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From the “Great Moderation”  
to the “Great Crisis” –  
What Will Happen Next?
The last two decades until the first half 
of 2007 had been characterized by  
favorable macroeconomic conditions 
world wide, involving moderate eco
nomic cycles along with very low and 
stable rates of inflation – a phenome
non called the Great Moderation by 
economists. The financial crisis that 
started in mid2007, along with the  
severe subsequent downturn in the 
world’s economy, raises the question as 
to whether this Great Moderation was a 
prolonged phase of fortunate coinci
dences or the temporarily favorable 
consequence of a bubble rather than the 
outcome of good economic policies. 
What caused the asset price bubble and 
its subsequent collapse? Could we have 
avoided this bubble, and thus the crisis, 
with different economic policies, i.e. 
different monetary and fiscal policies 
along with more stringent financial 
market regulation? What are the appro
priate solutions for overcoming the cri
sis? What lessons can we learn from the 
current situation, in order to avoid sim
ilar crises in future or at least cushion 
their effects on financial market stabil
ity and the real economy?

Against the backdrop of these hot  
issues, this year’s Economics Conference 
addressed in particular the question of 
how much of a lasting effect the current 
situation – which may go down in eco
nomic history as the Great Crisis – might 

have on the relationship between gov
ernment and markets. The conference 
was divided into three sessions. In Ses
sion 1, highranking economic policy
makers discussed the consequences of 
the crisis on monetary and economic 
policies and on financial market super
vision. Session 2 provided insights into 
the latest findings of crisis research and 
their implications for economic policy. 
Session 3 applied the insights gained to 
Austrian economic policy.

Ewald Nowotny, Governor of the OeNB, 
who also chaired the first morning of 
the conference, opened the 37th Eco
nomics Conference with some funda
mental remarks about the current eco
nomic crisis and solutions provided by 
economic policy. He recalled that the 
current economic situation was marked 
by worldwide problems in the banking 
sector and a global contraction of the 
real economy. This particular combina
tion of factors required strategically co
ordinated macroeconomic policies – a 
point on which economists and eco
nomic policymakers were largely in 
agreement. The important thing was to 
raise aggregate demand, to strengthen 
bank balance sheets and to ensure the 
functioning of the credit system. This, 
in turn, required a wellchosen combi
nation of expansionary monetary and 
fiscal policy measures. In lowering the 
key interest rate and providing liquidity 
to the banking system, the ECB had 
used the traditional monetary policy 
instruments in the current crisis. This 

Beyond the Crisis: Economic Policy  
in a New Macroeconomic Environment – 
Summary of the 37th Economics Conference

The 37th Economics Conference of the Oesterreichische Nationalbank (OeNB) on May 14 and 
15, 2009, addressed the question as to whether the current situation – which may go down in 
economic history as the “Great Crisis” – may lead to lasting changes in the relationship  
between government and markets. The conference brought together distinguished representa-
tives from the world of politics, business, central banks and science to discuss this topic.

Ernest Gnan, 
Burkhard Raunig



Beyond the Crisis: Economic Policy in a New Macroeconomic Environment – Summary of the 37th Economics Conference

MONETARY POLICY & THE ECONOMY Q2/09  127

had helped to ease tensions in the lend
ing market. Governor Nowotny stressed 
that the range of measures taken was un
likely to stoke inflation. According to 
shortterm inflation expectations, fore
casts of the degree of capacity utilization 
in the real economy, as well as data on 
credit and monetary growth develop
ments, there were no signs of inflation 
risks.

Crisis situations may call for mone
tary policy measures that go beyond the 
traditional operational framework of 
monetary policy. One possibility was 
for central banks to buy bonds and other 
financial assets outright, and the ECB 
had created the necessary framework 
conditions for making such purchases. 

Besides monetary policy, which was 
a crucial pillar of crisis management, 
expansionary fiscal policies played a 
special role in strengthening aggregate 
market demand. In this context, Gover
nor Nowotny stressed the importance 
of establishing an exit strategy upfront, 
in order to be able to return to a clearly 
defined path of fiscal consolidation. 

The implementation of the Eurosys
tem’s monetary policy measures and 
national crisis management required 
strong national central banks with  
the capacity to take adequate action. 
Nowotny emphasized that the OeNB 
was able to cope with these demands 
and that it also contributed directly to 
ensuring the stability of the financial 
market through its banking supervision 
activities.

The “Great Crisis” as a Turning 
Point for Economic Policy?

Session 1 of the conference addressed 
the question to what extent the crisis 
would act as a turning point for economic 
policy. Werner Faymann, Federal Chancellor 
of the Republic of Austria, presented “Con-
siderations about the current economic situa-
tion: What will happen next?” He high

lighted two aspects in particular, 
namely the social dimension of the  
crisis and measures to prevent further 
crises. With a further rise in unem
ployment looming in Austria and in  
Europe, social responsibility was play
ing a particularly important role. Up
holding social standards was especially 
crucial in times of distress. Particular 
emphasis must be put on combating un
employment. In this respect, the stabil
ity of the financial system was of vital 
importance. Currently, the most im
portant goal was to keep the crisis  
period as short as possible. According 
to Faymann, the government had to 
raise public understanding for the eco
nomic measures taken, in order to  
ensure confidence and counter mis
leading arguments. The financial sup
port package for banks had created a 
safety net and thus contributed to 
strengthening trust in the Austrian 
banking sector. In addition, the fiscal 
stimulus package was driven by the 
need to support domestic demand.  
After all, investment in infrastructure, 
education and research and develop
ment was of particular importance in 
times of crisis. Faymann also pointed 
out that the measures taken were natu
rally putting a strain on the budget and 
that policymakers were fully aware that 
the fiscal stimulus would have to be  
unwound at some point. This notwith
standing, securing social stability re
mained the primary goal.

Turning to the issue of financial 
market regulation, Chancellor Faymann 
pointed out that there must be a con
sensus regarding regulation in order to 
prevent future crisis episodes. He called 
for strengthening financial market con
trols and increasing transparency. In 
particular, there was a need to discour
age speculation with food commodities 
and similar speculation transactions. 
Relying solely on selfregulation of the 
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market was simply not enough. Spend
ing on research and development must 
not be reduced, since such spending 
constituted an investment in the fu
ture. Indeed, Europe had to strive to 
regain the leading role in environmen
tal technology.

