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Boosting demand by the state

and automatic stabilizers

Since the global economic crisis broke out in
2007-2008, the theory of boosting demand by the
state has again come to the focus of attention.
Besides deploying the monetary tools, the indi-
vidual governments and international organiza-
tions announce one after the other, sometimes
even outbidding each other, what amounts from
their respective budgets they plan to assign to the
moderation of the economic recession. In many
cases, the fiscal stimulation of demand is looked
upon as a messiah, they talk about it as a magic
weapon that helps everybody who has the chance
to use it. What is less talked about, however, is the
price of the wonder weapon, as well as the condi-
tions required for its effective operation. Besides,
the theory of stimulating demand by the state
leaves its mark on all the discussions of the crisis
to such an extent as if this were the most efficient
tool of recovery and the only factor that con-
tributes to becoming indebted for sure.

In this study, we primarily strive to examine
these phenomena. We are seeking to answer the
question whether the boosting of demand by the
state is in fact such a wonder weapon, to what
extent the time and pace of recovery depend on

*The article was prepared in the framework of the
joint research program of ECOSTAT KSKI and
MTA Viliggazdasigi Kutatéintézet (the Institute for
World Economics of the Hungarian Academy of
Sciences).
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this. Furthermore, we will try to illustrate, by
describing the probable impacts, what weight is
represented by the central stimulation of demand
within the fiscal policy and to what extent it is
responsible for the increase in state debts.

In the first part, we will summarize those con-
ditions the existence of which may contribute to
the success of boosting demand by the state, by
giving an overview of the theoretical literature
and the experience gained to date. After the theo-
retical overview, we will present the result of
practical experience and model calculations.
Then we will briefly sum up the direct effect of the
economic crisis on the national budgets. We will
describe and compare in detail the fiscal demand
stimulating packages of the economic powers and
the EU states, as well as the role of the automatic
stabilizers. Besides the estimated impacts and
results, we will also show those projections which
quantify the long-term costs of boosting demand.!

THEORETICAL SUMMARY OF THE FISCAL
STIMULATION OF DEMAND

At the time of an economic crisis, the state can
influence the processes through several differ-
ent channels. Fiscal policy is only one of these
but this can also be divided to at least two
important components. In the technical litera-
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ture, discretionary measures, i.e. those deci-
sions of economic policy which are capable (or
incapable) of supporting economic growth in
the short run, play a more significant part.
However, at the time of crises, it frequently
happens that the role of automatic stabilizers is
more important than the above measures.
These stabilizers include all such stabilizing
features of fiscal policy which exert their influ-
ence without any specific intervention by the
economic policy. Most frequently, it is the pro-
gressive taxes and the various unemployment
benefits that are listed in this category but
these are not the most important ones. The
most significant automatic stabilizer is the
helplessness of the expenses themselves. The
thing is that the GDP-rated extent of the gov-
ernment expenses automatically increases at
the time of a receding economy, while it
decreases at times of upturns (Deroose et al.,
2008). In the long run, however, the border
between discretionary and non-discretionary
measures may easily blur, since what is not the
responsibility of the economic policymakers in
the short term may be something that they can
change in the long run.

As compared to the automatic stabilizers,
the efficiency of discretionary fiscal policy is
the subject of a louder dispute (see Barro, 2009;
Krugman, 2008). In the opinion of Keynes
(1936), who argued for an active government
policy necessary for achieving total employ-
ment, outputs are determined by aggregated
demand in the case of inflexible prices, unused
resources and partial employment. However,
the value of the fiscal multiplier? is significant-
ly moderated by the crowding out effect. The
direct form of this is when the state offers such
products and services which compete with the
goods offered by the private sector as replace-
ment articles. In an indirect way, on the other
hand, it is through the exchange rate and inter-
est rate channels that the crowding out effect
can be sensed.
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In open economies (in the Mundell-Fleming
model), the extent of the crowding out effect,
and through this, that of the effectiveness of fis-
cal expansion, are influenced by the exchange
rate policy, as well as the extent of capital mobil-
ity. With flexible exchange rates, the crowding
out effect reduces efficiency through the
strengthening of the exchange rate, however, it
improves the situation if capital mobility is lim-
ited, or if the prices flexibly react to the move-
ments of the exchange rates. With fixed interest
rates, the efficiency of fiscal expansion does not
deteriorate through the exchange rate channel
but the real appreciation of the foreign
exchange worsens the current account balance.
In this case, it does not matter whether we
assume limited or perfect capital mobility.3

The efficiency of fiscal expansion is affected
by the Pigou effect (1943) as well, this is why it
makes a difference how sensitive consumption
is to the changes in the available income, and to
the proportion of the net savers and net bor-
rowers. The role of expectations is similarly
relevant for the multiplier. If we assume, as
opposed to the adaptive expectations assumed
by Keynes, that those are rational, then a tran-
sitional fiscal expansion has no long-term
effect, however, a permanent one may exert a
further crowding out effect, as long as the
households and the companies can count on a
durable increase in the interest rates and a
strengthening of exchange rates. In the case of
a perfect Ricardian equivalence, however, the
tax cuts financed from the decrease in govern-
ment savings are fully compensated by the
increase in the savings of the private sector
(Barro, 1974), thus aggregate demands will not
change. In such cases, the value of the fiscal
multiplier is zero.

