THINK economic and financial analysis

| THE NETHERLANDS

Covid-19: Spending, austerity and the
Dutch experience

Dutch public finances provide ample room for temporary fiscal stimulus
in the Covid-19 crisis and support for fiscal austerity is waning among
economists. This is in stark contrast to the aftermath of the global
financial crisis when the Dutch rushed into austerity and urged others to
do the same

The Netherlands earned a reputation for prudence after the
financial crisis

Like other governments across the world, the Dutch government responded to the global
financial crisis with a stimulus package, but a few years later the Netherlands, often together
with Germany, became famous, if not infamous, for significant austerity and reform measures,
and strong advocacy for such policies.

Initially, there was a lot of support for this approach among Dutch politicians and even the
general public. Many Dutch economists argued in favour of cutting expenditure and increasing
taxes, supporting the government for its “fiscal prudence”. Support was certainly not
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unanimous, but those warning against the impact of prudence were then still in a minority.

In the end, the Dutch economy experienced another recession in 2012-2013 and only saw GDP
climb back to its pre-crisis level in 2015.

Taking the long-term perspective on sustainability

In the years that followed, business cycle momentum picked up further and public debt
started to fall quickly, leading to a low public debt ratio of about 49% of GDP in 2019.

During this period, ING Economics Research discussed how Dutch public finances should be
viewed with a number of academic economists, and in particular which indicators are relevant
in both good and bad times. At the time, many economists emphasised the importance of
having a long-term perspective on the sustainability of public finances.

They also stressed that in times of crisis, confidence indicators in financial markets should be
monitored alongside the sustainability balance, given that the European sovereign debt crisis
had made financial stability a core part of the debate. The possibility of rising risk premiums on
Dutch government debt still played a significant role in the debate in 2017. Via this channel,
higher government spending would risk becoming ineffective by crowding out private
spending.

Download our 2017 report in Dutch here

Consensus about initial reaction to support the economy

As Covid-19 has made new demands on public finances, here at ING we've conducted another
round of interviews with eleven Dutch-speaking academic experts on topics around public
finances and macroeconomics. Among those we interviewed there was unanimous consensus
about the large fiscal support packages that the Dutch government has delivered up to now.

Given the economy experienced an abrupt and large disruption, which is expected to be
temporary, the government was right to limit the economic damage. Many of the economists
mentioned keeping unemployment low as an important short-term goal.

Download the report in Dutch here

More than enough room for temporary support

According to these economists, the increases in public debt associated with the support
measures are not a concern. Because annual revenues and expenditures in the Netherlands
are roughly in balance, the public debt ratio (public debt as % GDP) increases only as a one-off
as a result of the temporary support measures.


https://www.ing.nl/media/pdf_EBZ_Worstelen%20met%20de%20weelde%20economenkompas%20overheidfinancien%20ING_tcm162-131553.pdf
https://www.ing.nl/media/ING_EBZ_het-zekere-voor-het-onzekere_tcm162-201778.pdf
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Even after the additional support package (the third announced on 28 August for the period
between October 2020 - June 2021) the debt ratio is expected to remain at an acceptable
level.

Many economists think there is no identifiable hard limit for the
public debt ratio

Many economists that we interviewed think that there is no identifiable hard limit for the
public debt ratio, but some mentioned 70%, 80% or 90% of GDP as safe limits. According to the
latest official forecasts by the Netherlands Bureau of Economic Policy Analysis - the debt ratio
remains only at 60% GDP in 2020.

A rising risk premium is not seen as the most relevant factor currently to take into account.

No rush towards austerity now

But what should we expect when the Covid-19 crisis is over?

Based on the austerity experience in the aftermath of the global financial crisis, the majority of
ING's daily poll of retail clients expect the government to cut expenditure or raise taxes again
when the economy is in better shape, suggesting a view among the wider public that austerity
will resume.

