.

3 IMF. 2009. Press Release No. 09/148, 4 May.
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especially those that force these countries toysupso-cyclical policies or to adopt the kinds
of monetary and regulatory policies which contréalito the crisis®

At the G20 London Summit in April 2009 global leesledid decide to significantly
increase the funding available to the IMF. But@®0 leaders also committed themselves:

“... to support those affected by the crisis by drepemployment opportunities and through
income support measures. We will build a fair aachify- friendly labour market for both
woman and men®

Given this compromise legitimate concerns remasuabome of the specific fiscal, social
and income policy conditions the IMF has issuedcountries that have accepted
emergency assistance. Any conditions and policycadhat will have a negative impact
on decent work or are inconsistent with a fair gardily friendly labour market should be
reconsidered. In addition, restrictive fiscal p@&c in these countries were largely
implemented without negotiation with the socialtpars, which could put pressure on
social cohesion and reduce the very much needeeptice of such policies by the
population (Rychly, 2009Y.

4.2.2 Fiscal policy in other parts of the European
Region

At the European Union level there were detailedculisions about the need for a
coordinated fiscal stimulus as early as mid-2008esE discussions resulted in the
European Economic Recovery Plan proposed by thepgean Commission which was
broadly endorsed by the 27 Governments of the EamCouncil on 12 December 2088.

The Plan was designed to boost European Union GDP%oper cent’ The Plan included

a 30 billion euros increase in expenditure by theoBean Union in a variety of areas
including SMEs, renewable energy, clean transpod the benefit of the automotive
industry.

However, the vast bulk of additional expendituréQ billion euros or about 1.2 per cent of
European Union GDP) was expected to come from the& E national Governments (see
Box 1 for national examples). The Conclusions fittve European Council summit set out
very general guidelines for this fiscal expenditataational level. These guidelines stated
that stimulus measures could take the form of emed public spending; reductions in tax
burdens; a reduction in social security contritngio aid for certain categories of
enterprises or direct aid to households; incre&sading for investment and infrastructure;
improving the competitiveness of enterprises anehtgr support for SMEs; plus the
promotion of employment, innovation, research agaketbpment, as well as education and

% The First Meeting of the Commission of Expertstaf President of the UN General Assembly on
Reforms of the International Monetary and Finan@gktem, Recommendations for Immediate
Action, 4-6 Jan. 2009, New York, p. 2.

% G20 London Summit Communiqué, para. 26, 2 Apr9200

37 Rychly, L. 2009. “Social dialogue in times of dsisFinding better solutions”, Industrial and
Employment Relations Department, Paper No. 22, [GEneva, May.

% Council of the European Union, Presidency Conohsi (17271/08) 12 Dec. 2008.

3 European Commission. 2008. Directorate-General Emonomic and Financial Affairs,
«Quarterly Report on the Euro Area», Vol. 7, Nop45.
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training Clearly the guidelines contained in the Europeanr@il conclusions provided
scope for national Governments to fashion domeasiticulus packages as they saw fit. No
guidance was provided at that stage about whiclsanea should be prioritised or which
may have the largest impact on economic growth, leynpent or other economic
objectives. On the whole, fiscal measures in theopgean Union have been relatively low:
fiscal stimulus as a percentage of global GDPasiigd 1 per cent in major countries of the
European Union, as opposed to the 2 per cent of GB¥cated by the IMF. The
composition of fiscal package varies widely witHturopean countries with tax cuts
representing between 0 per cent (Spain) and 56euer of the packad®. With the
exception of the United Kingdom, employment measuepresent an insignificant share
of total spending.

“0 Council of the European Union, Presidency Conohssi op. cit, para. 12.

“l Khatiwada, S. 2009. “Stimulus packages to courgkbal economic crisis: A review”,
Discussion Paper 196, International Institute fabdaur Studies (Geneva, ILO).
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Box 1
Overview of fiscal stimulus in 5 European Union countries, February 2009

Spain lost one million jobs in 2008, while unemployment is expected to rise to 15 per cent in 2009
and the budget deficit will reach 3 per cent of GDP.*? To address the difficult economic and social
situation, the government announced an ambitious four-tier action plan, including i) supporting
workers and employers, ii) creating employment iii) restoring financial market stability and
iv) boosting productivity (Spain having one of the lowest labour productivity levels in the EU). The
Spanish government estimated that this plan would create 300,000 jobs over the whole territory.