The evolution of debts affects the fiscal mul-
tiplier also through the risk premium that is
added to the interest level (see Miller et al.,
1990). As state debts rise as a result of fiscal
expansion, so do the risks related to the issuer



and the risk premium that indicates inflation
the crowding out effect, through the interests.
From this respect, credibility is of critical
importance. If there is a high level of distrust of
the government and there are fears that the lat-
ter will not be able to stop/reverse government
spending and tax cuts later, i.e. the short-term
fiscal expansion communicated by the govern-
ment will be replaced by expectations of a long-
term expansion, then risk premium will appear
in the interest rates. It is because of the indebt-
edness, partially generated by fiscal expansion,
and affecting several generations that the fiscal
restriction that involve expansion effects are
discussed more and more often.4

On the supply side, the most important
thing is how labor supply is affected by the
changes in state burdens on labor, as well as
how the evolution of investments and savings
is influenced by the changes in the taxes on
capital. The form of financing is also an
unavoidable issue in assessing the effectiveness
of fiscal expansion: in the case of financing
from credits, the effect of fiscal expansion on
real output is stronger than if the amounts
required for this are provided by the state
through raising taxes (Haavelmo, 1945). In this
approach, however, the long-term threats
inherent in indebtedness are disregarded (see
the risk premium). From among the fiscal
expansions financed from raising taxes, howev-
er, those which chanell income from those with
higher incomes to those with lower incomes
may be more effective in the short term, since
the marginal propensity to save is definitely
higher in the first group of citizens (see
Bessenyei, 2007).

The impact of fiscal policy on economic
activity is influenced by institutional factors as
well. The more slowly a government measure is
taken, the lower the value of the short-run fis-
cal multiplier will be. In the case of fiscal meas-
ures, internal lags5 are not uncommon, since

both the process of planning and acceptance,
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and that of implementation may be protracted.
The case of external lags is more diverse, usual-
ly they are the lowest in the case of transfers
and the income tax reductions provided for not
perfectly liquid individual persons.

From the theories on the fiscal stimulus of
demand described up till now, it turns out that
the effect of the budgetary expansion on
increase, as well as its effectiveness depend on
several circumstances that mutually affect each
other. This was summed up by Hemming and
his colleagnes (2002a) as follows.

The fiscal multiplier is positively affected if

ethere is unused capacity, the economy is
closed, or if open, then there is a fixed
exchange rate system in place, and the
households have short-term perspectives
and/or are faced with liquidity limits.

*the increase in state expenses does not
replace private consumption, while it raises
the productivity of labor and capital, while
the changes in taxation stimulate the labor
supply and the activity of investments.

*the state debt is low and the government
has no financing problems.

eall this is coupled with monetary expansion
with limited inflation.

The following cases exert a negative effect
on the fiscal multiplier and decrease the effect
of the fiscal stimulus of demand:

*the crowding out effect is significant both
directly through the state services and the
imports, and indirectly through the
exchange rate and interest rate channels.

*the households behave in the Ricardian way,
this is why the long-term fiscal expansion
results in the decrease of consumption.

*due to the problems related to debt financ-
ing, the risk premium added to the interest
is high, and in this case, the interests would
only decrease as a result of a credible bud-
getary adjustment.

*a fiscal expansion implemented in an uncer-

tain environment leaves its mark on the
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investment decisions of the companies and
the households will also save more, out of

caution.

EXPERIENCES AND MODEL
CALCULATIONS

The practical observation of the effectiveness
and efficiency on the fiscal stimulation of
demand is a rather cumbersome task from a
methodological aspect. One of the most thor-
ough and comprehensive research was com-
pleted in the framework of the IMF in 2002.
Hemming and his co-authors (2002b) then
examined in detail as many as 61 recession peri-
ods,6 in 27 developing countries between 1971
and 1998. In 80 percent of all the cases, there
was fiscal expansion, which resulted in average
2.5 percentage point deteriorations in balances,
while in the remaining 20 percent, the position
of the budget improved by an average 0.75 per-
cent of the GDP. However, if the extent of
decline 1s looked at, hardly any difference was
found between the two groups of countries
(recession was 4.5 and 4.25 percentage points,
respectively). After those (measurable) factors
which may influence the value of the fiscal mul-
tiplier according to theoretical literature and
practical experience, had been involved in the
survey, it was found that the fiscal boosting of
demand will usually be more efficient if the lag-
ging of the GDP from the trends in the year
that precedes the recession period indicate the
lack of utilizing the capacities. Similarly, the
efficiency of the fiscal stimulation of demand is
improved by the fact that it is done in an econ-
omy that pursues a fixed exchange rate policy.
From the aspect of efficiency, it is important
that the state debt is low before the stimulation
of the demand, however, the status of the
budgetary balance does not necessarily matter.
In harmony with the expectations, the fiscal
multiplier was only higher in those cases where
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the demands were boosted by increasing the
expenses.

As regards the correlations defined, howev-
er, the authors themselves call the readers for
caution. By way of control, their descriptive
statistics were supplemented by a regression
analysis. As a result of this, the statement was
developed that the fiscal boosting of demand
may be efficient if the above-described condi-
tions are met but in general, in the case of open
economies due to the crowding out effect, the
value of the fiscal multipliers is very low, and in
the case of a floating exchange rate, it is most-
ly zero.

