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Abstract

The Great Recession that a large part of the world, including the Euro Area 
(EA), is now suffering is of the worst kind, given that it is the result of 
bubbles that have burst after being fuelled by too much credit, which 
makes recovery more painful and lengthy. Once credit starts to plunge, it 
does not recover until distressed banks are able to repair their balance 
sheets, get their regulatory capital levels up to minimum requirements 
and, finally, achieve their potential credit flows, which by definition, need 
to be lower and dearer than those existing before the recession. At the 
moment, according to the ECB, credit rate of growth in the Euro Area, in 
October 2009, has been negative (-0.3) for the first time in ten years and 
its short term trend seems to continue being negative. During these ten 
years its average annual rate of growth was above 10 per cent. This is the 
reason why monetary stability and financial stability policies exits need to 
be very cautious and well timed to avoid negative consequences which 
may delay the full recovery of credit flows or that may produce another 
slump.
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1. FISCAL AND MONETARY STIMULI

1) Fiscal stimuli try to soften slumps and are of two kinds: On the one hand, they can be 
passive, by just letting automatic stabilizers work, or what is the same, allowing the 
unemployed to receive a temporary wage subsidy or eventually taking leave or retirement. 
As most automatic stabilizers have been previously funded by social security contributions, 
they should not increase debt levels. On the other hand, stimuli can be discretional, mostly 
by designing temporarily fiscal injections into the economy either to maintain or create 
economic activity and more employment and consumption, or, sometimes, by helping 
individuals and families that, being unemployed, are not able to make a minimum living 
because they have not contributed to the social security automatic fiscal stabilizer long 
enough to have the right to receive its services or by giving those who have nothing a 
temporary subsidy out of the budget. 

Discretional fiscal stimuli have been subjected to a great deal of controversy. Some 
economists, mainly New Keynesians, find that their multiplier effects on economic activity 
and GDP are sufficiently large as to be an efficient way to stimulate economic activity and 
consumption, given that for every euro invested or injected, its effect on GDP can be 
between 1 and 2 euros or even larger. Other economists, mainly New Neo Classics, find 
that when debt and deficits reach a certain level of GDP, fiscal stimuli have very low or 
even zero multiplier effects, given the existence of Ricardian Equivalence (RE). At that debt 
level, tax payers start believing that they will have to pay future higher taxes in order to 
fund higher debt levels and thus not only they do not increase consumption but, by 
contrast, they increase savings, neutralizing the stimuli. 

Empirical evidence tends to show that RE works mainly with highly rational individuals, but 
less so with the average European tax payer. It also depends on the shorter or longer term 
horizon of households in different countries. For instance, in Germany a good part of the 
fiscal stimulus has been saved, because employees have some doubts about their future 
pensions, while in other countries has been mostly spent in consumption. In any case, at 
this point in time the discussion should be different, given that if RE is high, the exit will be 
easier and less damaging than if it is low.

Finally, there is a third government fiscal intervention that aims at bailing out large and 
highly complex and interconnected banks, which may be systemic. After Lehman was 
allowed to fail, evidence has shown again that bail outs are necessary to avoid a potential 
collapse of national and international banking markets, which could be even more 
damaging for the world economy. In theory, the best way to smooth recessions is by 
households and companies being able to have access to credit to compensate, at least 
temporarily, for the fall of their wealth, their income or their profits. In practice, this crisis 
has shown that, when panic takes over, most financial markets, including the interbank 
market, may stop functioning. 
  
2) Monetary stimuli strategies are also of two different kinds: On the one hand, there are 
unconventional monetary stimuli aimed at recovering financial stability. One example is the 
supply, by central banks, of large or even unlimited liquidity to banks in order to allow 
them to refinance assets held in their balance sheets, or off-balance sheet, when they come 
due, or to try restore liquidity and confidence in the interbank market, so as to allow some 
banks paying their arrear debts to others, until panic or lack of trust among them tends 
eventually to get back to normal.