France has unveiled a 26 billion euros stimulus package -- equivalent to 1.3 per cent of gross
domestic product. The plan has three components: the first concerns corporate liquidity, especially in
SMEs. The second consists of launching public-sector investment programmes, including energy-
saving schemes. Finally, measures to support workers and employment, including in sectors
experiencing great difficulties, such as the automotive and construction industries.*® The French
economy minister said the plan should create 80,000-110,000 new jobs, making up for the expected
disappearance of some 90,000 jobs next year due to the crisis. However, following the increase in
unemployment (7.8 per cent during the last three months of 2008), the government has pledged to
spend a further 2.6 billion euros in 2009 to help the country's struggling households.

In the Netherlands, economic activity is expected to decrease sharply in 2009, as the Netherlands is
set to be severely hit by the sharp fall in world trade and the financial crisis. The Dutch government
adopted two fiscal packages, in November 2008 and January 2009, corresponding to 1 per cent of
GDP. The threefold objective was to foster private investment, protect employment and improve
credit supply.

In Germany, fiscal measures were announced in October and November 2008. However, a sizeable
package of 50 billion euros was only put together in January 2009. By this time, and led by the fall in
exports, growth was projected to contract by 2.5 percent in 2009, a post-war historic record.
Germany, which ended 2008 very close to budget balance, committed to a stimulus above the
amount pledged to the European Commission for a coordinated stimulus (1.2 per cent of GDP). A
stimulus corresponding to 0.5 per cent of GDP is also planned for 2010.

The United Kingdom took a different approach to the Eurozone countries. Indeed, the United
Kingdom might run a budget deficit of up to 10 per cent in 2009-10. The UK package which was
announced in November 2008 includes tax cuts and measures to increase public and private
spending in the hope of preventing a recession from spiralling into a slump. The UK package
includes reduced taxes for consumers, households and employers, as well as measures to support
low-income households. To compensate for the decrease in government’'s revenue, duties on
alcohol, fuel and tobacco have been raised. However, the November 2008 announced fiscal stimulus
(0.09 per cent of GDP) might not be sufficient to boost the economy. In the three months to
December 2008, the number of Britons out of work rose by 146,000 to 1.971 million, taking the rate
up to 6.3 per cent - its highest since 1998.

From an ILO perspective we are mainly interestethan impact of the various stimulus
packages on employment and decent work. Assessioititese impacts are difficult and
no definitive conclusions are possible at this stdgpwever, some general comments can
be made. The impact on aggregate demand and enmgbymill depend on a variety of
factors including: (1) the magnitude of the packa@é the speed at which measures are
implemented and the duration of the stimulus; I§8)éxtent to which any initial stimulus is
saved or withdrawn from circulation; (4) the extémtwhich the stimulus leaks from the
national economy through increased imports andstipgply capacity to respond to any

2 OECD. 2008. Economic Survey Spain, Paris.
a3 Source: Office of the French Prime Minister http://www.premier-
ministre.gouv.fr/chantiers/plan_relance_economi®313and Crédit Agricole (2009) “France:
What effects should we expect from the fiscal stim@” Economic Research Department, No. 120
— 8 Dec. 2008, http://www.credit-agricole.com-Etsieonomiques.
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increase in demand; and (5) longer term conseqseoica higher fiscal deficit. Each of
these factors is examined in turn.

(& Magnitude of Stimulus

It is difficult to calculate the precise magnitudiethe stimulus packages that have so far
been announced at national level. This is partbabhse many governments have included
activities or expenditures that were already eme@da Nevertheless, various academics
and economic institutes have been examining theggopals and assessing them against
the guidelines contained in the European EconomaitoRery Plan. One such group is the

Bruegel think tank which produced estimates abloeitmhagnitude of fiscal measures taken

in the largest 13 EU economies as of 12 Decem@8.Z20rhese estimates would suggest

that the initial stimulus packages varied signifita in size among the 13 countries. The

largest were in Austria, Spain and the United Kiomgdwhere the estimated size of the

proposed fiscal packages for 2009 slightly excepdricent of GDP. Based on the Bruegel

data it would appear that several of the largestcBuhtries had not announced stimulus

packages by mid December 2008.