One of the most important conditions of the
basic Keynesian model, i.e. the role of unused
capacities was examined in Benczes's (2009)
new study. After analyzing twenty-five years of
experience (1980-2005) gained in the old EU
member states, he came to the conclusion that
the probability of the success of fiscal expan-
sion will grow if the value of the output gap is
low or negative, while if the economy is already
“overheated” before the expansion, this will
reduce the efficiency of fiscal expansion.
Furthermore, the experience of the European
countries under review suggests that the
income-oriented or mixed (those which build
both on the income and the expense sides)
stimulation of demand, especially if it is real-
ized through the reduction of direct taxes, will
aim at success with slightly higher chances that
the expense-side stimulations.

A large-scale international survey that was
conducted on the turn of the millennium
reports on the overwhelming power of the
crowding out effect. Within the OECD, it was
by using the model called INTERLINK that the
effects of (fiscal) shocks on the economy were
examined (Dalsgaard et al., 2001). Our experi-
ence suggests that the durable increase of com-
munity consumption results in the immediate
growth of domestic demand and the real GDP.
The initial increase of GDP reaches its peak in



the first or second year, depending on when the
accelerator effect is the strongest from the side
of the investments. Unemployment decreases
under the equilibrium level, demand grows, and
both the salaries and the inflation rate increase.
Due to the real and nominal inflexibilities, infla-
tion usually reaches its peak after output.
However, the growth of inflation decreases
surplus output through two channels: the dete-
rioration of competitiveness (with an
unchanged nominal exchange rate) reduces net
exports and consumption also declines. In the
long run, real GDD, unemployment and infla-
tion will all go back to the original levels, while
the price level will remain high. Briefly, the
increase in community expenses will fully
squeeze out the growth of private expenses.
Beyond the uniform conclusions, the model
has also explored significant differences
between the individual countries and groups of
countries. As a result of the sensitivity of the
investments, in the year that follows the
growth of expenses, the value of the fiscal mul-
tiplier is the highest in Japan (1.75), while it is
substantially lower in the United States and the
eurozone (1.1 and 1.2, respectively). In the
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mid-term, however, the crowding out effect is
the strongest in Japan as well, since it is on this
island that exports react most sensitively to the
real appreciation generated by internal infla-
tion. Contrarily, the authors of the study state
that the United States are able to moderate the
deterioration in competitiveness by their
power to define prices (see Table 1).

The impact of tax cuts as compared to that
of the growth of expenses is more moderated
both with regard to the GDP and to inflation.
According to the model, a tax cut equivalent to
one percent of the GDP increases the GDP by
0.5-1 percent.

A more complex picture on the short- and
long-term effects of fiscal policy is depicted in
Ardagna's study (2000). The author examined
the macroeconomic data of some Western
European OECD member states of the period
between 1965 and 1995 by applying the dyna-
mic equilibrium model. She studied the effec-
tiveness and efficiency of the following five dif-
ferent fiscal measures: increase in community
consumption, increasing employment in the
public sector, growth of transfers, raising the
taxes on labor and capital. The findings suggest

Table 1
EFFECTS OF THE INCREASE OF STATE EXPENSES (BY 1% OF THE GDP)
IN THE FIRST FIVE YEARS
USA GDP change 11 1.0 05 0.2 0.1
Inflation rate 0.2 0.7 1.0 1.2 12
Japan GDP change 1.7 1.1 0.4 0.2 05
Inflation rate 05 1.4 0.5 -0.1 0.4
Germany GDP change 1.1 0.7 0.2 0.0 -0.2
Inflation rate 0.2 0.3 0.5 0.7 0.7
Great Britain GDP change 0.2 0.2 0.0 01 —0.1
Inflation rate 0.4 05 0.4 0.2 0.0
France GDP change 0.6 0.6 05 0.4 0.2
Inflation rate 0.1 0.4 0.6 0.6 0.6
Italy GDP change 0.9 0.6 0.3 0.2 0.0
Inflation rate 0.3 0.7 0.5 0.5 0.4

Source: Daalsgard et al., 2001
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that from among the five measures, it is only
community consumption that is capable,
although to a small extent, of increasing the
GDD, while in the four other cases, output
decreases, although to different extents.
Although the positive effect is slight, this
measure does not deteriorate the GDP-rated
balance of public finances even in the long run.

The raising of the taxes on labor is the most
detrimental to the economy, while in the short
run, exactly because of its impact in hindering
growth, deficits will even grow in spite of the
raising of the taxes, and they will only be mod-
erated in the longer run. As compared to this,
raising the taxes on capital is more favorable,
both with regard to growth, employment and
the budgetary balance. The “extension” of the
public sector, as well as the increase of the
transfers are the factors that deteriorate the
balance the most strongly, while they also exert
a negative effect on growth (see Table 2).

A finding similar to the latter research was
reached by the co-authors Blanchard — Perotti as
well (2002), who studied the evolution of the
U.S. economy between the Second World War
and the turn of the millennium by relying on a
VAR model, and they found that the increase of
expenses was the most suitable tool for raising
output.

