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  Abstract 

The exit strategy for fiscal policies raises three questions: 

1. Timing. One view that it is now time to commit to and initiate a reduction of the 
large budget deficits that prevail in most developed countries. Another view is that 
uncertainty about the recovery (time, shape, firmness) calls for flexibility and 
opportunism. The first view is risky as, if applied prematurely, it could capsize a 
fragile recovery, with dramatic economic and political consequences. The second 
view delays the formulation of a strategy apt at alleviating widespread fears that 
the budget is durably out of control. The first view cannot be relied upon and the 
second view needs to be completed with credible commitments.  

2. Coordination. Ideally, the fiscal policy exit strategy ought to be coordinated with 
the monetary policy exit strategy, and with fiscal policy strategies in other 
countries, both in Europe and elsewhere. Such coordination has been elusive 
following the onset of the crisis and there is no reason to believe that it can be 
achieved to craft exit strategies. 

3. Definition. The effort to roll back public debt is of historical proportions. All 
margins of action will be required: the effort will have to be spread over time and 
over all instruments and it will have to be underpinned by a credible long-run 
commitment. The Stability and Growth Pact is ill-adapted to this effort. A better 
framework is the adoption of balanced-budget rules, which are credible because of 
their legal status and which include adequate escape clauses. A good example is 
the amendment to the German constitution adopted in June 2009.  
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1. WHEN IS THE TIME RIPE?  
 
Two conflicting logics can be applied to the timing of exit strategies for fiscal policies. On 
the one hand, every day that goes by is accompanied by an increase in public debts. On 
the other hand, moving too early can result in a double-dip relapse into recession. 
Uncertainty about the second issue means that there can be no obviously right answer to 
the question. The answer can only rely on balancing these two considerations, with the 
unavoidable risk of moving too early or too late.  
 
The projected increase in public debts is worrisome, for many reasons.  
 

 First, large debts imply large debt service, which requires heavier taxes, lower 
public spending, most likely both. Recent econometric evidence suggests that public 
debts reduce the economic growth performance when they pass the 90% of GDP 
mark, precisely the threshold that many European countries are about to cross.1  

 Second, the unavoidable debt stabilization effort will be larger the bigger will the 
debt be when it starts. The reason is that debt stabilization requires a primary 
surplus proportional to the debt level.  

 Third, as exemplified by the Greek crisis, high debts create a vulnerability that can 
trigger self-fulfilling attacks. Indeed, if financial markets come to believe that the 
government cannot refinance its maturing debt, they will refuse to lend, thus 
creating the very event that they feared. Obviously, for this pessimistic assessment 
to take hold there must be some evidence that the government may be unable to 
honour its commitment; a large debt burden is part of the required evidence.  

 Fourth, even if there is no all-out crisis, the financial markets start to express 
suspicion by imposing a risk premium. The result is a higher interest rate, which 
worsens the deficit and raises the primary budget surplus required to stabilize debt.  

 Fifth, large debts are going to weigh on future generations – “our children” – so they 
should be avoided as much as possible.  

 
There is no doubt that preventing further debt increases is a priority.  
 
At the same time, as we learned painfully in the 1930s, a premature withdrawal of the 
fiscal expansion could stunt the recovery, and even reverse it. A new recession would have 
dire short and long-term consequences:  
 

 First, unemployment is still rising across Europe. It will only stabilize and then starts 
declining when growth is sufficiently well anchored to encourage firms to hire again. 
An aborted recovery would lead to further increases in unemployment, up from 
currently very high levels.  

 Second, a relapse into recession would further erode tax revenues and swell social 
expenditures, thus deepening the budget deficit. Paradoxically, premature efforts at 
stabilizing the public debt would in fact accelerate the debt build-up. 

 Third, to make matters worse, with monetary policy sidelined by the zero-lower 
bound, there would be no other counter-cyclical instrument than fiscal policy. This 
would further accelerate the debt build-up.  

 Fourth, the longer the recession lasts, the larger is the permanent increase in the 
budget deficit, as explained in more detail in Section 3 below.  

 
1 Carmen M. Reinhart and Kenneth S. Rogoff, “Growth in a Time of Debt”, CEPR Discussion Paper 7661, January 
2010.  
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 Fifth, in the long run, a recession that lasts many years and leaves scores of 
workers unemployment would wreck the social contract in many countries, with 
unpredictable political consequences.  