Another more unconventional policy is quantitative easing (QE) (originally developed by the 
Bank of Japan in the 1990s) by which, central banks buy directly financial assets in each of 
their markets to help them recover their equilibrium price levels, or directly from the banks 
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balance sheets to raise their capital assets ratios (CAR), as well as to avoid or to reduce the 
effects of the new “mark to market” accounting, which may be very dangerous when assets 
prices are falling, producing a positive feedback and a free fall in the prices of all financial 
asset classes. This situation tends eventually to produce a bank’s “credit crunch”, given 
that, the more assets prices fall in the market, the more the banks CAR fall, so that banks 
need either to increase capital or to sell assets, which depress even more the price of the 
total stock of the same assets held in other banks and in the investors balance sheets, that 
need all to be valued down at their new price in the market. In such a situation, banks tend 
to decrease lending, if they cannot raise enough capital, producing a crunch.

Unconventional monetary stimuli can be done without taking risks when their objectives to 
avoid a credit crunch are very clear, when they do not attempt to expand the money supply 
per se, even more when money velocity is declining, and when their aim is to restore 
confidence and allow investors to move back into riskier asset classes. Evidence in this 
crisis has shown that this is mostly the case. Unconventional monetary stimuli have 
certainly avoided the crisis to be deeper and larger.

On the other hand, there is traditional monetary policy aimed at monetary stability, that is, 
at maintaining medium term inflation expectations well anchored and within the medium 
term targets or objectives set by the central bank. Monetary policy is very much dependent 
on how far fiscal stimuli, liquidity injections and quantitative easing behave, because, if 
they go too far they can produce an increase in inflation expectations.  

2. EXIT DILEMMAS

Every stimulus has a limit as well as their combined volume. If one goes too far, another 
has to be reduced to compensate for it, because they interact. This is the first dilemma. In 
theory, both fiscal and monetary stimuli should be coordinated when they are introduced 
and when they are retired, because they are temporary by definition. This coordination 
tends to be easier in one country, if the head of the treasury and the governor of the 
independent central bank agree in a common exit strategy. When, as in the case of the EA, 
there are 16 member states and treasuries and only one independent central bank, with a 
large council, the ECB, it can be more complex and difficult because of the higher number 
and heterogeneity of the agents involved. President Trichet has already ruled out an ex 
ante coordination of exit with governments. 

ECB monetary and financial stability exit strategies are highly dependent upon gradual exits 
by the EA governments from their fiscal stimuli. In principle, there is a wide consensus 
about that exits from central banks monetary and financial stability policies should be made 
only after governments make a firm commitment to establish a clear timing for their fiscal 
exit and for their return to deficits and debt levels set by the Stability and Growth Pact 
(SGP). This is the reason why President Trichet is right on warning EA governments that if 
they do not make a feasible and firm commitment to reduce their deficit and debts to SGP 
maximum levels in the medium term (2012) the ECB could be forced to raise rates earlier 
than needed.

Most economists think that it will be very difficult for the ECB to raise rates as a 
punishment to the slow action taken by governments to exit from their fiscal stimuli given 
that, at this moment, inflation expectations are zero or very low and it is even more 
difficult to raise them when some member states set up a properly medium term exit and 
others do not. But they also know very well that central banks cannot ignore the impact of 
fiscal exits when setting interest rates. Moreover, a simultaneous exit from the monetary, 
liquidity and fiscal supports to the economy might entail a serious risk to the EA economy. 
Therefore, fiscal and monetary exits will have to be sequential and gradual. 
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The main reason for unwinding fiscal stimuli first, before monetary and liquidity stimuli, is 
that they tend to push debt levels up until they may reach a level at which the market 
produces a fall in bond prices or, what is the same, an interest rate increase, which is 
market driven and not monetary policy driven and which complicates monetary policy 
decisions by the ECB. Fiscal stimuli, may add still some growth to the EA economy in 2009, 
up to an average of less than half a percentage point and a slightly lower average 
percentage in 2010, so that it will be easier to be rolled back. 

Nevertheless, the problem comes after that decision is made, given that it will take many 
years of budget surpluses for governments to be able to bring deficits and debt levels down 
to the SGP target levels, unless they raise taxes, which may have an added distortionary 
effect. This is the reason why fiscal stimuli need to be the first to exit and also the first to 
have a predictable exit path over the medium term in order to generate confidence and 
avoid a build up on medium term inflation expectations. 