DIRECT FISCAL EFFECTS
OF THE GLOBAL ECONOMIC CRISIS

The global economy grew to a rate exceeding
5 percent in 2006-2007. The peak of the growth
was the third quarter of 2007, then the growth
rate of the global GDP started to decrease grad-
ually; and it slowed down to 3.1 percent by 2008.7

The process continued in 2009. In the first
three months, the rate of the decrease reached
4.2 percent in the OECD member states, while
in the second quarter, it was 4.6 percent as
compared to the same period of the previous
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year. The economy shrank by 4.7 percent in the
European Union in the first quarter, while this
rate was 4.8 percent in the second quarter. The
decline was 2.5 percent in the U.S.A. in the first
quarter, while 9.1 percent in Japan, while it was
3.9 and 6.5 percent in the second quarter,
respectively. Although the rate of recovery can-
not be accurately forecast, there are more and
more signs that suggest that the crisis reached
its bottom in the middle of 2009. According to
the forecast of the European Commission,
global decline was 1.4 percent in 2009, while an
increase of 1.9 percent is expected for 2010 (for
more details, see Ricz, 2009).

The financial and economic crisis, due to its
global nature, affects each country in some way
or another. However, the effects on the budget
should be divided into two parts. The financial
crisis brought about the reduction of the liquid-
ity of the money markets. The price of credits
increased, which has sensitively affected on all
such countries which are compelled to finance
their budget deficits from external resources.
Besides, as a result of the crisis of the real econ-
omy, tax incomes have substantially decreased,
while the management of the social problems
arising from the decline of the economy
increases the burdens of the expense side.

Distrust in the market, as well as the liquidi-
ty deficit arising from this affect the various
countries in very different ways. This typically
causes financing problems in those states
against which distrust has grown (see Chart 1).

In the case of the Baltic states, it is very vis-
ible how the decline in the real economy gener-
ates further problems, namely the increase in
the benchmark yields of state bonds, which
makes the funding of the public finances more
expensive. Although the rate of the economic
decline in the two Balkanese states that joined
the Union later (Romania and Bulgaria) is
much lower than in the Baltic states, the simi-
lar recipes of economic policy (Csaba, 2008)
and the external indebtedness that developed as
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Chart 1

BENCHMARK YIELDS OF LONG-TERM STATE BONDS IN SOME COUNTRIES
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aresult have significantly increased the burdens
of financing in these two Southern European
countries as well.

The differences within the eurozone are
smaller. In Ireland, which perhaps was most
affected by the crisis, as well as in Greece,
which had long been struggling with structural
problems, the state bonds can be sold with
higher than average yields, while financing did
not become more expensive in Germany. This
also indicates that this phenomenon is not gen-
eral. Those countries which were the targets of
the escape route of capital could even profit
from this. This is mostly true for the U.S,,
which functioned as a “safe haven” for a long
time, due to its key currency and its economic
hegemony.
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The taxes missed by the crisis are more diffi-
cult to quantify. What we can be sure about is
that the slowdown of the rate of economic
growth, and even more so, the recession itself
considerably moderated the tax incomes.
However, it is difficult to separate the effect of
this from the tax cuts announced as part of the
fiscal stimulation of demand. We have mean-
ingful data mostly on the countries of the
European Union. In 2008, the total income of
the states of the community was 5,563 billion
euros, which is 44.5 percent of the GDP
(roughly 90 percent of which comes from
taxes). According to the estimates of the
European Commission, in 2009, the total
income will be 187 billion euros lower, 1.e.
5,376 billion euros. According to our estimates,



without recession, if the economy of the
Union grew by 2.7 percent, similarly to the
year 2007, then the total tax income would be
more than 350 billion euros higher than the
amount planned for 2009. The difference
makes up roughly 2.8 percent of the EU's GDP.
Although we cannot accurately quantify how
much of this is missed tax income, the con-
scious tax cuts aimed at the boosting of
demands do not even reach one fifth of the

missing tax incomes.

DISCRETIONARY MEASURES
AND AUTOMATIC STABILIZERS

The various countries attempt to reduce the fis-
cal effects of the crisis in different ways. As com-
pared to the global crisis of 1929-1933, protec-
tionist economic policies receive much less
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emphasis now, and this in itself will moderate the
damage caused by the decline in the long run, as
well as reduce the time required by recovery. On
the other hand, the fiscal stimulation of demand
enjoys ever greater popularity, in spite of the fact
that it 1s suggested by both theoretical literature
and the experience gathered to date that a very
high number of conditions is necessary for its
success (see Leduc, 2009) (see Chart 2).

Most of the major powers of the global
economy deploy fiscal policy tools as well, in
some way or another, to alleviate the effects of
the crisis. The G20 countries used an average
0.6 percent of their GDP on the boosting of
demand in 2008, while this figure reaches
2 percent in 2009, and will be 1.5 percent in
2010. From among the superpowers, it is Saudi
Arabia, the South African Republic, China,
Korea and Japan that spend the most GDP-
rated money on demand-boosting purposes.