However, events have moved rapidly at the beginoind009 with many countries like
Germany and the United Kingdom augmented the mesaghey had previously taken and
other countries announcing their initial plans. ésFebruary 2009, fiscal packages of
varying sizes were announced with Germany annogntie biggest package as a
percentage of GDP (2.8 per cent over two yearsheOtEuropean countries have
committed to implement a fiscal package, such &sUhited Kingdom (1.3 per cent),
France (1.1 per cent), Portugal (1.1 per cent), Nle¢herlands (0.8 per cent) and Spain
(0.8 per cent). These are rough estimates as ftlseee certain degree of uncertainty
regarding the precise size and timing of the paek&gin addition, for some countries
such as Germany and the United Kingdom, the timadris 2 years.

Nevertheless it seems that the size of the nat&imalilus packages remains diverse across
the region. Indeed the conclusions of the Econo@muncil Summit meeting in
December 2008 make it clear that there was no ¢éxgp@t that the magnitude of stimulus
measures will be exactly equal across all EU-2htries. Rather the expectation was that,
in aggregate, the measures implemented by natig@lernments would total
approximately 1.2 per cent of GDP for the EU. Thisconsiderably lower than the
magnitude suggested by the IMF Managing Directonovas noted above, initially
suggested a fiscal stimulus on average of 2 pdarafe€@DP. More recently there are signs
that the IMF may support an even larger fiscal baosthe countries where it is not
providing emergency loans. IMF staff have arguedt tthe precise magnitude of the
stimulus should depend on the extent of the dedtipgivate sector demand and should be
reviewed in light of development8indeed IMF staff have stated that the fiscal shirsu
should be “contingent, because the need to redueegérceived probability of another
Great Depression requires a commitment to do mibfreeeded”. Given that most
indicators of domestic demand in the European Relgave deteriorated further since the
IMF Managing Director floated the 2 per cent of GBdure, it might be concluded that
the IMF will now support fiscal stimulus packagasger than 2 per cent of GDP in many
countries. The OECD (2009) has very much adopteoindar stance and advised major

*4 Saha, D.; von Weizsacker, J. “Estimating the sizthe European stimulus packages for 2009”,
12 Dec. 2008.

% JLO. 2009. The financial and economic crisiss A c@et Work response,
http://www.ilo.org/public/english/bureau/inst/dowald/tackling.pdf

“® IMF, Staff Position Note, p. 3.
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countries of the European Union, with the exceptbitaly, to be ready to use their fiscal
47
space.

“If economic circumstances deteriorate significanthore than projected, further fiscal
measures would be warranted”. (p. 86)

In the case of Germany,. given the rapid deterioration in activity, ther temporary stimulus
measures are needed and should be implementedyragjol 77)

While many observers may believe that the magnitfdide fiscal stimulus should vary
from country to country, there are other pointvieinv on this issue. On the one hand, as
mentioned above, economic conditions across theoRege not homogenous, and clearly
some countries have entered the crisis in beiealfiand trade balance shape than others.
Thus there are grounds for arguing that the scopeekponsible fiscal expansion is not
uniform across the European region and it makesestrat the magnitude of the stimulus
may vary. On the other hand, it is not clear thase countries with the lowest fiscal and
current account deficits will be those that implam¢he biggest stimulus packages.
Several observers have pointed out that withinBbeopean region there exists a classic
collective action problem, with strong incentives tach country to “free ride” on the
fiscal policy measures of other countrfédhose highlighting this problem have suggested
that there be a “floor” or a minimal magnitude @fcal stimulus in all countri€S. For
example, if the required political will existed might be desirable to contemplate an
agreement whereby all countries in the EuropeanidReggreed that they would
implement a fiscal stimulus of no less than 2 @t of GDP.

(b) Speed of implementation and duration

The speed of implementation and the duration of gtimulus will have significant
consequences for output and employment. Much of itlitial international advice
emphasised measures that could be rapidly turnexhdrihen off again. For example, the
European Union and the European Commission Prasidéonclusions, referred to above,
argued that measures to support demand must gimotluce immediate effects and be of
limited duration. While the OECD, along with othelsms stated that the fiscal stimulus
should be timely, targeted and temporary.

The intensive use of automatic stabilisers, suchragicrease in the level or duration of
unemployment benefits and /or widening eligibilfyr benefits, plus increases in other
welfare payments and the expansion of social safetg, are one type of stimulus that
could be implemented rapidly. This type of measals has the advantage of being
targeted at disadvantaged groups in society, amdigbal cost of any automatic stabiliser
obviously declines when unemployment and povertelte fall back to more normal
levels. They thus conform to the timely, targetad t&emporary criteria. As a result many
international organisations, including the OECD dhd IMF, have strongly supported
measures of this nature. The ILO also strongly menends the extensive use of such
stimulus measures.