By contrast, liquidity injections need to be maintained for longer, until banks resume their 
potential lending rate of growth. Until banks do not recover fully from the crisis, economic 
activity will not be able to recover its potential. But, as President Trichet has mentioned, 
unconventional liquidity injections have also a limit. They can become addictive and then, 
more difficult to be rolled back. But the issue of liquidity addiction is less dangerous than
falling into a debt trap and liquidity is easier to retire than fiscal stimuli. 

The ECB has a clear exit advantage over the FED and the BOE because it has done very 
little volume of QE and only directed to covered bonds which is are of the highest quality 
and trade in one of the safest markets in Europe. Exit from liquidity injections, even if some 
collateral taken is of very poor quality, is just a question of letting them expire, since they 
have a fixed maturity, from one day to one year, and/or alternatively, reducing the 
maturity of the new ones if needed to be issued . By contrast, exiting from QE is much 
more difficult because it is an outright purchase of bonds or other assets quoted in 
organised markets and, to exit from them, may produce a fall in their market prices and an 
increase in their yields and interest rates, having a double negative economic effect.

Moreover, the ECB has been less conventional than many other central banks First, it has 
tried to separate, more than any other central bank, unconventional monetary policy from 
conventional or normal monetary policy, or, what is the same, monetary policy aimed at 
financial stability of the banking and financial market systems from monetary policy aimed 
at monetary stability and control of inflation expectations. In other words, it has kept 
cautious by keeping refinancing interest rates higher than most central banks, but it has 
been more unconventional and bold in its supply of liquidity with full allotment at fixed 
rates up to a year, in return for assets of lesser quality. 

Maintaining the refinancing rate at 1 per cent might have been eventually a good solution. 
The reason is that a credible central bank can only set rates consistent with its mandate 
and, therefore, its reaction function tends to be fully endogenous. It can bring down the 
yield curve only if that is what the economy needs to achieve price stability anyway, so that 
the central bank is acting as a mere rubber stamp. An announcement by a credible central 
bank saying that it will keep rates low for as long as necessary is redundant, because that 
is what the market expects, while announcing that it will keep them lower than necessary 
will be ineffective, because it will not be believed. 

Announcements are only necessary if the markets are themselves uncertain about the 
future of the economy and the exact reaction function of the central bank. The ECB has not 
made any announcement about any specific path of interest rates or any commitment to 
keep them low, but it has used actions by providing unlimited funding at 1 per cent and 
ensuing conditions of excess liquidity which are a recognition that the economy needs low 
financing costs for a considerable period of time.
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Second, by contrast to the almost all the rest of the central banks its QE policy has only 
lifted mostly high quality assets off their banks’ balance sheets. Third, its enhance credit 
support provided the banks with a source of liquidity in return fro assets of lower quality. 
Fourth, it made clear that no EA sovereign debtor member state would get into financial 
trouble, suggesting where to place the funds obtained from the ECB at a positive carry, 
which made their banks net purchase of government securities more than triple up to 
almost 150 billion euros, driving sovereign spreads down to pre-crisis levels. 

3. EXIT ALTERNATIVES FOR THE ECB

First of all, as mentioned earlier, there is quite a large consensus on the need for exit 
strategies to be sequential: First, fiscal stimuli exits: Second, unconventional excess 
liquidity and QE exits and, third, monetary policy interest rates. This sequence makes more 
sense than any other sequential alternative.

1) When the ECB should start its monetary policy exit? It depends on the growth 
prospects, on the exit modalities used and on their timing. As fiscal stimuli impact on GDP 
growth are going to fade towards the end of 2010 and, by then, member state 
governments medium term fiscal progress to go back to their SGP levels will be clearer, it 
may make sense for the ECB to start exiting slowly towards its end. But, there are some 
factors ahead that deserve a very cautious stance. 

