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New Washington Consensus: Pandemic Trumps Climate

Happy Earth Day. And welcome to the new "Washington Consensus": Spend as
much as you can. Monetize government debt as far as possible. And don’t worry about
smart environmental stimulus investments and don’t worry about financial
repression. That appears to be the IMF message from the just completed virtual
Spring Meetings: “Do all you can”. In a historical perspective, just how large is the
announced US spending for this crisis? How does this policy compare to the
historical "Washington Consensus"? And why should the younger generation worry
about these extraordinary policies?

A> Phenomenal US Crisis Spending

US lawmakers have already approved $3 trillion (14% of GDP) of additional
fiscal measures to address this crisis during its first inning. And the Federal Reserve
(FED) has not only cut interest rates to zero but also exponentially expanded its
balance sheet. The IMF expects in its baseline scenario that GDP losses will exceed $9
trillion over the next year.

For comparison, the Congressional Research Service estimates the cost of World
War Il in today’s dollars at $4 trillion. The two Middle Eastern wars are estimated to
have cost $6 trillion. And on the 2009 financial crisis, the US spent less than $1 trillion
and the output loss was estimated at $3 trillion.

On the monetary side, the FED had expanded its balance sheet by $3 trillion
over the past decade through three rounds of quantitative easing (QE). The Bank of
Japan has monetized government debt and expanded its balance sheet by $4 trillion
over the past decade. But over the past month alone, the FED has already expanded
its balance sheet by $2 trillion and is on track to add another $3 trillion by the end of
the year.
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These policies are truly unprecedented; their size is phenomenal; their design
and impact are questionable. How can other emergencies be addressed? What kind of
investment would be required to achieve the sustainable development goals? What
would be the cost for implementing the Paris Agreement to fight climate change? The
initial goal was for all developed nations to contribute $100 billion annually. President
Trump stated that he represents Pittsburgh and not Paris and he exited the Paris
Agreement because he wanted a fair treatment for US taxpayers, who in his (inflated)
estimates would have paid $3 trillion cumulatively until 2040 to achieve the climate
goals, although costs from inaction have been estimated at $6 trillion. Two decades
of climate investments are now being spent this year alone on the pandemic.

B> Principles for Stimulus Programs

Such massive fiscal and monetary programs should surely be guided by
established policies and well-researched principles. The IMF and the World Bank had
developed a set of ten principles during a period of adjustment lending back in 1989,
which came to be known as the “Washington Consensus”. Unfortunately, most of
these principles have been turned upside-down by US policies over the past
decade. Chart 1 reveals the original ten principles as summarized by John
Williamson and the current status:

The US fiscal deficit is projected to exceed 18% of GDP this year while
expenditure targets remain vague. Europe has committed to link “every euro” of its
recovery program to green and digital transitions. China has committed to expand its
modern digital and environmental infrastructure and claims its program is “ten times
more effective” as compared to the US. Despite its massive size, the US stimulus
program does not include infrastructure investments. US tax reforms have achieved a
lower corporate tax rate, as envisaged in the Washington Consensus, although its
timing at the end of a record-long expansion could not have been more inappropriate.

The main problem with the phenomenal stimulus program is that it likely leads
to financial repression, as observed in the post-war years, which is taxing household
and retirement savings through depressed interest rates. The US will sadly achieve
this year what Japan did over the last decade by monetizing massive government
deficits. Moreover, America First policies have undermined the Washington Consensus
as it relates to trade liberalization and open foreign investment. Government
bailouts, degraded environmental standards, and special private-equity tax incentives
are also not consistent with the principles of the past.

The IMF had endorsed these ten principles for many years and should now have
developed new guidelines for its crisis response. One of the IMF jewels has been its
fiscal policy expertise. Fiscal reform policies have been at the core of many successful
programs. More recently, innovation policies and labor market policies have been
added to the fiscal framework. Productive investment into human capital and growth
industries can enhance productivity and long-term sustainable growth. China is the
best example where the post-2009 stimulus has been invested to upgrade its
infrastructure. China is now investing into new technologies, e-cars and charging
stations, renewable energy infrastructure, 5G connectivity, fintech innovation,
supercomputing, biotechnology and others with the advice from many leading
consultants and organizations.
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The core business of the IMF is financial assistance during crises, and it is now
pushing its “S1 trillion lending capacity” to its members and it has also proposed (not
yet agreed) to create an additional $1 trillion in SDR reserves that would mostly
benefit its middle-income G20 members. But why would new lending be unconditional
and not be guided by any new policies? Why would the IMF not encourage members to
design smart investment programs with a dual dividend to fight the pandemic and to
fight climate change (chart 2)? And on what basis would the IMF recommend modern
monetary theory (MMT) to its members without a strong warning that MMT (chart 3)
could lead to an extended period of financial repression?

Italy may soon ask for IMF assistance and for answers to these questions as it is
facing an insolvent banking system while trying to reopen its economy, without the
desired support from EU Eurobonds. Mrs. Lagarde and Mr. Schauble already worked in
2012 on the €110 billion program for Greece, and may now require a much larger
program for Italy. This would not be a blank check but involve some difficult
structural reforms, improvements in governance, and smart investment programs. And
the ECB would strongly object to any advice of massively monetizing Italian
government debt.

C> Keep the receipts for the younger generation?

The IMF should not be afraid to speak truth to power. The younger generation
should not face an environmental crisis and a financial repression with sub-par
unsustainable growth. Lousy policy should be fixed before collecting the receipts.
Three immediate observations should be made in the US policy context:

First, the US social safety net is broken. Most states have not started to accept
unemployment applications for gig workers and they operate on ancient technology.
Companies and NGOs often disrespect their employees before facing their creditors.
For example, the Kennedy Centre lobbied and received $25 million in government
grants before paying their creditors but furloughing their staff (Rubenstein moral?).
FED economists expect US unemployment could reach 32% this year, which could
trigger massive protests unless the social safety net is quickly supplemented.

Second, the US small business paycheck protection program is in dire need of
reform. The SBA is among the least effective agencies and barely 10% of eligible small
firms have received their support, now five weeks after the lockdown (it took less
than two weeks in Germany for the KFW to implement a much larger
program). Further delays would increase unemployment even further.

Third, an increasingly politicized FED has initiated a so-called corporate credit
facility to purchase corporate bonds, at the direction of US Treasury. It has chosen
Blackrock to manage this facility with criticism from Congress and NGOs alike, as the
FED has explicitly allowed “fallen angels” to be rescued, including the troubled fossil
fuel industry, which accounts for over 10% of junk bonds. Clearly, the FED should not
conduct political bailouts of failing energy companies. Would any former FED chair or
any IMF director care to speak up, especially to honor this Earth Day?

https://www linkedin.com/pulse/new-washington-consensus-pandemic-trumps-climate-oliver-fratzscher/
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Washington Consensus==—

INITIAL PRINCIPLES STATUS: FOLLOWED / DISRESPECTED

1. Fiscal Discipline 4 Fiscal Deficits > 10% of GDP
2. Public Expenditure Targets ¢ No infrastructure investment
3. Tax Reform = Reduced corporate taxes

4. Market Interest Rates 4 Financial Repression @ i=0
5. Market Exchange Rates = Dollar remaining safe harbor
6. Trade Liberalization £ America First Protectionism

7. Open Foreign Investment 4 National Security Restrictions

8. Privatization £ Government Bailouts
9. Deregulation = Lower Environmental Standards
10. Property Rights = Private Equity on Steroids

Sources: John Williamson (1989) and Bruegel (2016)
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