*” OECD. 2009. Economic Outlook, Interim Report, Bakiar.

8 Watt, A. 2008. “The economic and financial crisisEurope: Addressing the causes and the
repercussions”, ETUI-REHS, Dec., p. 12.

“ibid., p. 15.

0 OECD. 2008. “OECD Strategic Response to the Fiahaad Economic Crisis: Contributions to
the Global Effort”, Note by the secretary Gene?a Dec., p. 9.
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However, the counter-cyclical effect of automatiabdisers such as unemployment
benefits is limited even in advanced countries asymunemployed workers are not
covered by the unemployment benefits system. Ewenountries like France and the
United Kingdom where coverage is greater, respegtidl8 and 40 per cent of all
unemployed do not receive unemployment ben&fitcess to unemployment benefits is
more limited in emerging countries of the regiontyo4 per cent of unemployed in Turkey
are entitled to receive unemployment benefits, resge® per cent in the Slovak Republic
and 12 per cent in Polard.

As a result, the impact of increased social sec@rpenditure on aggregate demand and
employment is limited by the relatively small sizé the population that receives
unemployment benefits and welfare payments evea yrery depressed labour market.
Increased use of automatic stabilisers therefopresents a necessary but far from
sufficient stimulus measure in current circumstanddnfortunately, it appears that in
practice only a limited number of countries in Begion have significantly expanded the
level, duration or eligibility criteria for unemplment benefits and other welfare
payments. For example, Germany has extended theramey of unemployment benefits,
while France and Switzerland have also put in placere generous systems of
unemployment benefits for temporarily laid-off werk. However, not all countries within
the European region have comprehensive socialigesystems that can be expanded. For
such countries, now is the time to take urgentsstepvards expanding their social safety
nets.

Amongst social measures targeted at low-incomedimids and other vulnerable groups
affected by the crisis, several countries includ8ggain and the United Kingdom have
implemented support to households who experienffeeudiies in repaying their home
credit and other housing policy measures. Spainalssincreased the minimum old-age
pension, the minimum wage, the level of socialséaece. As a whole, support to workers
and their families affected by the crisis amourtteldt billion euros in Spain. Several other
countries including Germany and France have opts¢ad for more targeted incentives,
such as sizable cash transfers for the purchagartular products like new fuel efficient
cars.

Another kind of support to workers is short-time ring subsidies. On average,
20 per cent of the decrease in hours worked duigigwnturn comes from reduction in
hours for persons remaining employed, rather thamsiting to unemployment or
inactivity.>® Short-time working subsidies are designed to preventerprises facing
temporary business difficulties to lay-off workeksy providing financial incentives to
employers to reduce working time instead. In gdn&varkers are compensated partially
or fully for the loss of earnings induced by shotteurs. As emphasized by the OECD,
such subsidies may play a useful role by preserviraiple jobs in the context of
temporarily low product demandiHowever, the OECD also warned that they should be
temporary and well targeted on both firms and wek&he package adopted by the
Netherlands provides for companies to receive a&idylio compensate employees who
will cut down on their working hours.

L |LO. 2009. The financial and economic crisis: AcBat Work response, GB 204-ESP-2.
*2 OECD. 2008. Employment Outlook, p. 110.
>3 OECD. 2009. Forthcoming, Employment Outlook, Paris

> OECD. 2009. Forthcoming. Employment Outlook, Paris

%5 Source: European Commission, Feb. 2009.
http://europa.eu/rapid/pressReleasesAction.dozeter1P/09/273
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Tax reductions are being proposed in many countbesause they can also be
implemented rapidly. A wide variety of possibilgiexist including income tax cuts, VAT
reductions and company tax cuts with diverse imgpact demand and employment. For
example, the UK Government moved rapidly to redv@d levels by 2.5 percentage
points for a limited duration in the expectatiomtthhis would encourage consumers to
bring forward purchases. VAT has decreased to gé&@ent - from 17.5 per cent - the
lowest level allowed by the European Union. Mangexlers have questioned whether the
impact of such a small VAT cut would alter the fimeice of goods and services by a
sufficient amount to significantly impact on conqtion expenditure. Other types of
possible tax reductions are discussed below. Imderathere will be an employer’s
contributions reduction for all low-wage new hiresxt year in businesses employing
fewer than ten staff (for example, 14 percentagetp@f payroll taxes for minimum wage
earners, or 180 euros per month). The measureegtian estimated 700 million euros. In
Germany too, reductions in social security contidns were also announced as part of the
plan and are expected to provide more short-teimugis. The Spanish plan contains a
provision for tax reduction for households. The @a&n fiscal stimulus also contains
reductions in income tax. As suggested beforestimeulus effect of reduction in income
tax might be small as many consumers are likelgatee part of any additional income. In
fact, in Germany, only the richest half of houselsgbay personal income taxes.

