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A recent OECD report analyses the varying scope and composition of the stlmuius packages
introduced around the world in response to the current economic crisis.
Murdoch Mactaggart investigates
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brought us to the depths of the Great De-
pression but it’s had a devastating impact
not just on world trade and productivity but
on individual financiat and sacial well being.
The situation in the underdeveloped worid
is, however, is significantly waorse.

Nowadays global mining, oil extraction, logging and food
production companies are having a dramatic and delsterious
effect on indigentus populations, perhaps particularly in
central and south America and in paris of Asia. The direct
effects of climate change - storms and dramatic weather
changes, increased heat, foss of watercourses, for example
- disproportionately affect people in less developed countries.
When money is short, as now, they miss out twice over:
measures to reduce directly the continuing effects on climate
change in the developing werld — the US and China are the
biggest polluters — tend to get shelved and supgorting projects
in the underdeveloped world are seen as less important.

There’s a cutting back.on direct financial support for devel-
opment projects, a cutting back on relatively costly ethical
trading initiatives and a reversion to the idea that underde-
veloped countries are there to be exploited commercially
irrespective of the impact on their immediate environment
or the well being of their population. Humanitarian charities
report significant reductions in income and people die in
increasing numbers.

. The stimulus package response

It's against this background of an extracrdinarity savere
global financial crisis that countries have developed a range
of so-called stimulus packages. These have, broadly, two
aims: ta underpin the virtually bankrupt financial services
sector both to avoid runs on banks and to stimulate lending
to minimise the impact on trade and gommerce and, sec-
ondgly, to provide both commerciat and social support in a
variety of ways and with both immediate short term and
longer term alms.

The sums of money inveived are enormous. Among OECD
members the unweighted average is about 2.5% of GDP

‘but ranges from 0.1% to over 5% of 2008 GDP The US, for

instance, is spending about 5.5% of 2008 GDP while
Australia, Canada, South Korea and New Zealand are all 4%
or greater. The figures for sorne non-OECD countries are-
even more extraordinary with China apparently spending

around 15% of 2008 GDR, although this may not be entirely

new expenditure..

"Tﬁe OECD is naturally extremely interested in the responses
to the economic crisis” explains Sacha Wunsch-Vincent,
Economist, ORCD Directorate for Science, Technelogy and

- Industry *and as part of our strategic response we've made

a systernatic effort to identify the detail of the various coun-
tries' stimulus packages. We want to consider the sffect of
these bdth in terms of dealing with the immediate financial .
market issues - speciiically finance, competition and gover-
nance - and as to how effective they might be in supporting
a return o sustainable growth and employment.”

Wuhseh-Vincent is a co-author, with Dominique Gueliec, of
the OECD Report “Policy Responses to the Economic Crisis:
investing in Innovation for Long-Term Growth"” pubiished in
June 2009, This gives a general analysis of the impact of the -
crisis and of the appropriate policy responises but also looks -
in detzil at the various nstional responses made,

The information comes mainly from detailed questionnaires
circulated among the member countries as well as some

_non-member countries. 27 of the thirty member countries

replied as did all five of the accession countries (Chile, Esto-
nia, israel, Russia and Slovenia) and the result is a fascinat-
ing analysis of the different appreaches taken.

“The amounts of money in the stimulus packages are very
significant” adds Wunsch-Vincent “and what we do in the
paper is take stock of both the size and the composition,

To put it into perspective, the total of the OECD members’
stimulus packages is about $1.4 trillion, or rather more than
the entire GDP of Spain. It's a unique approach, hecause the
information is taken not from press reports or hearsay

" but from questnonna:res answered by the govemments
- themseives.”
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“It's also an important approach, partly on account of the
need to take a preper account of soma quite significant
spending because of the regular economic analyses and
forecasts which the OECD publishes. Perhaps more important
even than that is to try to establish whether the money is
being spent in the right way 1o foster innovation and bring
about a return to long-term growth. Can the crisis be used
as a sort of springboard to accelerate structural shifts and
improve processes which aren’t se good at the moment in
order to benefit us in the future?”