Chart 2

FISCAL PACKAGES OF THE G20 COUNTRIES, GDP-RATED (2008-2010)

Saudi Arbia

| | T 2009

N
o
o
@

Source: IMF (2009a)

O_Lmoahmm“
South African Rep :—=
China | Ty
Korea :_=
Australia :=
Russm#
Ush [
Japan -=
Spain :—

> © 8 8 g S Q@ Q9 = = >
S 8 g T 5 £ £ 2 8 £ =
E € &8 £ 3 E 8 ¥ & 5 =
E & 5 S § £ @ 3
S O 5 E © =
S = X

=]

j<=}

=

et

=)

BT 2010

59



m STUDIES m

From among the discretionary fiscal tools,
infrastructural developments are one of the
most commonly used, and 17 out of the coun-
tries of the G20 endeavor to prevent the
decline of production and trading in this way.
19 countries were compelled to increase their
social expenses, which is clearly the conse-
quence of the rising unemployment and other
social tensions arising from the decline of the
economy. On the expense side, the state sup-
port given to home building/renovating is rela-
tively popular, which obviously affects one of
the sectors that require most labor and thus,
supports the strengthening of the construction
industry. On the income side, most of the
countries decided to cut the personal income
taxes of private individuals but in almost the
same number of states, corporate income taxes
and consumption-related taxes were also
reduced. It is true for the significant majority
of the countries that besides the tax changes
announced to be final, the majority of the
measures that concern the expense side are
planned to be transitory.

In the study of the OECD published in June
2009, the demand-boosting packages are
described in a three-year period (2008-2010).
From among the countries under review, in
four, i.e. in Hungary, Ireland, Iceland and
Greece the circumstances do not allow the
moderation of the effects of the crisis by
demand-stimulating tools. As regards the oth-
ers, they will use an average 2.9 percent of their
GDP for this purpose in three years. Of this,
an average 1.4 percent will go to the income
side, the largest part of which will affect private
individuals but the burdens of the entrepre-
neurs and consumption taxes will decrease to
some extent as well. The majority of the aver-
age 1.5 percent affecting the expense side is
mostly represented in state investments, as well
as transfers provided to households and private
individuals (see Chart 3).

As compared to the leading economies of
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the world, the member states of the European
Union spend less on the fiscal boosting of
demand, on average. According to another
study (Saha—Weizsicker, 2009), the 13 largest
member states8 of the community spent an
average one percent of their GDP on the stimu-
lation of demand in 2009. Of these, Germany,
Austria and Great Britain spent most money
on this purpose, while Italy, whose state debt
exceeds 100 percent, bewared of doing so to
such an extent that in their case, the income
hoped to be reached from the tax increase is
planned to exceed the expenses aimed at boost-
ing demand. However, the difference is signifi-
cant not only between the sizes of the packages
but also between their structures.

In Austria and the United Kingdom, it was
mostly the income-side measures that were
dominant in 2009, while in Sweden, Poland,
France, Spain and Belgium, the emphasis was
laid on the expense side, and in Holland and
Germany, the measures taken on the income
and expense sides were roughly fifty-fifty per-
cent.

2 In the United Kingdom, the majority of
the expenses on this purpose were “used up” by
the temporary reduction of the value added tax
(until 2009). Besides, they spent on state
investments, slightly reduced the income tax
burden, and increased the pensions.

2 Austrians fought against the crisis by
implementing a comprehensive income tax
reform (which was brought forward), as well as
smaller moderations in other tax types. On the
expense side, it was the state investments that
were dominant.

2 In Sweden, the income-side stimulation
was exclusively limited to the tax cuts on the
renovation and building of homes. On the
expense side, the largest item was the support
given to R&D activities in the automotive
industry and the increase in the benefits pro-
vided to the unemployed, aimed at encouraging
activity.
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Chart 3

STRUCTURE OF THE FISCAL DEMAND STIMULATING PACKAGES
AS A PERCENTAGE OF THE GDP (2008-2010)
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2 In Poland, there were no tax cuts but the
co-funding of projects financed from the EU's
structural funds was increased.

2 In France, the salary costs of small com-
panies were reduced. On the expense side, the
greatest emphasis was laid on the investments
of the state (central or local government), as
well as the state-owned companies.

2 In Spain, several different but small-scale
tax cuts were implemented on the income side,
while the majority of boosting demand took
place in the form of state investments and sector-
specific support. The main beneficiaries of the
latter were the automotive industry, environmen-
tal protection and research and development.

2 In Belgium, the main beneficiary of the
tax reduction was the construction industry,
the sector was supported by the state by the
moderation of the VAT rate. On the expense
side, the increase in welfare costs was meant to
offset the effects of the crisis.

2 In Holland, it was the tax reductions for
small and medium enterprises that meant the
most significant item on the income side, while
the expense side of the package contained
infrastructural investments, benefits in the
labor market such as a reduction of work
hours, as well as smaller scale measures.

2 In Germany, the tax cuts were extended to
almost all the tax types, the largest of which was
the reduction of the personal income tax and
the contributions. On the expense side, it was
the infrastructural investments that stood out.

2 InItaly, the balance of the changes is posi-
tive for the income side of the budget, accord-
ing to the plans. The tax cuts mainly affected
the companies but the income missed as a
result of this will be by far compensated by the
income arising from the planned stricter tax
reviews, as well as voluntary self-revision.

In the above-mentioned countries, the
aggregate fiscal stimulation of demand reached
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an amount of 104.8 billion euros. This means
an amount of 117.3 billion euros projected to
the Union as a whole, which is equivalent to
0.91 percent of the Union's GDP. If we add the
9.3 billion euros planned for this purpose on
the community level of the EU, which was
obviously only implemented through the
expense side, then we will get that the volume
of the fiscal boosting of demand was 126.6 bil-
lion euros in the European Union in 2009,
which makes up 1 percent of the GDP.