 
There is no doubt that the recovery must be ascertained and solidified before embarking on 
an exit strategy.  
 
As it insists that member countries must adopt and adhere to a timetable now, the 
Commission sees the first argument as overriding, but that cannot be a universal 
conclusion. The US and other G7 governments want the exit strategy to be “state 
contingent”, meaning that its timing must depend on the state of the economy, which 
leaves a huge credibility hole unattended.  
 
The fact is that no one knows for sure when the right time will come. Economist forecasts 
are notoriously imprecise. They are at their worst around turning points, when an 
expansion turns into a slowdown and when a recession comes to an end. This is precisely 
when they are needed most. In addition, the current crisis is unique in its cause and depth, 
at least in the historical examples that provide the information that forecasting institutes 
use, both formally and informally. This implies that the reliability of economic forecasts is 
unusually low at this stage.  
 
A good example is the recent article in the Financial Times of 7 March 2010, entitled 
“Eurozone recovery stalled at end of last year”, which starts as follows: 
 
“The eurozone economic recovery stalled at the end of last year, according to revised 
official figures showing the 16-country region performed worse than previously reported. 
Gross domestic product was unchanged in the fourth quarter compared with the previous 
three months, said Eurostat, the European Union’s statistical office. Previously, it had 
reported a 0.1 per cent increase.”  
 
The two forecasts – more precisely an estimate of recent performance – mentioned here 
were published respectively on 4 March and 2 April 2010. The difference is small (0.1% per 
quarter corresponds approximately to 0.4% per year”, well within the margin of error, so 
not really significant. Anyway it will be revised again and again and the final figure may be 
vastly different. Yet, the article suggests that it is meaningful, and it may affect 
policymakers’ thinking.  
 
Beyond illustrating how precarious the situation is, it shows that “state contingent policies” 
call for a highly critical appraisal of data. It also suggests that the situation may differ from 
what the Commission expects in its prescription. The conclusion is that exit strategies 
represent a high-stake challenge.  
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2. COORDINATION ISSUES 
Another issue is whether governments should take into account other policy actions, 
including the ECB’s own exit strategy, fiscal policies elsewhere in Europe, and fiscal and 
monetary policies in third countries.  
 
The ECB faces a similar dilemma as governments. The currently highly expansionary 
monetary policy stance can trigger inflation if it is not withdrawn in good time. A premature 
exit, however, can slow down, and possibly abort the recovery. The ECB is apparently 
adopting the “state contingent” approach. This means that it will have to deal with the 
forecast uncertainty previously described, with the added difficulty that its actions take 
about one year to take effect.  
 
In theory, the ECB and governments might coordinate their actions. One arm of 
government might move first when evidence of a recovery hardens while the other arm 
intentionally waits a little more to see how the economic situation unfolds, providing an 
implicit insurance against a policy-generated economic slowdown. In practice, this may be 
impossible to organize. Given the time lag of monetary policy, it would seem wise to let the 
ECB move first but letting public debts grow is a difficult decision to defend. Conversely, 
delaying the monetary policy exit may result in a burst of inflation, a risk that the ECB is 
unlikely to take given its mandate.  
 
Should governments of the EU countries, especially of those that belong to the euro area, 
coordinate their exit strategies? In theory, one could imagine that they decide to agree on 
the timing and then that they all proceed gradually in order to avoid the feedback effects of 
a rapid tightening. In practice, this is unlikely to be possible. Already when the crisis 
deepened in late 2008, EU governments failed to coordinate. Figure 1 shows the stance 
adopted throughout the EU, as estimated by the Commission. Euro area member countries 
are shown with white bars. Efforts varied considerably. Some hard-pressed countries 
actually tightened up their policies, as suggested by the Commission’s suggested Economic 
Recovery Plan. Other countries, even some larger ones whose impact on the euro area is 
not trivial, did very little. Coordination, then was useful in the sense that each country was 
asked to provide its contribution to cushioning the blow of the financial crisis on the real 
economy. The cost was debt accumulation and the temptation was to free ride by getting a 
boost from others’ fiscal expansions without accumulating debt. The same temptation 
applies to exits. Every country has an incentive to stabilize its debt fast if it can expect 
strong export demand from other countries that maintain expansionary fiscal stances long 
enough to solidify the recovery. Much the same applies to coordination with large countries 
outside the euro area (chiefly the UK) and beyond (chiefly the US).  
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Figure 1. Discretionary fiscal policies over 2009-10 
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Source: Public Finances in EMU, European Economy 5, 2009. 
Note: The figure shows the changes in the structurally adjusted primary budget balance over the previous year, 
summing up years 2009 and 2010. A negative number shows an expansionary fiscal policy, a positive number 
indicates a discretionary fiscal policy action. 
 