Variations across packages

Most countries have given priority to tax cuts and other revenue

measures although Japan, France, Australia, Denmark and
Mexice are clear exceptions, focusing on boosting spending
and developing infrastructure. The UK, following Belgium
and the Netherlands, is somewhat below the OECD average
spend but, with New Zealand, is unique among OECD ceuntries
in altocating very little to spending and investment measures.

“Cur interest iz around the long-term innovation elements of
the stimulus packages.” says Wunsch-Vincent. “We asked
ourselves last November what areas we thought should be
targeted to achieve long-term supply-side benefits and we
came up with five categeries: infrastructure, mostly ICT-
related; R&D innovatlon; hurman capital; green technologles;
and what we called enirepreneurship, something typlcally
linked to supporting SMEs particuiarly.”

South Korea plans significant investment in green issue

. although it’s not entirely clear how much of this Is new
" spending. Nevertheless, the South Korsan approach is anr

important ane and may stimutate other countries to follow.
Finland's stimulus package, also includes good support for
green approaches whereas bath Germany and Portugal - -

place considerable ermphasis on education and retraining.

As the report points out crisis-driven layoffs are rising, some-
thing particularly pronounced among skitled workars such as
those in high-tech industries like ICT, agranautics and
pharmaceudticals. Education and retraining are therefore
aspecially important but budget constraints - ranging from
governments through businesses to individuals ~ tend to
reduce expenditure on training while coinciding with rising
demand, partly as a consequence of many peopie’s

enforced spare tims,

“There's a balance, certainly, betwean using funds to support
banks and using funds to support er improve schools” says
Wunsch-Vincent “and people may disagree about the rela-
tive importance of each. But even within a given spending
sector there are discussions 10 be had and decisions to be
made, The German stimulus package has a significant
spend going on education but when you look inte it you see
that most of that is for buildings and for making them energy
efficient. And so the question arises as to whether that's the
best use of funding for education or should more go on
teaching staff, perhaps on taking on additionat temporary
teachers, say.”

“So it's important to leok in detail at the implementation of
these plans but also te monitor what's happening and to
learn from other countries.-In the OECD we're always con-
cerned about sharing information on good practice and hav-
ing in place appropriate indicators to make proper
comparisons between different efforts. Sometimes, unfortu-
nately, implementation is not always as clear as it might be
and may not even be well organised and there’s some sug-
gestion of this in sorne of the stimulus packages and mere

particularly i international coordination.”
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Why bail out the banks?

The OECD repart does not consider the question of banking
support within or supplementary to the stimulus packages. -
However, many commentators have guestioned why banks
should receive favourable treatment when they werg clearly
culpable in ptovoking the crisis. There are two answers to
this, one plausitle and the other rather less so.

Banis operate Using the system known as fractional reserve
banking, which leverages the funds deposited by creditors |
1o allow banks to loan regulated muitiples of their liquid .
assets. Essentially banks print money, at virtually no cost to
themselves, duly lending this out at interest to borrowers. {f
all creditors sought to withdraw their money simultaneously
" the bank would very quickly be unable to mest its cbliga-
tions and a large proportion would get nothing. This risk of a
run on the bank’ and the bank’s subsaquent collapse is
something governments have long been concerned to avoid.

The second justification made most notably in the UK and
the US, with their strong focus an international financial
services, is that it was essential to get.banks functioning
conce more as rapidly as possible to ensure that lending to
business would continue so that trade, business growth,
employment, pensions incoms and so on would not suffer
unduly. However, banks have long ago given up their tradi-
tional role as active lenders making considered judgements
based on local community and business understanding in
favour of risky get-rich-quick-schemes based on probabilities
which, coupled with lax and inadequate regulation, was a di-
rect stimulus to the crisis. Secondly, as various think tanks
and individual economists have pointed out, it is entirely
possible to provide essential traditional banking services to
industry and to individuals in other ways.

v [ TERTIEA

If high street banks wish properly to do this then it's time for
themn to get staid and baring once more,