More than one and a half times of this, i.e.
1.7 percent of the GDP was used for the boost-
ing of demand in the USA in 2009. Out of the
242 billion dollars, the tax cuts amounted to
122 billion dollars, which primarily affected the
corporate income tax, and secondarily, the per-
sonal income tax. The other side of the package
aimed at increasing the expenses partially relied
on environmental, infrastructural, construction
industry and agricultural investments, while
the social transfers also rose.

According to the estimates, automatic stabi-
lizers play a more significant role than discre-
tionary measures, in their magnitude (see
Derooese et al., 2008; European Commission,
2009). However, as opposed to the fiscal pack-
ages, it is not only the effects of these that are
difficult to quantify but also, the size of the
tool itself. When examining the operation of
automatic stabilizers, it is worth starting out
from that the more significant role the state
takes on, the greater the anticyclical effect will
be, due to the “helplessness” of the expense
side.

If we measure the size of automatic stabiliz-
ers based on this, significant differences
between the individual countries will be out-
lined. In general, in the European countries and
mostly, in the Northern part of the continent,
the state undertakes a more significant role.
The average of the European Union (a GDP-
rated 45.7 percent in 2007) is nearly ten per-
centage points, i.e. one quarter higher than in
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the United States, and the difference is even
bigger if the EU figures are compared to those
of Japan, China or Korea. All this may perhaps
explain the earlier statement as well, i.e. that in
general, the key states of the EU spend less on
discretionary measures than the other coun-
tries of the G20.

In one of the earlier publications of the IMF
(IMF, 2009a), a different standpoint is taken on
the issue. In this study, an estimate has been
made on what extent the effect of the automat-
ic stabilizers will deteriorate the budgetary bal-
ance. This depends on the decline of the econ-
omy and the size and helplessness of the
expenses. The former is measured by the
experts of the monetary fund by assessing how
much the output gap, i. e. the difference
between the real and potential GDD has
changed from one year to the other in a certain
country. According to the latest calculations, in
the case of the G20 countries, the budgetary
balance deteriorated by an average GDP-rated
0.2 percent as a result of the automatic stabiliz-
ers in 2008, while the deficit grew by 1.8 per-
cent in 2009, as a result (see Chart 4).

In another study (IMF, 2009b), the experts
of the monetary fund calculated the amount by
which the budgetary balance deteriorated in
each country as a result of the automatic stabi-
lizers. The findings suggest that in general, this
phenomenon affects those developed countries
most where the extent of state involvement is
higher, while those of the G20 states which
belong to the emerging economies are usually
towards the end of the list.

RESULTS AND COSTS

The analysis of the impacts of fiscal policy is
made difficult by several factors. First of all, it
is very difficult to filter those results from the
growth data which may be put down to the dis-
cretionary, or the non-discretionary measures.
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Chart 4

THE EFFECT OF AUTOMATIC STABILIZERS ON THE BUDGETARY BALANCE
IN THE G20 COUNTRIES (2008-2010)
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If we knew accurately to what extent e.g. a state
investment contributed to growth, we would
still have enough questions to ask. On the one
hand, the short-and long-term impacts of the
measure in question should be divided from
each other. On the other hand, it should be
estimated how the fiscal measure under review
has affected the behavior of the players of the
economy, besides the growh (see the crowding
out effect).

Because of all this, we cannot talk about fac-
tual experience even in relation to the fiscal
demand-boosting packages deployed in the
current crisis. Those calculations which come
to be published, especially within the circles of
the international financial and economic organ-
izations, are usually estimations. OECD
(2009), for instance, tried to estimate the effec-
tiveness of the fiscal demand-boosting pack-
ages by estimating the size of the fiscal multi-

Saudi Arabia
Argentina
Indonesia

South African Rep

plier for each country on the basis of an econo-
metric model called INTELINK, which had
been prepared earlier, and has already been
mentioned in this study (see Chart 5).
According to calculations, the fiscal package
is the tool that is most capable of contributing
to economic growth, or the moderation of
decline in Australia and the United States.
Although the effect is not necessarily propor-
tionate to the costs involved by the measure, it
is obvious that it is mainly those non-European
countries, except for Poland, which spend rela-
tively much on this purpose that are actually
successful in moderating the decrease of the
economy. Those, mainly European nations,
which use smaller amounts on the fiscal stimu-
lation of demand, cannot expect too much suc-
cess according to the estimates of the model.
The findings of the OECD are in harmony
with the conclusions drawn by the European
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Chart 5

CONTRIBUTION OF THE FISCAL PACKAGES TO THE CHANGES IN THE GDP
(in brackets, the GDP-rated price of the package)
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Commission. According to their estimates, in
the European Union, the automatic stabilizers
contribute to growth by 3.2 percentage
points, while the fiscal boosting packages will
increase the GDP to a much smaller extent,
L.e. by 1.8 percentage points in two years, 1.e.
in 2009-2010.

It is obvious from the above that the crisis
iteslf and the crisis management measures exert
a significant effect on the budget. As a result of
the decline of the economy, the tax incomes are
decreasing, the social expenses are growing,
just like the interest burdens of financing, and
besides all these, we also have to take the price
of the fiscal stimulation of demand, the costs of
monetary measures, as well as the so-called
“below-the-line items” into account. The latter
group contains those bank rescue acts and
other measures taken in order to ensure the
liquidity of the money market which are not
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specifically represented in the budget but
which increase the state debrt.

