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Is the G-20 Heading Too Quickly for the Exit?

Michael Mussa assesses the pledge by G-20 countries in Toronto to move toward fiscal consolidation, despite pressure
Sfrom the United States not to withdraw stimulus too quickly.
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Steve Weisman: A notable outcome of the Toronto G-20 Economic Summit is the apparently unanimous
view that it’s time for the world’s leading economies to undertake fiscal consolidation.
Michael Mussa, senior fellow here at the Peterson Institute for International Economics,
is that a good idea?

Michael Mussa: The way it was expressed coming out of the summit in their communiqué, I think yes. The
communiqué was sufficiently general and vague that it actually encompasses quite differ-
ent strategies between the United States versus most of the European powers. The United
States, at least the Obama administration, thinks that continued fiscal stimulus is probably
desirable for a while and is uneasy about the degree of fiscal consolidation being under-
taken in some European countries—while recognizing that in the longer run, the United
States as well as Europe will need to significantly reduce the magnitude of budget deficits.

Steve Weisman: You've watched a lot of these summits. How vague or specific was this commitment
compared to others you've seen?

Michael Mussa: I think they papered over what was an important difference that existed before the
summit and probably still exists afterward. They, in effect, agreed to disagree about the
pace of fiscal consolidation appropriate for some countries. Each country would set its
own pace even if others didn’t think that was necessarily in the best interest of the world
economy. But the general notion that there needs to be fiscal consolidation over the next
few years was accepted of course.

Steve Weisman: The United States is uneasy that the Europeans, especially Germany, are heading too
quickly for the exits—as if somebody shouted fire in a crowded theater. Paul Krugman of
the New York Times wrote that this trend could bring us to a new Great Depression. Are
those concerns overblown?

Michael Mussa: In my view, those concerns are substantially overblown. There’s a legitimate worry that
a very rapid and large fiscal consolidation would undermine recovery and possibly push
us into another recession, not into a depression but into another recession. Indeed,
when the Japanese—between the summer of 1996 and the summer of 1997—did about
3.5 percentage points of GDP in fiscal consolidation concentrated within a 12-month
period—

Steve Weisman: In other words, they reduced their deficit by 3.5 percent of GDP?

Michael Mussa: Yes, they cut back on government spending and they raised taxes and social security
contributions and all of that added together amounted to about 3.5 percent of GDD, a
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negative fiscal thrust to the economy within a period of about a year in an economy that
was not all that strong to start with.

That’s pretty huge.

And then they got hit by the Asian crisis immediately thereafter. That produced another
recession in Japan. So we should not want to see that now. That is too much fiscal
consolidation all at one time, particularly simultaneously by a number of different
countries. That could be a problem.

You don’t see Europe doing that?
No.
Or at least Germany?

No, certainly Germany has programmed about €85 billion of fiscal consolidation in
four annual installments. So that’s about 2 percent of GDP or more than 2 percent of
GDP—but spread over four years. And provided they’re having at least a reasonable-
paced recovery, which I think is for Germany not a bad expectation given the
depreciation of the euro—

And a rise in exports.

The likely benefit for their export and so forth. I think they can manage that. Of course,
the depreciation of the euro is not helpful from the standpoint of our export demand.

Right.

So we have a little concern with that. But the pace [and] magnitude of consolidation is
not so big that it really raises concerns of another recession. But it will probably slow
the pace of growth in Europe. The prominent economic analysis and forecasting firm
Macroeconomic Advisers estimates that in the United States, the big fiscal package put
through last year is in 2010 adding about eight-tenths of 1 percent to GDP growth. So
the effect is certainly positive and it’s meaningful, but it’s not exceptionally large.

And I think it’s probably the characteristic of not only the fiscal expansion program in
the United States but also the consolidation programs that had been announced in a
number of European countries that, while their impact is in the direction of slowing the
growth of output, they’re not exceptionally large at this point. Greece is a different case,
but they really have no choice and they’re also a relatively small country. So that’s not
what the central worry is.

The central worry of many in Europe, of course, is the sovereign debt concerns in the
wake of the Greek situation and the feeling that they do have to consolidate. Are their
worries about a sovereign debt crisis in turn overblown?

In the case of Germany, I don’t think that there would be at this stage, a real concern
about a sovereign debt crisis, if they delayed fiscal consolidation another year or so. But



Steve Weisman:

Michael Mussa:

Steve Weisman:

Michael Mussa:

Steve Weisman:

Michael Mussa:

Steve Weisman:

Michael Mussa:

the German populace and electorate is uncomfortable about a deficit at the level of 5
percent of GDP, and their government is responding to that discomfort I think in a way
that is not entirely opportune for the United States and for the rest of Europe. It would
be better if they were a little more expansionary. But it’s something that the German
economy and the global economy can digest without dire consequences.