Arnout H.E.M. Wellink, President of De 
Nederlandsche Bank and Chairman of the 
Basel Committee on Banking Supervision, 
advocated “A new structure for European 
and global financial supervision,” concen
trating in particular on institutional 
conclusions and challenges arising from 
the present crisis. The crisis had once 
again highlighted the need to improve 
the institutional framework of financial 
market supervision in Europe. After 
all, the large financial institutions in 
Europe operated on a crossborder 
level, while supervision was organized 
on a national level. The exchange of in
formation and cooperation between na
tional financial supervisors was inade
quate owing to a focus on national in
terests. Based on a suggestion by the 
De Larosière Group, a European Sys
temic Risk Council should be set up to 
strengthen macroprudential financial 
market supervision. Similarly, a Euro
pean System of Financial Supervisors 
should be established to improve mi
croprudential supervision. With regard 
to the European Systemic Risk Coun
cil, Wellink stressed that establishing 
the Council’s mandate above all re
quired clearly defining the scope of 
macroprudential analysis. This man
date should ideally be comprehensive. 
In order to enable the Council to carry 
out systemic risk analysis, it needed to 
have access to all necessary informa
tion. However, Wellink acknowledged 
that making companyspecific data 
available could well be problematic.

A European System of Financial Su
pervisors functioning as a network of 
national financial supervisors and Euro

pean authorities would be faced with a 
range of new tasks that required the 
transfer of national decisionmaking 
power to a European level. The cre
ation of such a network would be a wel
come step, but certain necessary condi
tions would have to be fulfilled accord
ing to Wellink. Above all, the issue of 
burden sharing in such a system would 
have to be addressed. Burden sharing 
arrangements would have to be incen
tivecompatible and legally binding. 
Therefore, Wellink advocated a combi
nation of general and specific burden 
sharing. The general part should ideally 
be based on proportionate contribu
tions by the individual Member States 
depending on the size of their econo
mies. This part should be relatively 
small, since it would involve crossbor
der fiscal transfers. The specific part 
should be based on contributions by 
countries with financial institutions in 
distress. Wellink finished by pointing 
out that financial stability in Europe 
was also dependent on the quality of su
pervision outside Europe. Key global 
players, such as rating agencies or hedge 
funds, which had thus far gone (largely) 
unregulated, would have to be sub
jected to direct and more comprehen
sive supervision from now on.

As the final speaker of the first ses
sion, Lucas D. Papademos, Vice-President of 
the ECB, addressed “Monetary policy and 
the ‘Great Crisis’: Lessons and challenges.” 
Papademos highlighted the unprece
dented magnitude of the monetary pol
icy easing and the comprehensive pro
vision of liquidity with which the Euro
system had combated the crisis. By the 
end of April 2009, the balance sheet of 
the Eurosystem had increased to the 
equivalent of 16% of euro area GDP.  
By comparison, the Federal Reserve 
System’s balance sheet amounted to 
14% of U.S. GDP. These measures had  
helped smooth tensions in financial 
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markets considerably. However, the de
leveraging of banks’ balance sheets had 
led to supplyside credit restrictions. 
Government capital injections and 
guarantees were crucial for avoiding a 
vicious cycle of financial asset write
downs and recession in the real econ
omy. The exceptionally expansionary 
monetary policy measures taken by the 
Eurosystem would have to be accompa
nied early on by designing appropriate 
exit strategies for the period after the 
crisis. In particular, policymakers had 
to make sure that inflation expecta
tions were kept firmly anchored at  
levels consistent with price stability. 
When the economy recovered, the cur
rently very low money multiplier would 
increase again, and this would have to 
be reflected by a reduction in the pro
vision of liquidity by the Eurosystem. 
Removing the dependence of the finan
cial and economic system on support 
measures was also necessary. The mea
sures would have to be unwound swiftly 
as soon as the end of the crisis was in 
sight. The ECB would inform the mar
kets of any unwinding measures in 
good time.

Papademos argued that in future, 
asset prices should be considered more 
strongly in monetary policymaking. He 
maintained that monetary policymak
ers should implement an appropriate 
interest rate policy to prevent asset 
price bubbles from occurring in the 
first place instead of attempting to limit 
the effects of these bubbles bursting 
through monetary easing. Such a sym
metric monetary policy would alter the 
incentives for the financial system so 
that asset price bubbles would be less 
likely to emerge. Maintaining price sta
bility would thus be easier for the Euro
system, since the deflation risk associ
ated with financial crises would be 
avoided. According to Papademos, 
“leaning against the wind” would be 

compatible with the Eurosystem’s two
pillar monetary policy strategy, as dan
gerous price bubbles were usually ac
companied by excessive money and 
credit growth. Even small interest rate 
changes, especially in tandem with ap
propriate communication, could be 
sufficient to help prevent asset price 
bubbles, since investment strategies 
driving asset prices were very sensitive 
to changes in the yield curve and herd 
behavior could be prevented by suitable 
central bank signals. Papademos em
phasized that monetary policy mea
sures should be complemented by 
other, national economic policy mea
sures (fiscal policy, regulatory and su
pervisory framework), especially in 
cases of national or regional asset price 
bubbles. After all, with one single in
strument (the key interest rate) mone
tary policy could not pursue several 
different economic policy goals at once.

Will We Have to Redraw  
the Boundaries Between  
Government and Markets?

The afternoon session dealt with les
sons from academic research for future 
economic policy and was chaired by  
Peter Zöllner, Executive Director of the 
OeNB. In the first panel, Josef Falkinger 
of the University of Zurich and Dennis 
J. Snower, President of the Kiel Insti
tute for the World Economy discussed 
the need to redraw the boundaries between 
government and markets. Josef Falkinger ar
gued that the boundaries between gov
ernment and markets were in fact 
clearly defined by welfare economics. 
Assuming rational agents, complete 
markets and perfect competition, the 
market outcome was efficient on bal
ance; the question of distribution had 
to be determined by politics and not by 
the markets themselves. Falkinger un
derlined that these assumptions were 
unrealistic, however. Over the past  
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15 years, economic research had taken 
wrong turnings in its strategic ap
proach. First, the focus of interest had 
shifted from the real economy to fi
nance. At the same time, people had as
sumed that financial innovation was a 
panacea for any market imperfections. 
Public economics, in contrast to many 
other fields of economics, had failed to 
adequately research and study market 
imperfections, such as monopolistic 
competition, rents, various frictions 
and transaction costs. Second, the sig
nificance of multiple economic policy 
targets had not been fully recognized 
any more.