The French plan also contains special measuresstais sectors affected by the crisis
such as the construction sector, at an estimataobglcost of 1.6 billion euros, which
includes social housing as well. The automotivetaeavill benefit from financial
incentives provided by the State to replace old etodvith environmentally-friendlier
ones. The State will also offer refinancing fambt to the sector. Measures to support
businesses (see Box 2) as well as support to cotisin and automotive industry are
expected to have a short-term impact, notably iwipg the financial situation of
businesses and minimising job destruction. The ajlaimpact on growth will mostly
depend on confidence among economic agents.

Box 2
Support to employers in France, December 2008

The measures aimed at companies are mainly designed to improve their financial situation in the
short term through postponing tax payment and anticipating VAT credits (cost: 11.4 billion euros).

The research tax credit, which is usually refundable over three years, will be refunded in one lump
sum in early 2009, for a total of 3.8 billion euros. This measure should benefit around
5,000 businesses, over 90 per cent of them SMEs. VAT credits should also be repaid early
in 2009, for a total of 3 billion euros. The deficits offset against profits will be repaid early in 2009,
for a total of 1.8 billion euros. At present, companies can offset their losses against the profits of
the last three years and the resulting credit is refunded by the state after five years. This measure
is thought to concern around 16,000 companies, most of them SMEs. As a one-off measure,
businesses will be able to request the refund of corporation taxes they have overpaid on a one-off
basis in January 2009, instead of April. Because this measure has no impact on the budget, it is
not included in the total cost of the stimulus. Businesses will be able to accelerate the pace at
which they depreciate their investments made in 2009. This measure will cost 660 million euros
in 2010 and 800 million euros in 2011. On a one-off basis, all state departments will be required to
make an advance payment of 20 per cent on all public contracts worth over 20,000 euros in 2009,
instead of the present 5 percent on contracts over worth over 50,000 euros — a measure
estimated to cost 1 billion euros.

Source: Office of the French Prime Minister http://www.premier-
ministre.gouv.fr/chantiers/plan_relance_economie_1393/, and Crédit Agricole (2009) “France: What effects
should we expect from the fiscal stimulus?” Economic Research Department, No. 120 — 8 Dec. 2008,
http://www.credit-agricole.com-EtudesEconomiques
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By comparison with the expanded use of automatbilsders and tax cuts some other
possible stimulus measures - such as increasechdiiype on physical infrastructure,
public works programmes or the expansion of saoipkenditure - generally take longer to
implement. This was initially a major argument aghistimulus measures of this nature.
However, speed of implementation can be accelefatddcusing attention on upgrading
the maintenance and repair of existing physicarastfucture or bringing forward
construction activities and social expenditure progmes that have been carefully
designed and were scheduled for some future dadeyMountries within the Region are
now starting to include public investment progrararimetheir stimulus packages.

This is perhaps because the importance of focumingp-called timely stimulus measures
is now being reassessed. This is also becausetatipas about the duration of the current
economic slump are changing. In the last quart&068 most international organisations
were forecasting that the recession would be oitédnduration and that a turnaround
could be expected in the second half of 2009. Gsgeh assumptions it was logical to
emphasise measures that could be implemented apigly and which were temporary.

However, it now appears that the economic slump gl both deeper and longer than
previously expected.

This has prompted the IMF to argue that the fist@hulus can rely more than usual on
spending measures. Thus rather than promoting ‘tesny’ measures like the EU or
OECD, the IMF has argued that the stimulus meassinesild be “lasting because the
downturn will last for some time® This has prompted the IMF to strongly support the
frontloading of existing public investment projects increase maintenance spending on
infrastructure and to encourage governments to [gi@nning new investment projects that
can be implemented if the downturn contintles.