One interesting thing is this sense of buyer’s remorse in Europe and the United States
over the stimulus. Now that the stimulus of 200810 is running its course, there’s this
feeling of, “What have we created for ourselves?”

There’s a certain element of that. Obviously the stimulus, both here and in Europe,
didn’t produce a miraculous, marvelously strong recovery. So there’s some degree of
disappointment that the recession continued for a while. But the recovery has also been
quite sluggish despite reasonably large-scale fiscal stimulus. You can always say, “Well, it
would have been far worse if we hadnt had the stimulus.”

Sure.

But that’s not an entirely persuasive argument with most people. And I think also, at least
as far as the United States was concerned, they oversold it. They said, “The stimulus will
create or save between three and four million jobs.” It’s hard for anybody to see that mag-
nitude of effect arising out of the stimulus, so naturally there’s a degree of remorse that we
seem to have run up a big deficit, and we don't seem to have gotten much out of it.

And the voters’ anxieties in this regard have to be attended to.

Yes and the anxieties are not without substantial foundation. We cannot continue
running deficits on the order of 10 percent of GDP and bringing them down to 5
percent by 2016. Having a debt ratio of over 80 percent of GDP is also not an entirely
satisfactory or safe situation. So people are right to be nervous about it.

The G-20 pledged to cut deficits in half by 2013. Is that realistic?

I think for the United States, that’s a little bit too rapid. We were running a deficit of over
10 percent of GDP last year. We'll be close to that this year. So then you got 2011, 20’12,
and 2013 to cut it in half in three years. That may be a bit too much. I mean if we cut it
in half because the economy is growing strongly and revenues are rising, and the need for
unemployment compensation or other things like that are falling off, then well and good.
But if the recovery is relatively sluggish and we have to do a lot of fiscal tightening in a
relatively short period of time, that could be a problem in terms of slowing the economy
a bit too much. It is important to get the deficit down, not only to 5 percent of GDP but
I would say down to 3 percent or 2 percent of GDP by late in this decade. But 2013 is
probably not that critical a date in terms of cutting the deficit here in half.

In Germany, of course, the deficit has been around 5 percent of GDP, not 10 percent, so
cutting it in half means cutting it by 2.5 percent. They plan for it to take place over four
years, including the effect of cyclical recovery. So I think that’s a plausible path for them
even though, in my judgment, for the sake of the rest of Europe, it probably would be
better if the Germans were a little bit less assiduous in reducing the deficit.
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But it’s not a pace of fiscal contraction that seems too large. Whereas 5 percent over
three years in the United States is maybe a percentage point more than I would think
desirable, unless as I say, we're having an enormously powerful recovery and we’re sort
of getting it without fiscal measures because of the normal cyclical recovery of revenue.
We're not seeing a recovery of that strong pace at this stage.

Finally, Congress is averse to passing even a small stimulus including the extension
of unemployment benefits. But the package they were talking about was so small it
wouldn’t have made that much difference anyway.

Yes. In terms of the overall macroeconomy in the United States, the effect would have
been modest. And I think, actually I think they will pass something. I think that the
extended unemployment benefits will continue to be funded at least through the end
of this year and a couple of other things. So they’re going to need to get together on the
details. What was originally being proposed by the Democrats in the House, over $200
billion, much of which was going to add to the deficit—that’s probably overdoing it.
Scaling it back to more modest proportions is desirable. But it is, I think, important

at this stage, given the very high level of unemployment and the amount of long-term
unemployment, to not just suddenly cut it off at this point.

Similarly Congress might provide some help to the states.

Yes, the states. Federal aid to the states went up substantially last year, about $85 billion
more than in the preceding year. That enables state governments to limit the amount
of reduction in staff and services, which I think is appropriate in a steep recession. One
does not want to relieve the states of all the responsibility of making those difficult
adjustments, but ameliorating the effect was, I think, desirable and is probably desirable
to do a little bit more of that going forward.

One of the problems is that the way states established their budgets, they lag about a
year. So even if we're getting a recovery and tax revenues are beginning to pick up, they’re
budgeting for what tax revenues were rather than what they might reasonably expect it to
be. So a little bit more assistance is I think desirable. But the claim that they needed $23
billion to avoid losing 300,000 teachers’ jobs was just a ridiculous assertion. I think it’s
quite right that it has been shot down.

Mike Mussa, thanks very much. This is Steve Weisman at the Peterson Institute for
International Economics. I didn’t introduce myself before. Thanks again, Mike.