In light of the rising government 
spending ratio associated with crisis 
management measures, the crisis would 
strengthen the role of governments 
considerably and for some time in deal
ings with the market. Whether the 
governments would be able to meet 
these increased requirements was as yet 
unclear, however. Even the structure of 
government spending had been changed 
by the crisis. Falkinger argued that the 
concept of a choice between govern
ment and markets was basically too 
narrow, as society was much more than 
just the sum of the two. Governments 
did not automatically stand for critical 
longterm thinking, and the markets 
could in fact carry out these functions. 
After all, herd behavior or irrational 
exaggeration were not limited to finan
cial markets. Such phenomena could 
also be observed with elections, public 
opinion formation, media dynamics, 
economic research etc. Critical think
ing and learning from success were the 
factors necessary to combat these phe
nomena. Rules and laws needed to be 
complemented by values and social 
norms.

Dennis J. Snower identified areas of 
economic policy that economic re
search needed to address more closely. 

The ReaganThatcher revolution had 
been based on several consistent prin
ciples: strengthening private markets, 
increasing incentives through low 
taxes, focusing on healthy public fi
nances, creating wealth instead of re
distributing it, and implementing mone
tarist principles in monetary policy. 
Snower questioned whether this mar
ket experiment was at an end and the 
role of governments and markets had to 
be redefined. He criticized that free fi
nancial markets did not reward real 
productivity that benefited the whole 
economy, but rather created consider
able inefficiency, and underscored that 
in a new system, productive real eco
nomic activity had to be rewarded once 
more. Competition should be pro
moted again, as this had not been the 
case over the last few years. Social jus
tice goals had to be made compatible 
with wealth creation by implementing 
suitable incentives.

Based on these ideas, Snower made 
three general recommendations for 
economic policy. First, the solvency 
problem had to be overcome in the fi
nancial sector. Systemically relevant in
stitutions that were “too big to fail” had 
to be either broken up (a very difficult 
task) or they had to be given a solvency 
guarantee, which should be largely fi
nanced by the shareholders and bond 
owners (via obligatory debtforequity 
swaps in case of a crisis), while at the 
same time being subjected to stringent 
regulation and supervision. This would 
likely lead to an increase in financing 
costs, which would be desirable accord
ing to Snower, since these costs would 
include risk provisions. Second, he ad
vocated the creation of independent 
budget monitoring bodies in the field of 
fiscal policy, following the successful 
example of independent central banks. 
These bodies would bring fiscal policy 
in line with the economic cycle, while 
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at the same time ensuring that the pub
lic debt ratio did not rise. Third, the  
effect of automatic stabilizers should  
be strengthened, for example by intro
ducing employment cheques for enter
prises hiring longterm unemployed 
persons; the amount of these cheques 
would automatically increase with the 
period worked. Since our ability to  
predict crises was limited, automatic 
mechanisms were more effective than 
discretionary policies. Such measures 
would change the boundaries between 
markets and government in that they 
would help markets function better 
without returning to a stateadminis
tered economy.

Rethinking Financial Regulation: 
Policy versus Market Failures

The second panel focused on “Rethink-
ing Financial Regulation: Policy or Market 
Failure.” Martin Hellwig, Director of the 
Max Planck Institute for Research on Collec-
tive Goods in Bonn, analyzed the causes 
of the financial crisis. He underscored 
that, in order to understand the crisis, 
we had to study the mechanisms that 
contributed to the subprime mortgage 
crisis spilling over to the entire finan
cial system. He identified three main 
causes of the crisis: flaws in subprime 
mortgage lending and securitization, 
flaws in the financial structure of fi
nancial intermediaries and flaws in  
the financial system’s architecture. Be
tween 2003 and 2006/2007, the activ
ity of private investment banks on the 
subprime mortgage market increased 
dramatically. Over the same period, 
however, the quality of the mortgages 
decreased constantly. Risk premiums 
in this market segment fell, even though 
risk appetites remained the same. This 
was attributable to investment banks’ 
heavy involvement in mortgage securi
tization and to investors’ search for high 
yields. These investors, predominantly 

hedge funds and investment banks from 
the U.S.A. and Europe, gave too little 
thought to the inherent risk. Rating 
agencies also underestimated the risk 
involved in these securitizations. In 
summer 2006, real estate prices began 
to fall, and when rating agencies drasti
cally downgraded mortgagebacked se
curities in August 2007, the market price 
of these securities dropped substantially. 
The subsequent losses and refinancing 
problems of the financial institutions af
fected caused the subprime crisis to 
spread to the entire financial system. 
Mutual mistrust brought about the tem
porary collapse of the interbank lending 
market, during which only central banks 
could provide the necessary liquidity. A 
lack of risk awareness, the search for 
yield, flawed risk management, rating 
agencies, and the expansionary monetary 
policy between 2002 and 2004 were im
portant individual causes of the crisis ac
cording to Hellwig. Insufficient credit
worthiness assessments, weak quality 
standards at the banks, a lack of regula
tion of credit derivatives and insufficient 
analysis and consideration of systemic 
risk by regulators were all proof of a 
faulty system design.

Javier Suarez, Professor at the Centro de 
Estudios Monetarios y Financieros, Madrid, 
made a case for introducing liquidity 
insurance as a complement to capital 
requirements so as to lessen the impact 
of systemic crises. This insurance 
would be financed by a mandatory li
quidity charge to be paid to a supervi
sor. The charge should be set in such a 
way as to discourage financial strategies 
that would create systemic risk for all 
market participants. Revenues from 
this charge would go into an emergency 
fund with legal autonomy that would 
provide liquidity, and perhaps also capi
tal injections, to banks in case of a sys
temic crisis. These liquidity charges 
paid by the banks and the existence of 
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an emergency fund would probably 
make government intervention politi
cally more acceptable. The suggested 
liquidity insurance system should ide
ally be implemented on an international 
level. The charges paid by the indi
vidual countries’ banking sectors would 
represent ex ante established burden 
sharing in the case of an international 
banking crisis.