First, even if, at present, there are signs that growth in the EA may be now higher than 
expected only a few months ago, it may just be because it has been temporarily powered 
by fiscal and monetary stimuli, so that growth could become negative again at the 
beginning or even in the middle of 2010. Second, it also depends on how much potential 
output has been destroyed during this recession. The ECB needs to realize that the output 
gap may be still negative between 3 and 5 percent at the end of 2010. Third, the recent 
evolution of the output gap alone is clearly pointing to an ongoing decline in core inflation, 
which may fall by 1 percentage point to about 0.5 per cent by next spring, while headline 
inflation, as the based effect for commodity prices disappears, may return to around 1 per 
cent in 2010.  Fourth the evolution of the euro-dollar exchange rate in trade weighted 
terms should also be taken into account, because it may reach another record high in the 
next months. 

2) What are the monetary policy exit alternatives for the ECB? With GDP returning slowly 
to positive territory, the systemic risk being reduced to more manageable levels and signs 
of normalization in most financial markets, the ECB is sending signals that it is already 
thinking in an exit strategy. The first one has been: facilitating the removal of the 
underwriting of the total system of the EA by governments; member states recapitalizing 
their banks in need and the European Commission becoming very active in forcing troubled 
banks which have received support to divest large assets. 

The second has been President Trichet already advancing that the ECB exit will be gradual 
and that the December 2009 12 month liquidity supply operation will be the last of its kind. 
He has also indirectly suggested that it is not the intention of the ECB to put a spread to 
that operation by saying that there is no intention of changing the short term market rates.  

   
The next ECB step might be to try to regain control of the interest rate instrument, but this 
will require removal of liquidity before competitive auctions can be reintroduced. This 
means that the ECB needs to end its full allotment policy because it is not possible to 
control the price of money while leaving the quantity unrestricted. The current outstanding 
liquidity supply is about 700 billion euros and the overall liquidity needs of the banking 
system are around 600 billion euros, so excess liquidity of 100 billion euros, being high is 
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already less than half the amount than a few months ago so that it is going in the right 
direction. 

The ECB can take sequential steps. It can start with a light hike in its main refinancing rate 
or in the money market rates or by bringing down outstanding liquidity to the true needs of 
the banking system. If it does the first, it also needs to re-widen the interest rate corridor, 
so that the deposit rate remains unchanged. Money market rates are very unlikely to follow 
the main rate change one to one, as long as the fixed rate full allotment procedure is in 
place.  It also can hike money market rates without changing the main refinancing policy 
rate, simply by narrowing the corridor or at least lifting the deposit rate. It can finally, 
mop-up excess liquidity without having to move the main policy rate, by reverting to the 
old fashioned rationing in open market operations. However, it would depend on whether 
the liquidity effect is still valid in money market rates. If the EONIA responds to changes in 
the excess liquidity in the market, then money market rates will likely rise. But it is 
important to realize than the liquidity effect starts to fade only as the excess liquidity in the 
market exceeds 80 billion euros. This means that the ECB should drain liquidity before 
market rates are back under control. 

Even if these alternative options are feasible, the ECB will only raise its main refinancing 
rate if it sees the emergence of a significant upward risk to price stability because it sees 
inflation expectations drifting up or the appearance of new price pressures. Another 
condition to be fulfilled for the ECB before mopping up liquidity is that the fragility in money 
markets and the uncertainties surrounding bank liquidity would need to persist beyond the 
horizon where the macroeconomic picture would point to price stability risks.

Therefore, the heroic and isolated rate hike would only happen under a extreme scenario of 
a big hike in imported oil price inflation, provided is consider to be much more permanent 
than in July last year. Therefore, it is then much more likely a reduction and normalization 
of excess liquidity. The sequencing of this decision would depend on what of the two factors 
come first: macroeconomic normalization or banking system strengthening, but in the EA 
the dominance of bank financing makes the former largely endogenous to the latter. Thus, 
banks need to heal, increase their supply of loans to households and non financial 
corporations before any sustainable macroeconomic recovery achieves a sufficient degree 
of confidence. After the temporary growth enhancing factors (the fiscal stimuli and the 
inventory cycle) start to fade, future growth must be dependent on the availability of 
credit, so that banks will have to recover first. 