The joint effect of the above-listed factors,
however, can be traced in the evolution of the
budgetary balance. The latest forecasts sug-
gest that the balance of the public finances in
the eurozone would deteriorate by 6.3 per-
cent between 2007 and 2010, while in the
average of the OECD member states, this fig-
ure is 7.4 percent, and in the G20 countries,
5.9 percent.

The public finance deficit will evolve
between GDP-rated 7 and 9 percent in the
above-mentioned countries in 2010, according
to the forecasts. The fact that it is not a tempo-
rary increase in the deficit is confirmed by that
IMF's long-term forecast indicates that in the
countries of the G20, the deficit will be 3.4 per-
cent even in 2014, which is more than three
times the size of the 2007 deficit (see Table 3).
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Table 3

EVOLUTION OF BUDGETARY BALANCES EXPRESSED AS A PERCENTAGE OF THE GDP
(2007-2010)

Eurozone -0.6
EU27 -0.8
OECD 14
G20 -1.0
G-20 (developed countries) -1.8
(G-20 (emerging countries) 0.2

Source: OECD, European Commission, IMF

The deterioration of the budgetary balance
affects almost all the countries, except for
Hungary, which continues the budgetary
adjustment that had been started earlier.
According to the latest estimates, the balance
will deteriorate by more than 10 percent in
Ireland and Iceland, where this is the clear effect
of the decline of the economy, and in their case,
similarly to Hungary, it is not possible to boost
demand by fiscal tools. The deterioration of the
Spanish, British, New Zealandian and Latvian
balances is also two-digit, while the size of the
fiscal package does not reach 2 percent in
London, and it is below 4 percent in Spain and
New Zealand as well. With Norway, where even
in spite of a worsening balance, an 11 percent
surplus is anticipated for 2010, as the only
exception, the deficit will exceed 2 percent in
each EU, OECD and G20 member state, and it
is only in three countries, namely Switzerland,
Korea and Bulgaria, where a deficit that is lower
than 3 percent is expected.

The budgetary balance leaves its mark on the
evolution of the state debt as well. It turns out
from the latest statistics of the European
Commission which factor mostly accounts for
the expected growth of the state debt in each
member state. In the EU, it is mostly the Irish,
the Latvians, the Brits, the Spanish, and the
French whose public debt is rising, by more
than 20 percent of the GDP for each. An aver-

-1.9 53 -6.5 =59
=23 -6.0 ~7.3 —6.5
-3.2 ~1.7 -8.8 ~7.4
2.8 -8.0 -6.9 =9
4.3 938 -84 —6.6
04 4.8 4.2 4.4

age 20.7 percentage point increase is expected in
the European Union, while the same expecta-
tion is 17.8 percentage points in the eurozone.
It is usually forty percent of the indebtedness
estimated for the last three years of the period
that can be traced back to the deterioration of
the primary balance, roughly half of it results
from the increased interest rates of the credits
required for financing, as well as the slight
increase in the denominator. The average pro-
portion of the below-the-line items is 10 percent.
The increase in public debts is of course not
only typical in the European Union. According
to the latest surveys, the state debt in the
OECD member states is increasing by 26.7
percent, while this growth rate is 18.8 percent
in the G20 countries. In the United States, for
instance, the GDP-rated state debt will rise
from 63.1 percent to 97.5 percent, i.e. by 34.4
percent between 2007 and 2010 (see Table 4).
IMF (2009b) draws the readers' attention to
that the stopping or reversal of the trend of the
growth of debts will probably last for a long
time. Their estimates suggest that the GDP-
rated state debt of the U.S. mentioned above
will already reach 106.7 percent in 2014, while
this figure will go up to 84.6 percent in the next
four years in the case of the G20 countries.
Based on all the above, it can be taken for
granted that the first thing to be done after
recovery from the crisis will be to handle
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Table 4

EVOLUTION OF STATE DEBTS EXPRESSED AS A PERCENTAGE OF THE GDP (2007-2010)

Eurozone 66.0
EU-27 58.7
OECD 735
G20 62.8
G-20 (developed countries) 77.6
G-20 (emerging countries) 37.8

Source: OECD, European Commission, IMF

indebtedness. This seems to be a painful
process from several aspects. The affected
countries will be compelled to adjust their
budgets, as they will have to improve their
budgetary balances by raising taxes or reducing
expenses. If we come to think of it, and as we
have referred to it earlier, it would not be
unprecedented if consolidation was dominated
by the non-Keynesian effects, i.e. it was accom-
panied by economic expansion but this is tied
to some conditions at least as much as a suc-
cessful boosting of demand by the state. In
many countries, the decline in domestic
demand will be unavoidable, which will again
result in the moderation of the growth of the
economy.

Furthermore, the globally increasing state
debts may also cause financing difficulties. It is
especially the financing of the state debts of
smaller states that may become more expensive
if the indebted “large” ones, which are more
reliable in the eyes of the investors, siphon off
the capital from them.