Fixing the Crisis: The Role of 
Regulation and Monetary Policy 

The afternoon was completed by a panel 
discussion on “Fixing the Crisis: The Role 
of Regulation and Monetary Policy.” Axel 
Leijonhufvud, Professor Emeritus at the De-
partment of Economics, University of Califor-
nia, Los Angeles, underscored that eco
nomic policy and regulatory measures 
had to address the macroeconomic level 
as well as the regulation of financial  
institutions and instruments. It had 
turned out that the widespread mone
tary policy strategy of inflation target
ing based exclusively on the develop
ment of consumer prices was more 
problematic than originally thought. 
This strategy only considered con sumer 
price inflation (CPI), but not macroeco
nomic price levels. A too expansionary 
monetary policy could, however, mate
rialize in rising asset and real estate 
prices without causing a notable in
crease in the CPI. Central banks should 
therefore consider not just pursuing a 
narrow CPI target, but also aim at stabi
lizing broader price levels. It was fur
ther necessary to limit leverage of finan
cial institutions, improve the regulation 
of structured financial products and 
raise the transparency standards linked 
to these products.

Adam S. Posen, Deputy Director at the 
Peterson Institute for International Econom-
ics, Washington D.C., argued that mone
tary policy had a limited role to play in 
combating price bubbles on financial 

markets. Owing to inflation targeting, 
inflation expectations were very stable 
according to empirical evidence. He 
maintained that monetary policy should 
be used to achieve monetary policy tar
gets and not to solve problems on finan
cial markets. These should be coun
tered with regulatory measures. It was 
not a given that central banks should 
perform supervisory functions. Evi
dence from several countries showed 
that there was no obvious correlation 
between banking supervision being 
carried out by central banks and the 
frequency of financial crises. In addi
tion, he maintained that the central 
bank policy of “leaning against the 
wind” had never been successful in pre
venting financial market bubbles, and 
that there was no empirically stable re
lationship between monetary policy 
and asset prices. Posen concluded by 
pointing out that central bank indepen
dence was not the same thing as inac
tivity: An independent central bank 
could certainly – on its own accord – 
cooperate with fiscal authorities.

Important Role of Fiscal and 
Monetary Policy in Fighting  
Recession; Challenge of Budget 
Consolidation and Exit Strategies

In the evening discussion (Kaminge-
spräch), Lucas D. Papademos, Marco 
Kranjic and Ewald Nowotny addressed 
topical issues of monetary and economic pol-
icy. First, Lucas D. Papademos focused on 
how to encourage banks to resume 
lending. The financial and real eco
nomic crisis were currently mutually 
reinforcing: The deep recession led to  
a higher number of credit defaults, 
which, in turn, further limited lending 
and caused the recession to get even 
worse, thus involving the danger of a 
vicious cycle. Extraordinary expan
sionary monetary and liquidity policy 
measures taken by the central banks in 
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combination with bank support pack
ages launched by governments had been 
basically successful in restarting lend
ing. The continued deceleration of 
credit growth was not necessarily (or 
not predominantly) a supplyside phe
nomenon, but rather a reflection of 
weak credit demand. Papademos also 
broached the issue of the soaring bud
get deficit in the euro area countries – 
the average deficit in the euro area in 
2009 would be about 5½%. Around  
2 percentage points of this increase was 
due to discretionary expansionary mea
sures, while another part was due to 
the effect of automatic stabilizers and 
other factors. Expansionary fiscal pol
icy was currently completely appropri
ate, but a budget consolidation strategy 
was urgently required for the time after 
the crisis in order to ensure confidence 
in the sustainability, and thus effective
ness, of fiscal policy. A swift deficit re
duction was also necessary in light of 
the fact that the debt ratio would other
wise increase greatly, or else budget 
crises could well follow the financial 
crisis. If governments failed to achieve 
the necessary consolidation, the Euro
system would have to rely on monetary 
tightening to counter the associated 
possible inflation risks. 

In general, modesty was in order 
about what monetary policy could 
achieve. For this reason, the EU Treaty 
clearly stated that maintaining price 
stability was the Eurosystem’s primary 
objective. With regard to inflation tar
geting, Papademos confirmed that a 
clear definition of price stability was 
useful to be able to judge the success of 
central bank policy. If interpreted too 
narrowly over too short a time horizon, 
however, strict inflation targeting 
could also be misleading. The monetary 
strategy of the Eurosystem therefore 
combined a precise quantitative defini
tion of price stability with the neces

sary flexibility in the time horizon ap
plied for achieving this target.

Marco Kranjic confirmed that, for 
small countries in particular, weak 
credit demand reflected low invest
ment demand, which in turn could be 
explained by poor sales prospects. Euro 
area membership made it much easier 
for small countries like Slovenia to ob
tain international credit. Kranjic un
derscored that any future institutional 
reform of European and global macro
prudential supervision should be de
signed so as to avoid overlapping.

Ewald Nowotny addressed the expo
sure of Austrian banks in the Central 
and Eastern European countries (CEECs). 
He underlined that, in actual fact, there 
was little difference between exposure 
to a Western European country and 
that to CEECs, and that risk assessment 
depended on both the country and 
debtor in question. In addition, other 
countries had a much greater foreign 
exposure in relation to their economic 
power than Austria. The credit volume 
was still growing in Austria, albeit only 
slightly. However, there were substan
tial differences in the development of 
individual sectors and credit market 
segments, with large firms tending to 
suffer more from supplyside limita
tions. For this reason, the Austrian fed
eral government had decided to set up a 
credit guarantee scheme worth up to 
EUR 10 billion for key businesses. In 
Austria, as in other countries, the cur
rent deep recession was causing a 
marked increase in the government 
deficit ratio. Nowotny stressed that the 
existing flexibility of the Stability and 
Growth Pact (SGP) was being used 
sensibly at present, but as soon as the 
economy recovered, governments had 
to proceed with fiscal consolidation in 
line with the SGP. The IMF had an ex
tremely important role to play in deal
ing with the crisis. The exact form in 
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which the EU and the euro area coun
tries should be represented in the IMF 
was, however, still unclear. Central 
banks were in fact almost the only in
stitutions that could maintain financial 
stability in emergencies. With regard 
to investments supported by economic 
stimulus packages, Nowotny under
scored that their usefulness depended 
on how the funds were used – energy 
saving investments, for instance, made 
sense, as they also supported longterm 
stability by reducing dependence on 
fossil fuels.