The two proposals that Lorenzo Bini-Smaghi has made to sterilise the effects of 
unconventional policy measures in the future could be the right ones, but only in the 
absence of a gradual exit from excess liquidity, by not renewing ordinary and extraordinary 
refinancing operations when they mature or by refinancing less than the amounts maturing. 
The idea of debt certificates could be right only in the case that the ECB would be in a hurry 
to exit from all unconventional operations could not wait for their maturity. 

It would be better that the Eurosystem issues these debt certificates than the government 
treasuries. Moreover, its exit should use the same tools and instruments that have been 
used to inject liquidity, maintaining an operative independence and not new tools, such as 
the said certificates that need the participation of governments. For instance, the ECB has 
drained some excess liquidity before by offering to take deposits at the refinancing rate. If 
finally uses debt certificates, they should be negotiable, so that banks can recover their 
liquidity if necessary. The maturity of these certificates should coincide with the dates of its 
refinancing operations. 

Technically, theses certificates could be sold to non monetary financial institutions or even 
non financial corporations, but of course it would be better if the ECB uses only banks as 
buyers. The change in the liabilities composition should just reflect the accounting of each 
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operation. Finally, another possibility is that the Eurosystem sells its stock of covered 
bonds, although it is small, around 25 billion euros. 

3) This kind of exit approach is rather simplistic, because there are other parameters that 
can be used for the sequencing of the exit. These could include changing the tender 
procedures. For instance, float the tenders in the open market operations which until now 
have been either fixed or variable rate tenders. Under these two rate procedures, the 
prevailing one year interest rate remains independent of the future, ex-post, path of policy 
rates, so that the fixed rate may be at odds with policy rate expectations, as the monetary 
policy stance is likely to be changed during the course of that horizon. Therefore, such an 
operation would potentially suffer from a magnified overbidding, resulting from favourable 
inter-temporal arbitrage. 

As opposed to variable and fixed rates tenders, a floating rate indexed to an unknown 
future course of policy rates would release this exclusive relationship to the 
contemporaneous policy rate level. At the time of the floating rate operation, the actual 
payment rate would be known with certainty, but would need to be approximated to the 
expected path of future policy rates that are likely to prevail over the maturity of the 
operation, so that any interest rate arbitrage, either in the context of fixed rate tenders or 
operations at very long maturities would disappear.   

Another option is to turn temporary and repurchase agreements into collateralized loans.
Both are presented as one and the same thing in the context of monetary policy 
operations, yet, temporary or reverse transactions could alternatively be conducted as 
collateralized loans. Unlike repurchase agreements, where the ownership of the collateral is 
transferred to the Eurosystem, collateralized loans leave the asset ownership with the 
borrowing counterparty, assuming that the debt obligation is fulfilled, thereby creating 
incentives to for banks not to put off the write-down process.

Another alternative to consider is to switch from American to Dutch options. The 
introduction of fixed rate tenders in October 2008, aimed to eliminate the increasing 
uncertainty surrounding the actual interest rate that would prevail at the tender. This 
uncertainty was exacerbated by the fact that, before then, the Eurosystem applied an 
American, or multiple rates, option whereby the allotment interest rate was bank specific 
and equal to the rate offered for each individual bid. 

At times when banks appetite for liquidity worsens, the spread between the true average 
cost of ECB liquidity and its guiding policy rate can significantly widen. Introducing a fixed 
rate procedure radically eliminated the issue. By introducing single rate or Dutch auctions, 
where the allotment interest rate applied for all satisfied bids is equal to the marginal, 
lowest rate at which the allotment is exhausted the previous problem would be solved.

Keeping a longer maturity structure could be another complementary solution. Before the 
crisis, the Eurosystem was supplying about two-thirds of its liquidity through operations 
with one-week maturity. Later, the gradual elongation of the maturity has proved to be 
helping financial stability, by inducing a less myopic liquidity management, to reduce banks’ 
maturity mismatch and to strengthen their resilience to idiosyncratic liquidity shocks.  

In the medium term, the ECB could have just one monetary policy strategy, which 
encompasses both price and financial stability by changing its focus from monetary 
aggregates to monetary counterparts, that is, credit aggregates and more generally to 
bank balance sheets or, what is the same, taking into account asset prices into its policy 
framework. 
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