The ILO concurs with this advice. Downgrading thetial emphasis on timely and
temporary measures is particularly relevant whers itrecalled that the recovery in
employment and income levels will delay the pickiuputput by up to several years.

Focusing on increased public investment can als@raxk other critical public policy
objectives, such as promoting low-carbon economisvth and “green” jobs. Measures
that are employment intensive and can be rolled quickly include renovation of
buildings to improve energy efficiency. Buildingscaunt for 35-40 per cent of all energy
use. Energy consumption can be reduced by aroutfdtir@ugh better insulation,
installation of more efficient appliances for hagti air conditioning and lighting and by
integrating renewable energy generation into bagdi These measures are cost-effective,
often profitable with short pay-back times. They dze applied very rapidly to public
buildings, including low-cost housing. Work of thiature is typically carried out by local
small and medium sized firms in the building seetbich currently have idle capacity due
to the financial crisis. Other areas for early gatien of green jobs include: acceleration
of public transport projects for which design andlding permission have already been
obtained; a faster roll-out of renewable energyjgmts at both large and small,
decentralized scale; repairs to environmental gtftgture like water distribution systems,
and environmental rehabilitation projects relatedabandoned industrial sites, forests,
rivers and coasts.

Public investment measures to support employmesattion have also been announced by
several countries. In Spain, such measures foctiifield of infrastructure building and
more efficient vocational training and employmesrtvices (11 billion euros). The French

%% IMF. Staff Position Note, op. cit., p. 1.

5 ibid., p. 13.
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plan also includes a sharp increase in public saeot@stment in 2009 for an additional
cost of 10.5 billion euros. As part of this progras) there will be increased investment in
transport and energy infrastructure, and postaVices (cost 4 billion euros) which
represents an increase of 35 per cent with re$p&€08. In addition, the state will invest
4 billion euros directly in strategic areas (susthle development, higher education and
research, defence industries). Local authoritids imvest an additional 2.5 billion euros
in 2009.

The European Union has also favoured a focus ohcpetkpenditure rather than tax cuts,
even though this may take longer to implement, beeaf the potential this provides to
boost the longer term productivity of the econormiiese considerations would support
focusing public investment on education plus redeand development in addition to
physical infrastructure. The French plan contairssares in this sense as active labour
market policies will receive an additional 500 ioifl euros. Increased public expenditure
on other labour intensive social services like heeaare and child care are equally
important.

According to the IMF, just under a quarter of ther@an stimulus is directed at public
investment?® Public investment has the best multiplier effadt ibis limited to projects in
the pipeline, whose starting date can be move ahead

(0 Maximising the multiplier effect to boost employment

The impact of any particular stimulus measure apuuand employment will depend on
how much of the additional initial expenditure &ved or withdrawn from the economy.
This is one aspect of the so-called multiplier efffand one of the main arguments in
favour of government expenditure increases ratiem tax cuts. For example, income tax
cuts will lead to higher disposable incomes of comsrs but it is unlikely that all of this
increase in income will be spent immediately astrpesple will save a proportion of the
tax cut. This is particularly the case in currentumstances because workers fear for their
jobs and are more inclined to delay purchases uinél economic climate improves.
Similarly, enterprises face a sharp reduction imaed for their products and services as
well as a large degree of uncertainty. In theseuanstances, measures to lower company
taxes, increase depreciation allowances or prowitmnditional subsidies to firms, may
not have the desired impact on private investmgpemditure. Instead, measures of this
nature may be used to reduce the debts of entespoisimprove the balance sheet of the
firm. In which case, the impact on aggregate denaartlemployment will be muted.

Such considerations would suggest that governnpariding on physical infrastructure or
other forms of social expenditure would have a dargitial impact on output and
employment than indiscriminate tax cuts for eitbensumers or enterprises. However not
all consumers or enterprises are on an equal fpolihe poor are least likely to save any
increase in their disposable income and theretoi® Gommonly thought that increasing
the disposable incomes of those at the bottom étfitedncome spectrum will have larger
multiplier effects than income increases that appliad equally across the entire
population. This is another argument favouring esitens of automatic stabilisers like
unemployment benefits and welfare payments, bwbitld also suggest that if reductions
in income taxes are considered they should be tidget those on low incomes. These
considerations have led the IMF and others to sigtet lump sum tax rebates or

8 Carare A., Mody, A.; Ohnsorge, F. 2009. The Gerffistal stimulus package in perspective,
VoxEU.org, http://www.voxeu.org/index.php?g=node/2835
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temporary increases in earned tax credits, whiehtamgeted at low income groups and
credit constrained consumers, should be desiralarrent circumstancés.