How Can a Small, Open Economy 
like Austria Be Protected  
against International Shocks?

The morning of the second conference 
day was dedicated to possible economic 
policy solutions at the national level and  
lessons for Austria. The session was 
chaired by Wolfgang Duchatczek, Vice 
Governor of the OeNB. In the first panel, 
Karl Aiginger, Director of the Austrian 
Institute of Economic Research, Vienna, 
and Michael Landesmann, Director of 
Research at The Vienna Institute for In
ternational Economic Studies, discussed 
about the degree to which a small, open 
economy like Austria could be shielded from 
large, international shocks and looked at strat-
egies for achieving greater shock resistance.

Karl Aiginger called for the fast im
plementation of economic stimulus 
packages in view of very weak growth 
in Austria in the first quarter of 2009. 
The question was how Austria could 
protect itself from a repeat of such a 
crisis without adversely affecting growth 
and employment and without sacrific
ing international openness. Aiginger 
identified five levels of action: First, the 
production structure should be made 
more crisisproof. Among other things, 
this could be achieved by greater re
gional diversification of exports and by 
strengthening the role of automatic sta

bilizers in the new budget law. Second, 
a higher growth path should be attained 
through education, innovation and a 
supplyfriendly budget structure. The 
third level of action involved a focus on 
longerterm goals and economic indica
tors. In particular, this also included 
appropriate incentives for managers. 
Moreover, incentives for setting up 
companies should be improved, and 
wage policy, in order to be countercy
clical, should be guided by longterm 
productivity developments, not short
term swings. The principle of prudence 
should be promoted in accounting. The 
fourth level of action was avoiding fac
tors that increase the amplitude of busi
ness cycles. Mergers and acquisitions 
should be viewed more critically, as 
large conglomerates could increase vul
nerability to crisis and reduce competi
tion. The procyclicality of research ex
penditure should be eliminated, and 
governments should smooth research 
funding over the economic cycle. A 
higher return on equity and stable 
shareholder structures would promote 
a longerterm focus. The fifth level of 
action was about institutional improve
ment. The general government budget 
should achieve a considerable surplus in 
economic booms to create more room 
for maneuver in times of crisis. Ready
togo infrastructure projects should be 
lined up and implemented in case of 
crisis, and companies with a convincing 
strategic business plan should be sup
ported. Measures combating unem
ployment should be futureoriented, 
e.g. by promoting further education 
and training. Aiginger underscored that 
a country’s ability to deal with a crisis 
greatly depended on its economic ca
pacity, and this factor should be consid
ered much more seriously by interna
tional analysts and rating agencies.

Michael Landesmann put the current 
crisis into historical context. Austria 
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had pursued an expansionary, proactive 
economic strategy since the 1990s, the 
openness of the economy had increased 
and the service sector had gained in im
portance. Austria had become an ex
porting country, both in terms of trade 
and direct investment. The outcome of 
this striking development was now for 
the first time being tested for its resil
ience in a crisis. While the first phase 
of the crisis had been barely felt in  
Austria, the second phase manifested 
itself in a massive increase in risk  
premiums, which affected Austria just 
like other countries. A considerable 
crisis impact was felt during the third 
phase as export prospects turned 
gloomier.

The CEECs were also hit by the  
international financial crisis. Growth in 
the CEECs (like in other emerging 
economies) was dependent on capital 
inflows, and the resulting current ac
count deficits made these countries 
even more vulnerable to the crisis.  
Naturally, developments were hetero
geneous across individual countries. 
There were two economic policy re
sponses – a significant real devaluation 
and/or a deliberate strong restriction of 
economic growth – and both had been 
explored and implemented. Both re
sponses also had direct consequences 
for the Austrian economy: Exports  
collapsed and open foreign exchange 
exposures became an issue in the bank
ing system. The gloomier longerterm 
growth outlook and increased loan  
defaults further contributed to a wors
ening of economic conditions. The 
CEECs’ economic policy responses 
were relatively passive owing to their 
limited access to international capital. 
The private sector was marked by bal
ance sheet adjustments so that domestic 
demand declined, and only the real de
valuations will have a lagged expansion
ary effect. 

How can a small, open economy be 
protected against such shocks? Landes
mann maintained that Austria’s eco
nomic structure had become more di
versified over the last few years, labor 
market policy in the last 10 to 15 years 
had helped increase crisis resilience, 
and a flexible business sector had devel
oped that could react flexibly to crises. 
He underscored that external and in
ternal imbalances should be controlled 
in normal economic situations in order 
to create countercyclical leeway for cri
ses. The banking and financial system 
should be regulated so as to avoid ex
cessive financial leverage as well as in
sufficient diversification and risk provi
sioning. Austria was a financial hub that 
also played an important role in the de
velopment of Eastern Europe; main
taining stability was in the interests of 
all of Europe.

International Support Packages 
for Eastern Europe and Austria’s 
Bank Bailout Package Have 
Helped Safeguard Financial  
Stability 

The second panel discussion focused on 
the Austrian experience with bank rescue 
packages and first lessons for the future.  
Rainer Münz, Head of Research and Devel-
opment at Erste Group Bank AG, differen
tiated between three types of govern
ment measures to help the banking sys
tem: capital injections, credit guarantees 
and taking over toxic assets. The third 
type was dominant in the U.S.A. and 
the only measure implemented so far in 
Switzerland. The volume of capital in
jections was largest in the U.S.A. at 
about 50% of GDP; in Austria, the 
bank rescue package amounted to about 
1/3 of GDP, while it was much smaller 
in Spain and Switzerland at 1/5 and 1/6, 
respectively. Erste Bank made use of 
the bank rescue package by issuing hy
brid capital and governmentguaran
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teed bonds. The coupon rate for the 
participation capital was 8% if covered 
by profits, and after five years the divi
dend would rise successively if the capi
tal had not been paid back by then. In 
numerous CEECs, international rescue 
packages had already been arranged or 
were being prepared, and national eco
nomic stimulus packages – albeit lim
ited ones – had been launched to miti
gate the effects of the crisis. Most 
CEECs had lower debt ratios than many 
Western European countries, which 
limited debt servicing costs and helped 
mediumterm growth prospects in the 
region. After the crisis, politicians 
would have to take the important eco
nomic policy decision whether the debt 
ratio should remain high, leading to 
markedly higher financing costs, or a 
swift debt reduction should be achieved 
by means of primary surpluses.