As Jargen Elmeskov, Acting Chief Economist of the OECD,;
but writing a persanal capacity, points out “ .. iil-designed
regulation and misguided incentives in financial markets
were main factors contributing to excessive leverage and
risk taking. That inappropriate risk taking, the very antithesis
of traditional banking, was a significant element of what
came to be known as 'toxic loans’ and ‘subprime mort-
gages’, advances made not against properly evaluated
assset bases or realistic business plans but in crder to benedit
from shart-term income in the form of handling commissions
or the securitisation of what had become merely elements
evaluated on the basis of overall statistical risk of default.
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The authors of a recent New Econermics Foundation (NEF)
study titied “1.0.U.K. Banking failure and how to build & fit
financial sector” point out that although the UX government’
has now.spent over £37 billion in bailing out the largest
banks this has failed in its stated aim of increasing lending,
particularly to SMEs who face the double jeopardy of
reduced turnover and enforced extended payment terms,
citing the Financial Times as being of the same opinion.

Banks have both steadily closed branches and removed
most of the traditional decision-making authority from
manager. This, NEF argues, means that they have abandoned
their traditionaf and important role and so it's essential that
alternative means of providing such finance be supported,
such as credit unlons, community development finance insti-
tutions {CDFls) and a basic banking structure based on the .
post office network, among others options. CDFIs, which
play a significant role in both north American and continental
European lending, were initlally supported and financed by
the government but the impetus there seems to have
disappeared in favour of supporting the large banking

conglomerates.

Reforming the banking sector

It’s a serious concern armong observers and commentators
- that governments may not use the opportunity provided

by the financial ¢risis to reform the banking and financial
services sector, The seeds of the crisis lie in the attiiudes
fostered by the Heagan administration in the US and

. Thatcher government in Britain, each taking its cue from its

immediate ideclogical predecesser, Augusto Pinochet of
Chile, their ideas driven by the economic liberalism promoted
by Milton Friedman and others in the Austrian and Chicago
schoois of economics, Free markets are important drivers of
growth but the problem, as has long been obvious, is that
markets are almost never free in the classical sense of that .
term, a limitation which Adam Smith actually understood well,

The evidence from the financial erisls and previous financiat
trerors has been clear and despite the objections of those
in the financial sarvices industry who want their licences to
print meney to continue without interference possibly the
single most important lesson of the crdsis is that regudation

" needs to be far better and far-maore carefully implemented.

The figures are stark in the UK, which has_particutarly been-
affected by the lax controls in place and the banking indus-
try's greed for easy money. Total UK personal debt at the
end of Aprii 2009 was £1,458 billion, around £100 billion

‘greater than the country’s GDP and nearly twice the national

debt of £754 bidion {on which the government pays £103
milion interest daily). One in 33 people currently employed
are expected to lose their jobs during 2008. Every ten min-
utes, 24 hours a day, another property is repossessed and
during that same short period two people will be declared
bankrupt or inscivent.

Over the past few years SMEs have often found it difficult to
get bank loans. Many smali businesses have therefore
finaniced thair cash flow or investment needs either through
withdrawals against rising house prices or by using initiat low
interest offers on credit cards, both strategies now causing
severe problems. There are more cradit cards circulating in
the UK than there are people and the total credit card debt
at the end of April 2008 was £53.1 billion. In the six months
since October 2008 the bank rate roved from 5% to its
iowest ever figure of 0.5% but during that same period the
average interest rate on credit cards moved from 14.9%

0 17.75% with leaps to 26%, 30% or even 35% being reported .
In individuat cases.7,241 new debt problems are brought

. daily to the Gitizens' Advice Bureaux.
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Klaus Schmidy-Hebbel, former GECD Chief Economist, says
that there were several ¢lear lessons to be drawn including
addressing regulatory weaknesses and poor governance of
markets. He remarked that better contingency planningand
crisis management were necessary, adding that the crisis
was managed in a pretty haphazard way with governments .

moving in late with ad hoc and selective emergency bailouts.