On the other hand the IMF have argued stronglyragaeductions in corporate tax rates,
dividends and capital gains taxes or the introductof special incentives such as

accelerated depreciation for enterprises. Nonetbelseveral countries have introduced
acceleration of depreciation of investment suclGasmany, the Netherlands and Spain.
As an example, more than one-tenth of the Gernsmalfipackage is directed at measures
designed to boost private investment. However,ntiges for private sector investment

such as acceleration of depreciation of investnagnt tax reduction on investment are

likely to have small effects in the current contextlow or even negative investment

growth.

Nevertheless, government support for enterprises #ne facing particularly difficult
circumstances that would lead to closure or vergdamployment reductions should be
contemplated. In these circumstances public swssifdir enterprises should be linked to
restructuring plans that preserve employment lewld result from social dialogue
between management and trade unions. In additimreased support for small and
medium sized enterprises which cannot currently gaicess to reasonable priced credit,
and which have a proven record of providing opputies for decent work, should be
prioritised. A number of countries have taken stepthis direction. In Spain and France,
support to businesses especially SMEs, includeditctimes (see Box 2 for a deeper
discussion of the French plan). In Spain, entegprisere granted the possibility of early
repayment on VA tax contributions. Businesses & Whnited Kingdom will also benefit
from a longer period of time to pay their tax pawtse Finally, foreign dividends were
exempted from taxes to give incentives to big camgmto retain their tax domicile in the
United Kingdom.

(d) Increased importsand the domestic economy supply response

Another way that any stimulus measure may leakobuhe domestic economy and thus
not produce the desired impact on domestic demantl eamployment is through an
increase in imports. The more open the economytbater the potential leakage through
this channel. Fear of such effects encourage #® rider problem mentioned previously
and the reluctance of some countries to implempptapriate packages and rather rely on
the stimulus measures in their trading partnerspto export led growth. As noted above
the best way to overcome such problems is throwgleative action and a commitment
from all countries to a minimum level of fiscal exgsion.

Beyond such considerations the impact of any stimpackage on employment will

depend on how rapidly the local economy can respmn@ny increase in domestic

demand. These considerations lie behind the focussghtives and cash transfers that
some governments are providing to consumers whohpse locally produced products.
For example, the initial stimulus package in Gerydevoted considerable support to the
local car industry through such arrangements. Tiesesiderations are also important
when designing public investment programmes. Casithat import a large proportion of

construction materials will be mindful of this imgtaThis is precisely why historically the

ILO has encouraged the use of labour intensive togei®on techniques in developing

countries. This technology would not be appropriatéhe majority of countries in the

European region but nevertheless all countries Idhaim to enhance the employment
intensity of any public investment programmes timaglement in current circumstances.

*ibid., p. 14.
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(e) Consequencesof higher fiscal deficits

Many international organisations including the OE@®W and the IMF have expressed
concerns about the longer term consequences oéasity fiscal deficits and have
therefore encouraged governments to outline feasiddium-term plans to restore fiscal
discipline. These considerations are importanttAedLO is mindful of the impact that a
permanent increase in government borrowing cowe loa interest rates and /or inflation.
However, in the current environment concerns abdlation, or any fears of crowding out
the private sector through increased governmenterakfure, would obviously be
misplaced. In fact increased public investmentmirastructure, public transport and low
carbon technology are more likely to crowd in prevanvestment. Moreover, because of
the substantial reductions in interest rates mosenments in the EU-27 can currently
borrow for long-term debt at a reasonable costoAls mentioned above, the current
recession is likely to be much deeper and longan timost international organisations
initially anticipated. Also, even once economic putstarts to rebound, labour markets
will remain depressed and it will be several ydagfore employment and income levels
are restored to their pre-crisis levels. These idenstions should dominate when
governments are considering their medium-term fistcategies and the time frame for the
required fiscal stimulus. The UK package also idekia new and higher 45 per cent tax
rate on high incomes up from the current top rditéQoper cent (if Labour wins the next
election). In addition, a rise in employers’ so@akurity contributions from 2011 on all
employees but the lowest paid was announced.