Andreas Ittner, Executive Director of the 
OeNB, pointed out that the current 
bank packages benefited the whole 
economy. Austria had early on and pro
actively supported rescue programs for 
the CEECs as this was in the interest of 
European and global financial stability. 
The IMF’s support programs were al
ready beginning to take effect. Banks 
active in Eastern Europe undoubtedly 
had to increase risk provisioning. The 
exposure of Austrian banks to Eastern 
Europe was highly diversified and 
amounted to about EUR 200 billion, 
thus accounting for some 20% of the 
total exposure of all foreign banks to 
the region. The Austrian bank support 
package aimed at encouraging banks to 
resume lending and ensuring financial 
market stability. Its volume was set 
suitably high to take account of poten
tial credit defaults. According to Ittner, 
the existing support packages had 
greatly increased the Austrian banks’ 
riskbearing capacity. The conditions 
banks had to fulfill in order to receive 

funds were defined with a view to bal
ancing financial market stabilization 
and ensuring a levelplaying field. The 
crisis highlighted the need to take ac
tion at the European level. In the me
dium term, banks would have to im
pose more stringent risk control, and 
capital ratios would have to be raised. 
Large banks that were “too big to fail” 
would also have to bear higher costs for 
implicit default guarantees by govern
ments. A higher degree of regulation 
also involved economic costs (lower re
turn on equity, lower credit volumes). 
Any reform of bank regulation must 
therefore be carried out with a sense of 
proportion.

According to Helmut Ettl, Executive 
Director of the Austrian Financial Market 
Authority, the bank rescue packages had 
stabilized the financial system, while  
at the same time changing the rules. 
These packages had been the appropri
ate response to the crisis – without 
them, the financial system might have 
collapsed. Their implementation had 
made it clear that systemically relevant 
financial institutions would not be al
lowed to fail. In the long run, however, 
this guarantee for systemically relevant 
banks would change incentives perma
nently. To discourage these banks from 
taking on excessive risk, they would 
have to be supervised more strictly in 
future. Financial leverage had to be 
limited. The capital ratio had to remain 
high over the entire cycle, and the cur
rent procyclicality of regulatory capital 
requirements should be eliminated via 
regulatory changes. In addition, Ettl 
called for a reassessment of the role of 
rating agencies and of accounting rules. 
The regulation and supervision of large 
financial institutions operating across 
borders could only be effective if also 
regulators and supervisors operated on a 
crossborder level. A European banking 
supervisory authority along the lines of 
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the ESCB would be a good solution; sim
ply promoting cooperation of national 
supervisors would not suffice. The single 
market for financial services needed an 
institutional counterpart in banking and 
financial market super vision.

Austria’s Strategy in Eastern 
Europe: Chance of a Lifetime 
with (Manageable) Risk

The third panel discussion investigated 
whether Austria’s focus on Eastern Europe 
had been a source of fragility and asymmet-
ric shocks. 

Silvia Sgherri of the IMF recalled the 
massive structural changes the financial 
systems of emerging economies had un
dergone over the past ten years. Finan
cial integration allowed for risk diversi
fication and better absorption of shocks. 
In the EU, financial market integration 
and the risk diversification this enabled 
had helped smooth economic fluctua
tions and had led to higher potential 
growth. Financial market integration 
also posed challenges, however, such as 
more rapid and stronger risk transfer 
between countries. Thus, the financial 
crisis that had originated in the U.S.A. 
had quickly spread to Europe – via asset 
prices as well as the credit channel – 
and had developed into a global eco
nomic crisis. At first, banks pursuing 
traditional business strategies had been 
barely affected by the crisis, but from 
fall 2008, they were also sucked into 
trouble because of increased risk aver
sion. Therefore, the whole of Europe 
was in the same boat facing a heavy 
storm. Notwithstanding the numerous 
parallel support measures taken, the 
crisis had revealed a lack of coordina
tion between national financial market 
supervisors and insufficient informa
tion sharing. This lack of coordination 
(as e.g. apparent when it comes to rap
idly conducting crossborder stress 
tests) was also an obstacle to efficient 

crisis management. Creating an EU su
pervisory authority was required to es
tablish clear and consistent rules re
garding burden sharing. A highly inte
grated economic region like the EU 
also required a strong European eco
nomic policy framework. To resolve 
the crisis, we needed more Europe, not 
less. Euro area membership was also 
proving a great advantage in the crisis.

Bernhard Felderer, Director of the Insti-
tute for Advanced Studies, Vienna, argued 
that the shocks emanating from Western 
Europe were more severe and more 
dangerous for Austria than those from 
the CEECs. Over the last few years, 
many CEECs had gone through an im
pressive economic catchingup process 
that would continue after the crisis. 
The latest developments in industrial 
production and GDP forecasts until 
2010 showed that a range of Eastern 
European countries were still affected 
less by the recession than many Western 
European countries. If Austria had no 
trade relations with the CEECs, the ef
fects of the crisis on Austria’s export 
trade would be much worse. Some 30% 
of Austrian exports went to Germany, 
about 9% to Italy. The overall share of 
Eastern European countries was 23%, 
that of euro area countries more than 
51%. While almost onehalf of Aus
trian outward direct investment was 
made in Eastern Europe, onethird was 
still made in EU15 countries. Eco
nomic integration with Eastern Europe 
was by no means a specifically Austrian 
phenomenon, but rather applied to 
Western Europe in general. Felderer 
stressed that Austrian banks’ foreign 
exposure was not excessive and their 
exposure was not solely concentrated 
in Eastern Europe. In addition, the debt 
ratios of households and enterprises 
were significantly lower in Eastern  
European countries than in Western 
Europe, as were public debt ratios (with 
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the exception of Hungary). Following 
marked currency depreciations in a 
number of Eastern European countries, 
especially in the fourth quarter of 
2008, the currencies regained ground 
and partly recovered owing to the agree
ment of international support packages. 
According to Felderer, Austria’s strat
egy in Eastern Europe – a logical step 
after the fall of the Iron Curtain – had 
not entailed extraordinary or unman
ageable risks.