Importartty, he added that rethiniing of cur curent international
financial architecture was needed, demanding international
cooperation in regulatory reform of financial and capital markets,
accounting standards and the treatment of international
financial transagtions. These were things the OECD could
play a major role in addressing.

Crisis: threat ar opportunity?

The issue of seeing the financiat crisis as an opportunity
rather than merely a threat is importani and as the examples
of both Finland and South Korea show (see sidebar), it's
“vitally important to invest in future need. The activity of the
‘UK's Technology Strategy Board in supporting innovation
and in working to open up government departments to small
business-suppliers is welcome as is the £250 million
"earmarked to support innovation and research in advanced
manufacturing and low carbon technologies.,

The U3, in contrast, has allocated seme $11 biflion forthe
construction of a new smart electricity grid which wifl use
improved communication technology and advanced IT to

- defiver electricity more reliably and efficiently. Part of the

intention is 1¢ better understand and manage supply and
demand and, as part of that, to enable the use of new
technologies including plug-in hybrid efectric cars and
energy storage solutions for vehicles.

“It's important that new Infrastructure shoud be smart and
not dumb.” says Wunsch-Vincent “This raises questions
about communications strategies and broadband-provision

“and here the differences between different country ap-
proaches can be significant. South Korea we know about
but what surprised everyboady was Australia’s approach.

- Australid's a pretty big country and hard to wire but they've
set aside $40 billion and intend to lay fibre t¢ 90% of the
population.” ~

. What's opening up around the world is a potential digital
divide, something which will have major consequences in
the future just as earlier opening up the seas to particularly
British and Spanish fleets brought encrmous benefits in
terms of trade and acquisitions. The two issues arcund
broadband, complemantary but partly also balanced one
against the other in terms of affordable expenditure, are the
goals of universal access and next generation services.

Several countries, the UK included, score well on the fermer
but poorly on the latier; it aims to connect virtually every
community by some near fufure date but to aim for only
2Mbps speed by 20712 Spain, in contrast, has a farget of
30Mbps, Germany of 50Mbps and Australia of 100Mbps in
approximately the same time scales. South Korea is fargely
already there with virtually universal access, broadband in
the range of 10Mbps to 50Mbps and a targst of 1Gbps, 500
times that of the UK, in the next few years,

Unlike South Korea where nearly everyone lives in massive
apariment blocks with broadband provided as a standard
service, the UK has the problem of many rural and remote
communities where running fibre would be prohibitively
expensive and where radio is the obvious soiution. |

-The UK's'preferred approach seems to be mobile broadband

aithough technical commentatoes point cut that this is a

“echnology which is very unlikely to deliver the sonts of

speeds which next generation networks witl nead to offer.
The combination of some high bandwidth backhaul, as

_might be provided by a WIMAX network Goupled with a

metropolitan or similar area network seems more sensible,

Further, mobile broadband will need considerable invest-
ment int cellular infrastructure for expansion into remote

. areas and this can create. legacy problems and perhaps an

undesirable lock-in in the future, arsing out of the need to
make significant expenditure earlier.

B Promoting a Global Standard for business

Angel Gurria, Secretary General of the OECD, is also clear
about both the triggers of the crisis and about what needs to
be done, stregsing that there needs o be a return to integrity
and ethics ip financial transactions.

“Many peopte turned a blind eye to baslc issues of business
sthics and reguiation” he says, pointing out in April 2009 that
the OECD expected GDP in the OECD area to plurhmet by
4.3% in 2008 and calling in May for a “Global Standard™,
remarking “To build a stronger and cleaner global economy
we need to think of the key elements of integrity and ethics

.. [an] essential ingredient to restore confidence in globali-
sation.” The dry figures of falls in GDP hide what he points
out is the important somal consequence of increasing gicbal
poverty.

“Tha way that the OECD operates” explains Wunsch-Vincent

“is that on each topic member countries send their delg-
gates to meet with others and discuss things in detail. So
this paper is a platform for just such a discussion, And out of
that, out of considering and discussing what others are
doing, can come valizable conclusions about how to tum
what's happened into ways to improve things in the future,”
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