5. Conclusions and Recommendations

The broad conclusion of this paper is that of aedipicture. On the one hand, workers
across Europe have been in a difficult situatiothwegard to the labour market in 2008

and 2009. For the first time since the mid-1996@syd has been a reversal in the trend
towards a decrease in unemployment which took plac€entral and South Eastern

Europe (non-EU) & CIS countries. In 2008, the unkyiment rate in this area increased
to 8.8 per cent. With regard to the European Unemnployment is expected to reduce by
2.5 million in the European Union in 2009 after adast 7 million growth in 2008.

On the other hand, policy responses to mitigateett@nomic and social effects of the
crisis have differed widely across Europe in frofita common challenge. Regarding
monetary policy, central banks in the region hawesped counter-cyclical monetary
policies as an attempt to boost the economy extpthose countries facing massive
capital outflows. Turning to fiscal policy, poliagsponses to the economic crisis across
the European region have diverged dramatically. tRose countries which have had to
seek emergency loans from the IMF, fiscal packaggladed wage restraint (in particular
in the public sector) and employment reductiorhim public sector. The aim was to reduce
public deficits and restore the credibility of thesountries in international financial
markets. For countries belonging to the Europeaiotjnthe focus has been on anti-
cyclical fiscal policies, but the magnitude of theblic stimula has varied considerably.
The picture that emerges from recent studies istbieemployment effects of the fiscal
policy packages depend on multiple factors. Thaskide (i) the size and duration of the
package; (ii) the speed at which measures are mgsleed; (iii) the “multiplier effect”,
e.g. extent to which an initial stimulus is savedaithdrawn from the economy; (iv) the
size of linkages from the national economy througtreased imports, and the supply
capacity to respond to any increase in demand; (@nthe long-term consequences of
fiscal deficits.

This raises the question of why there has been awlitergence in fiscal policies between
the EU countries and the emerging countries of peirtWere the latter group of countries
badly managed with a poor macro-economic perfore@nhile to some extent, countries
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with sound macroeconomic and macro prudential slibave fared better, it is also true
that countries like Ukraine, which had a very lagcél deficit and public debt prior to the
crisis have been hit hard. Moreover, most of thetountries did not perform so badly
and achieved some Maastricht criteria. By mid-200@, fiscal and debt criteria of the
Maastricht treaty are not met by all EU memberdevbily the fiscal criteria is not met in

several of the emerging countries. However the difierence is that the emerging

countries do not enjoy the credibility of Eurozamembers in financial markets. In this
context, countries with exchange rate pegged tedthe face big challenges.

Policy responses to the crisis could potentiallgen the gap in employment performance
between advanced economies and emerging counfriesrope. Fiscal restraining in the
latter group raises other concerns as well. Toesddthese challenges, it is important that
all countries focus on measures that have thedargaltiplier effects and thus the biggest
impact on aggregate demand. Policies that provittitianal disposable income to the
poorest sections of society should be prioritisédzen the expected duration of this
recession the main focus of stimulus packages dhibelon public spending increases.
Labour intensive physical infrastructure projeciscluding renovation of buildings to cut
energy consumption, repairs to environmental itfu@sure and improved public transport
facilities - should be high priorities. Increasadblic investment in social services such as
health, education and child care are equally ingmrtincreases in this type of public
expenditure will also help boost productivity areh& longer term public priorities in the
environmental and social policy fields.

Equally important is the design of policies whiddeess social imbalances in the region.
Governments could contemplate supporting this m®d@rough the establishment or
strengthening of minimum wage legislation, therpbyiding a firmer wage “floor” in the
economy. Public sector wage negotiations ofteragwittern for bargaining in other parts
of the economy. In the current environment govemsiahould use whatever influence
they possess to ensure wage outcomes that wilk lsoasumption expenditure rather than
depressing domestic demand further. More genervadlge adjustments should move in
line with price movements and medium-term produistiirends. In a period when
inflation is muted and deflation a possibility,King nominal wage adjustments to a prices
plus productivity formula will keep labour costs desate but prevent destructive labour
cost competition.

In conclusion, what is therefore needed is a coatdd multilateral approach for Europe
in order to boost the multiplier effect and avoid/dorm of beggar-thy-neighbour policy.
Sharing information and analysis on the crisis wWohé a first step in this direction.
Designing public investment programmes in the fiefdtransport and energy at the
regional rather than at the national level woulsbahelp to mitigate the labour market
consequences of the crisis and pave the way fordgrowth.
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