Walter Rothensteiner, Chairman of the 
Managing Board of Raiffeisen Zentralbank 
Österreich AG, refuted the claim that the 
Austrian banks had an overexposure to 
Eastern Europe. Austria’s involvement 
was only logical in light of the country’s 
historical and geographical ties with 
the region; it had been an opportunity 
that simply could not be missed. Ex
pansion into Central and Eastern  
Europe had enabled Austria to reduce 
the economic dependence on Germany. 
Austria was the thirdlargest investor  
in the region after Germany and the 
Netherlands. Outward direct invest
ment in Eastern Europe amounted to 
EUR 50 billion over the past 20 years. 
Eastward expansion had brought higher 
growth and employment. The exposure 
of Austrian banks in Eastern Europe 
was about EUR 200 billion – about 
onehalf of the country’s total foreign 
exposure – and was broadly diversified 
within the region. The financial aid 
packages provided by the IMF, the 
EBRD and the EU contributed to calm
ing the situation. Rothensteiner em
phasized that Austria had no alternative 
to its focus on Central and Eastern  
Europe. The fact that the Austrian labor 
market would soon be open to Eastern 
European workers highlighted the need 
to help the region develop further. In 
many Eastern European markets, the 
penetration with financial products re
mained well below average. For banks, 

therefore, the growth potential in the 
region was still high. The convergence 
and catchingup process would con
tinue after the crisis, with low wages, 
high education levels, low taxes and fa
vorable exchange rates making the re
gion extremely attractive as a business 
location.

Also Austrian Businesses and 
Employees Face Considerable 
Crisis Consequences – How to 
Use the Crisis as an Opportunity 

The morning’s fourth and last panel 
discussion focused on the economic con-
sequences of the Great Crisis for Austrian 
businesses and employees and asked how eco-
nomic policy could help.

Monika Kircher-Kohl, CEO of Infineon 
Technologies Austria AG, started by quot
ing Schumpeter who said that every 
crisis had creative and destructive po
tential. The key question was how to 
proceed after the crisis. In every crisis, 
market shares were reshuffled, former 
market leaders collapsed and smaller 
competitors got their chance. The same 
was true for entire regions. The ques
tion was, therefore, how Austria could 
influence these developments in such a 
way that the country would emerge 
stronger from the crisis. According to 
KircherKohl, the semiconductor in
dustry had always been extremely de
pendent on the general economic situa
tion. In the early 2000s, for example, 
semiconductor production had fluctu
ated by about 60 percentage points. As 
a rule, the sector was leading macro
economic developments by half a year 
or threequarters of a year. Thus, it had 
two quarters of recession behind it and 
the situation was already improving in 
the current quarter. The semiconduc
tor industry was marked by intense 
competitive pressure and a high level of 
innovation, with the latter also driving 
innovation in downstream sectors. This 
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was why the location of the microelec
tronics industry was crucial for re
gional economic development. Micro
electronics could also make a large con
tribution to structural improvements, 
e.g. by improving energy efficiency. 
Proactive industrial and technological 
policy should invest more effort in cre
ating new structures and tackling new 
issues, rather than in maintaining exist
ing structures. KircherKohl called for 
celebrating innovation. Avoiding risk 
should not be the main focus, as inno
vation was the only longterm job guar
antee. Austria should have had an inno
vation strategy in place before the onset 
of the crisis, so that this strategy could 
have been reinforced during the crisis. 
In the current situation, people had to 
focus on the potential opportunities 
that would open up after the crisis. 
While the current government guaran
tees for business financing came late, 
they were nevertheless crucial for fur
ther development. We did not have to 
sacrifice our values and culture in the 
crisis; rather, we needed leadership in a 
positive sense, both in businesses and 
on a national and global level.

Erich Foglar, Acting President of the 
Austrian Trade Union Federation, ad
dressed the effects of the crisis on em
ployees. The approaches companies ad
opted during the crisis varied widely: 
While some found highly cooperative 
and constructive solutions, others in
troduced shortterm working arrange
ments, still others demanded “volun
tary” wage cuts or even relied on lay
offs. Over the past 20 years, the 
dominance of shareholder value had 
created a system flaw. Foglar called on 
policymakers to use the crisis as an op
portunity to adopt a new perspective. 
Wealth had not increased for everybody 
and wealth distribution had become 
more unfair. Economic policy had not 
kept pace with economic liberalization, 

leading to wage dumping, tax dump
ing, social system dumping and careless 
treatment of the environment. The col
lapse of LTCM, at the very latest, 
should have set alarm bells ringing, and 
policymakers should have taken action 
immediately but failed to do so due to 
pressure from the finance lobby. As 
soon as the crisis was over, policymak
ers had to resolve the question of how 
to reduce deficit and debt levels. Foglar 
underscored that this must not be done 
via cutbacks in the pension and health
care systems. The U.S. real estate crisis 
had been caused by the fact that wages 
were too low for parts of the U.S. 
working population. Reducing unem
ployment was a top priority in the cur
rent situation. The EU should be more 
aware of its market power, show more 
selfconfidence and protect the welfare 
state. According to Foglar, Austria was 
wellpositioned to deal with the crisis. 
Education and training were the key for 
future prosperity, and suitable indus
trial and immigration policies were 
further success factors.

Markus Beyrer, Director General of the 
Federation of Austrian Industries, stressed 
the importance of the EU in dealing 
with the crisis. Many national eco
nomic stimulus packages had included 
certain protectionist elements, at least 
in the beginning, and such tendencies 
had to be resisted. Still, governments 
today were less eager to turn to protec
tionist measures than they had been 
during the Great Depression of the 
1930s. Successful solutions would have 
to combine the stabilizing power of the 
state and dynamic market forces. With
out industry, there could be no growth 
in Austria; the multiplier effect of  
Austria’s key industrial businesses and 
their role as growth drivers became  
especially apparent during the crisis, 
which was why these businesses had to 
be supported. Longterm financing and 
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large companies were particularly af
fected by credit restrictions, and the 
federal government’s latest measures to 
provide guarantees for business loans 
were very important. With an export 
ratio of over 50% in many sectors,  
Austrian industry was very much ex
portoriented, and this would continue 
to be the basis of the country’s prosper
ity. The crisis had to be used as an  
opportunity to undertake fundamental 
reforms, e.g. regarding the cost and or
ganization of the country’s education, 
healthcare and pension systems. In the 
short run, the important thing was to 
deal with the crisis efficiently. Wage 
policy should be adjusted so as to re
flect the depth of the recession and cor
respond to the companies’ (varying) pro
ductivity levels. Spare capacities should 
be used for research and infrastructure 
in the current situation. In the medium 
term, expansionary fiscal policy would 
have to be reversed again. Austria al
ready was a hightax country, so fiscal 
consolidation had to be achieved on the 
expenditure, not revenue, side.