Expectations of austerity

Majority of consumers expect the Dutch government toturn
to austerity when the economyis in better shape afterthe
covid-19 crisis

Share of respondents on the question "When the economy in a better
shape, what do you expect the government to do with its higher debt?"

Fast expenditure cuts or tax _ 31% |
increases

—55%
Careful expenditure cuts or tax _ 549%
increases -

Lowering the debt ratio primarily 27%
by means of economic growth
Increase debt for more

. - 5%
expendituers/investments

Don't know/no opinion 13%

Source: ING Vraag van Vandaag - Saturday 25 July 2020 - 8.959 respondents in

the Netherlands, weighted by age, region and sex
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However, consumers do not want active austerity measures after the crisis. The majority
prefer letting debt run back down automatically through the growth of the economy, counting
on automatic stabilisers rather than discretionary policy.

What to do about debt

Majority would like to rely solely on automatic stabilisers for
public finances to improve afterthe Covid-19 crisis

Share of respondents on the question "What do you think the
government should do with its incurred debt after te Covid-19 crisis?"

Only automatically letting debt

run back down via growth of _56%

the economy

Actively reducing by careful

o,
austerity 28%
Actively reducing by fast 4%
austerity
Don't know/no opinion 12%
Source: ING\ uly 2020 - 12.852 responde

the Netherla

Economists are divided on whether government expenditure should be lowered actively
beyond the expense of support measures after the Covid-19 crisis. Some economists support
waiting until the economy can stand on its own feet again before terminating government
support programmes, but would then start to actively reduce debt. The reasoning is that this
would create a buffer for the next recession - a debt to GDP ratio well below 70, 80 or 90%
GDP.

Those asking for discretionary measures call for for a very gradual approach, with some saying
lowering the debt burden could be spread over multiple decades. Another group of economists
claim that no discretionary interventions are necessary at any point. All in all, amongst
economists there is no support for significant interventions in the short term to repair public
finances.

None of the economists we interviewed is currently worried about Dutch public finances, in
part because of the low-interest rate and solid economic and fiscal fundamentals.

Disagreement about future support and concerns about
productivity support

There may be ample room for continued fiscal support, but there is a real difference in opinion
among economists about the role of government in such continued support in the near future.
The economists we interviewed are concerned about productivity in the longer term, not least
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because it determines the future tax base.

A crucial question is whether the economy will manage to
recover production that has heen lost

A crucial question is whether the economy will manage to recover production that has been
lost. Many of the economists fear we won't be able to catch up with that even when the
economy starts growing again, leaving some output and income permanently lost (see the
orange line in the chart). Some of the economists even see the possibility that productivity will
grow more slowly, making the losses grow each year (as you can see in the purple line).

Although the economists could not exclude the possibility of a full recovery and even a boost
to economic growth, mostly due to increased digitisation, there are a few who attached a high
likelihood to these scenarios.

Covid-19's long lasting effects

Crisis can have a long-lasting effect on size and growth rate of th economy:

several scenarios possible
Possible level of (structural) gross domestic product (stylised representation)

Growth rate higher than before Covid-19

Growth rate same as before Covid-19,
without level loss

,,,,, "/. Growth rate same as before Covid-19,
T =77 with level loss

o o e Growth rate lower than before Covid-19

L2222
— Before and during the early phases of
the Covid-19 crisis

Trend before Covid-19
A A

Start Reversal of
Covig-19  lockdown
crisis

Source: ING Economics Research

Time—>

Some economists view reallocation as an urgent priority

One group of economists takes the view that it's about time to restructure the economy,
involving workers and firms starting to focus on areas with more long-term growth potential.

These economists point to the fact that the crisis may last a long time and has already led to
behavioural changes which could be permanent, such as more working from home and online
shopping. They emphasise that restructuring promptly will yield more economic growth over
the long run. They stress the need to reallocate the means of production from existing
activities to growing sectors and businesses as soon as possible.
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This requires the timely unwinding of public support measures. They believe that freezing the
economy in its pre-Covid-19 state in the end is more of a drag to productivity than the
temporary loss of production that comes with disruptive restructuring.