SUMMARY

In the first part of the study, we have described
how the fiscal stimulation of demand works.
Earlier experience and the theoretical literature,
which partly relies on the former, suggest that
the fiscal boosting of demand can only be suc-
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69.3 e 83.8 17.8
61.5 726 79.4 20.7
78.7 91.6 100.2 26.7
65.9 75.7 81.6 18.8
83.4 87.7 106.4 28.8
36.4 38.7 39.9 2.1

cessful if a highly complex set of conditions
exists.

After reviewing the discretionary measures,
we examined to what extent the economic poli-
cies of the individual countries adjust to this
theory, as well as the regularities defined on the
basis of the previous years. As regards the bal-
ance of public finances, the signs are favorable.
In the case of the G20 countries, for example,
the states that announced the widest fiscal
expansion are the countries with the lowest
state debts. In the majority of these states, the
state debt does not exceed 40 percent of the
GDP even in 2009. From this respect, Japan is
an exception, which has strongly committed
itself to the fiscal stimulation of demand in
spite of the fact that its GDP-rated state debt
exceeds 200 percent. The examination of the
OECD member states shows a similar picture:
learning from the experience of earlier stimula-
tions of demand, it is those countries which
had lower state debts that mostly brought
themselves to moderate the effects of the crisis
in such a way.

The situation is different if we examine
another important condition, i.e. the existence
of unused capacities. As has been pointed out
in Benczes's (2009) study as well, due to the
structural problems, the output gap was posi-
tive as early as in 2007, not only in all the
member states of the European Union but also
in the United States. This considerably



decreases the chances of the stimulation of
demand by the state.

With regard to the structure and composi-
tion of the packages, the overall picture is more
refined. The majority of theoretical literature
and model calculations go for the boosting of
the expense side but we cannot talk of a con-
sensus. This is why the role of the fact that on
average, the packages announced to date rely
on the income and the expense sides to the
same extent, should not be overemphasized.
What is generally true, however, is that this
means substantial differences in the case of the
individual countries. From among those coun-
tries that spend a lot of money on the boosting
of demand, i.e. the Czech Republic, Sweden,
Korea and New Zealand, primarily lean on tax
cuts, while Denmark and Australia rely more
on the expense side. Most of the states, howev-
er, including the USA, Germany, Spain,
Canada, have come out with mixed packages.

It is in line with the statements of technical
literature that infrastructural investments
dominate the expense side. On the income
side, the overall picture is more diverse, but
what is definitely to be pointed out is that the
taxes on income are decreasing primarily, and
the deductions from consumption are reduced
secondarily.
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CONCLUSION

One of the purposes of the study was to give a
clear picture of the significance and role of
boosting demand by the state. Although the
state stimulation of demand financed from
public funds is an important and efficient tool
in crisis management, it cannot be regarded as
a wonder weapon. On the one hand, it should
not be considered one because it can only be
successful in a certain environment, so some of
the countries cannot use it at all. On the other
hand, even if it is a success, it can only alleviate
the effects of the crisis to a limited extent.
Their annual average contribution in the
European Union is lower than 1 percent of the
GDD, which means nearly half of that of the
automatic stabilizers.

Recovery depends at least this much on
countless other factors, let us just think of the
restoration of financial stability, or the arsenal
of tools applied by monetary policy. The role of
state stimuli in this is not dominant in either
recovery or indebtedness. The changes in the
primary balance have caused nearly 40 percent
of the indebtedness in the EU and the tax
income missed because of recession represents
at least twice as much weight within this as the
boosting of demand by the state.

NOTES

1 T owe gratitude to Andrés Balatoni, Lsz16 Csaba and
Tamds Gdspir for their useful advice. It is of course
exclusively the author who will be held liable for any
errors or mistakes.

2 A fiscal multiplier indicates how a one percent
change in the balance of the public finances, or
another fiscal variable affects the evolution of the real

GDP.
3 On more details, see the study by Mellar (1997).

4 As opposed to the Keynesian and neo-Keynesian
approaches, the non-Keynesian approaches empha-

size the positive effect of the reduction of budgetary
expenses on outputs. From the eighties onwards, it
has become obvious from the examples of several
European countries that those adjustments that suc-
cessfully implement the stopping or merely the
moderation of the increase in the debts, which main-
ly focus on the expense side of public finances, stand
good chances of resulting in expansive effects
(Benczes, 2006). In another study (Géspar, 2005),
however, the readers' attention is called to the fact
that budgetary corrections based on the reduction of
expenses were generally performed in the case of sig-
nificant problems in the equilibrium. In other words,
unfavorable starting positions increased the willing-
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ness of the private sector to consume and invest after
the credible adjustment. (See also Pirkanyi, 2006;
Horvith et al., 2006)

5 Internal lag refers to the time while the policymakers
recognize the necessity of changing the fiscal policy
and take the appropriate measures. External lag indi-
cates how long it takes for the fiscal measures to
exert their effect through the aggregated demand.

6 According to the authors' definition, a recession
period is the year or those years when the increase of
real GDP lags behind the growth trend in an extent
that exceeds the variation.

7 On the factors contributing to the crisis, see more
details in the works of Gy6rffy (2009) and Magas
(2009).

8 Together, they produce over 90 percent of the
GDP of the European Union. From among the 13
countries, it was in Greece and Ireland that no dis-
cretionary fiscal measures aimed at boosting
demand were taken. As opposed to the OECD, the
study does not list the measures taken in Denmark
among the packages aimed at the fiscal boosting of
demand.
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