Herbert Tumpel, President of the Aus-
trian Federal Chamber of Labour, under
lined that avoiding protectionism was 
not the only valid claim, and mentioned 
trade union freedom, the enforcement 
of labor standards and minimum eco
logical standards. According to Tum
pel, free trade could only be fair and 
make sense if the same production con
ditions and requirements applied to all 
players. European policymakers were 
currently neglecting this issue. The 
measures taken at the European level to 
stimulate demand were insufficient. 
While the performance and export suc
cess of Austrian enterprises were im
portant and commendable, export was 
not a standalone economic goal that 
should be given priority over domestic 
demand. There were massive imbal
ances in Europe, with the top export

ing countries putting less competitive 
Euro pean countries under pressure. 
Tumpel strongly advocated tax coordi
nation, as the contribution of rich  
people to tax revenues was shrinking, 
and reducing pensions was inaccept
able. Policymakers had to focus on im
proving production conditions and on 
strengthening European demand. The 
demands made by industry for workers 
to accept a zero wage round this year 
and predictions of unemployment fig
ures of 500,000 people did not help  
rebuild confidence, Tumpel said. While 
the bank support packages may well be 
in the interests of the entire economy, 
they also helped safeguard shareholders’ 
assets. Crisis management had to con
sider social justice issues, the rich 
should also make a fair contribution to 
fiscal consolidation.

Central Banks Acted Quickly, 
Fiscal Policy Was Adequately 
Expansionary – Now Reform  
of Cross-Border Financial  
Supervision Is Required 

The last speaker at the conference was 
Dominique Strauss-Kahn, Managing Direc-
tor of the IMF, who focused on “Crisis 
Management and Policy Coordination: Do 
We Need a New Global Framework?” At the 
onset of the crisis, individual countries 
were not inclined to coordinate policies 
at the international level in dealing with 
the problems of crossborder financial 
conglomerates, which further destabi
lized the situation. As the crisis went 
on, however, a learning process set in, 
leading to more coordination. The sup
port packages for Eastern Europe illus
trated the advantages of international 
coordination. During this crisis (in 
contrast to the Great Depression of the 
1930s), central banks worldwide were 
extremely generous in the provision of 
liquidity (sometimes relying on special 
measures), and they slashed key interest 



Beyond the Crisis: Economic Policy in a New Macroeconomic Environment – Summary of the 37th Economics Conference

MONETARY POLICY & THE ECONOMY Q2/09  141

rates fast and to historically low levels. 
Fiscal policy measures – implemented 
at more or less the same time, though 
without explicit coordination – pro
vided the national economies with ad
ditional demand impulses.

The picture was less favorable with 
regard to financial market stabilization. 
This might be due to the unresolved 
question of how to divide up the bud
getary costs of crossborder bank sup
port packages. The lesson to be learned 
from the crisis was, first, that regula
tory arbitrage was damaging and had to 
be avoided. Second, crisis resolution 
tools had to be better coordinated. 
There were many suggestions to choose 
from, and now was the time to act 
quickly. Economic history showed that 
recovery after financial crises was only 
possible after the deleveraging of banks’ 
balance sheets. Provided this delever
aging took place, global economic re
covery could be expected to occur in 
the first half of 2010 according to 
StraussKahn. Third, depositor and in
vestor protection systems had to be co
ordinated. Finally, information sharing 
between home and host country super
visors had to become quicker and more 
extensive. The Basel Committee and the 
Financial Stability Board at the BIS in 
Basel would play a leading role in this 
process; the IMF would also be in
volved, in particular in a monitoring 
capacity. It was, however, difficult in 
practice to implement economic policy 
measures in response to early warnings, 
i.e. before the actual outbreak of a crisis. 

As a result of its strong internation al 
ties, Europe was vulnerable to the cri
sis, as these ties involved the risk of con
tagion. This was why the IMF viewed 
the emerging countries of Eastern  
Europe as one entity. Current crisis 
management worldwide was very im
pressive. The international community 
had become closer, and there was great 

willingness to cooperate. Global insti
tutions, including the IMF, had helped 
stabilize the situation. While the crisis 
was not yet resolved, the way to over
coming it was relatively clear. At pres
ent, problems were increasingly origi
nating in the real economy, which 
caused credit defaults. The massive fis
cal stimulus in China would contribute 
to smoothing out the existing global 
imbalances, but further measures 
would be required in this field. The fis
cal costs of overcoming the crisis were 
significant. After the crisis, fiscal con
solidation would be necessary to avoid 
fiscal crises. Euro area countries were 
unlikely to need IMF aid, but other EU 
countries might well benefit from IMF 
programs. StraussKahn reiterated that 
the IMF prescribed the implementation 
of fiscal consolidation measures in aid 
programs only if the countries involved 
did not have sustainable budgets before 
the crisis.

Klaus Liebscher Award Goes to 
Tarek Alexander Hassan and 
Anton Korinek

Like in previous years, the authors of 
two outstanding scientific papers re
ceived the Klaus Liebscher Award at 
the 37th Economics Conference. After 
an introduction by Claus J. Raidl, Presi
dent of the OeNB, Governor Ewald 
Nowotny introduced the award win
ners. Tarek Alexander Hassan of Harvard 
University showed that securities issued 
by large countries yielded lower re
turns than those by small countries. 
Anton Korinek of the University of Maryland 
pointed out systematic distortions of 
risk allocation on financial markets and 
deduced consequences for capital ade
quacy regulations and for risk manage
ment. After a short presentation of the 
papers by the authors, Klaus Liebscher 
handed out the awards.