Other economists seek to limit unnecessary structural damage

An opposing view highlights the risk of terminating too quickly the government'’s support to
the economy. In this view, the bulk of economic activities from the ‘old’ economy is still viable,
and will unnecessarily be lost for good if they are not temporarily helped to survive.

The biggest risks to long-term productivity arise from unemployed workers losing skills and
knowledge, and innovations and investment being put on hold in the case of a fast reduction
of government support.

The networks which produce and distribute goods and services may be destroyed if they are
not maintained. All of which needs to be reinvested after the crisis if public support packages
are terminated too soon.

Better to be safe than sorry

In our view, at this stage of the Covid-19 crisis, it is better to be safe than sorry.

The potential damage caused by withdrawing government support too early is much
larger than the potential upside of earlier reallocation. Assuming that the virus is
brought under control and social distancing measures are eventually phased out, this
will mean many ‘old’ business models will be fully viable again. Providing government
support to the economy now will save production capacity and skills having to be built
back up from scratch.

The gradual change in opinion in the Dutch economy is
relevant for international debate too

It is still unclear which skills, knowledge, goods and services have a place in the post
Covid-19 economy, but there will come a point where this is easier for all agents in the
economy to see. Some reallocation will eventually have to happen and that is also
good for long-term productivity. However, it is easier to start new businesses, perhaps
with new business models, when aggregate demand is stronger than while uncertainty
about the new normal remains high and demand is weak.

Extending government support will delay the required transition (of shopping streets,
for example). However, it will still happen, so the impact on productivity growth will
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take effect, albeit a little later. And last but certainly not least, supporting the economy
for an extended period prevents a lot of human suffering, since research shows that
unemployment has a major impact on human well-being.

The gradual change in opinion in the Dutch economy is relevant for international
debate too. Since opinion on public finances shows fewer signs of public debt aversion
than we have seen previously, especially in politics.

Premature austerity in the Netherlands seems much less likely than during the global
financial crisis.
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Disclaimer

This publication has been prepared by the Economic and Financial Analysis Division of ING Bank N.V. (“ING") solely for
information purposes without regard to any particular user's investment objectives, financial situation, or means. ING forms
part of ING Group (being for this purpose ING Group N.V. and its subsidiary and affiliated companies). The information in the
publication is not an investment recommendation and it is not investment, legal or tax advice or an offer or solicitation to
purchase or sell any financial instrument. Reasonable care has been taken to ensure that this publication is not untrue or
misleading when published, but ING does not represent that it is accurate or complete. ING does not accept any liability for
any direct, indirect or consequential loss arising from any use of this publication. Unless otherwise stated, any views, forecasts,
or estimates are solely those of the author(s), as of the date of the publication and are subject to change without notice.

The distribution of this publication may be restricted by law or regulation in different jurisdictions and persons into whose
possession this publication comes should inform themselves about, and observe, such restrictions.

Copyright and database rights protection exists in this report and it may not be reproduced, distributed or published by any
person for any purpose without the prior express consent of ING. All rights are reserved. ING Bank N.V. is authorised by the
Dutch Central Bank and supervised by the European Central Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority
for the Financial Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no. 33031431 Amsterdam). In
the United Kingdom this information is approved and/or communicated by ING Bank N.V., London Branch. ING Bank N.V.,
London Branch is authorised by the Prudential Regulation Authority and is subject to requlation by the Financial Conduct
Authority and limited regulation by the Prudential Regulation Authority. ING Bank N.V., London branch is registered in England
(Registration number BRO00341) at 8-10 Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this
report or effect transactions in any security discussed herein should contact ING Financial Markets LLC, which is a member of
the NYSE, FINRA and SIPC and part of ING, and which has accepted responsibility for the distribution of this report in the United
States under applicable requirements.

Additional information is available on request. For more information about ING Group, please visit www.ing.com.

Article | 10 September 2020 8


https://www.ing.com