The lack of effective coordination in the EU, and especially within the euro area, naturally 
suggests that steps should be taken to remedy the situation. Formally, while monetary 
policy has been delegated to the ECB, fiscal policies remain national prerogatives. Any 
coordination mechanism would only be effective if it were to reduce sovereignty; otherwise, 
we can only rely on good will. Indeed, it is not always appreciated that coordination means 
that governments act differently from what they would do if they were ignoring the 
common good and focusing on their own interest.2 Thus the debate about the “Economic 
Government of Europe” is really about whether member countries are willing to give up 
some element of national sovereignty regarding fiscal policy, much as they did regarding 
competition (the Single Market) and monetary (the Single Currency) policies. One solution 
would be to delegate some authority to the Commission. For example, in 2008-9, the 
Commission developed an Economic Recovery Plan, which was not really implemented; 
coordination could make such plans binding in specified circumstances. Alternatively, a 
common budget, including resources and the ability to run deficits, could be created at the 
European – or just euro area – level. The current EU budget, which amounts to about 1% 
of GDP, is far too small to play any stabilizing role when many national deficits have 
increased by 5 to 10% of GDP. Building a sizeable EU budget would require transferring 
significant national spending responsibilities to the EU level.  
 

                                                 
2 Effective coordination existed within the European Monetary System before the creation of the euro when each 
national central bank was committed to intervene on the foreign exchange market in case of divergence from the 
declared parity of its bilateral exchange rates with all other member countries. It does not exist anymore in the 
new EMS since the commitment is now unilateral, member countries committing to their euro exchange rate 
without reciprocal ECB commitment. The adoption of a common currency, and the complete loss of sovereignty 
that goes with it, is a strong form of coordination.  
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If this formal form of coordination is deemed politically impossible, are there informal 
solutions? Peer pressure, information exchange, and prodding by the Commission are 
various forms of “soft” coordination. The Eurogroup of Finance Ministers, now equipped 
with a permanent Chair, represents an attempt at soft coordination. Calls for more 
coordination are a symptom that soft coordination does not work adequately. 
Unfortunately, there is no evidence that it can work.3 Even more unfortunately, there is no 
known solution between soft and formal coordination.  

3. HOW TO DO IT? 
The fiscal effort that will be required in the coming years is considerable. Current estimates 
are that public debts will rise by some 30% of GDP, often more. Assuming that the 
difference between the interest rate and growth is about 2%, this implies that the budget 
balance must improve by 0.6% of GDP,4 just to stabilize the debt at this new level. 
Bringing the debt back down to where it started is much more challenging and will require 
time. For example, depending on whether the debt reduction is achieved over 10 or 25 
years, the budget must be brought to a permanent surplus ranging from 1.5% to 5% of 
GDP depending on the initial debt level.  
 
That is not all, however. There is some debate on whether growth rates will be durably 
reduced once the crisis is over, but no one is apparently arguing that GDPs will go back to 
their pre-crisis trends, at least in the developed countries. The left-hand chart in Figure 2 
describes a reasonable baseline. The budgetary implication is shown in the right-hand 
chart. After a temporary increase in public spending – for example on unemployment 
benefits and various subsidies – public spending should spontaneously – unless policy 
actions are taken, more later – resume its previous trend. Tax revenues, on the other 
hand, are tightly tied to GDP.  
 
They should therefore follow a similar path as GDP. The implication should be clear: the 
budget – assumed to be initially in deficit for ease of graphical representation – is 
permanently worsened. If the new GDP trend line lies 2% below the initial one, relative to 
public spending tax revenues could decline by some 2% of GDP as well. This comes on top 
of the previous effort calculation. Overall, a permanent turnaround ranging from 4% to 
10% of GDP will be required. 

 
3 The failure of the Lisbon Agenda is another example of soft coordination that has not delivered.  
4 The debt is stabilized when the primary budget is in a surplus that is equal to debt service. The ratio of debt to 
GDP, however, declines mechanically with GDP growth. So for the debt/GDP ratio to be stabilized, the primary 
budget surplus must equal to debt service adjusted for GDP growth. 
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Figure 2. Baseline Paths 
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Several conclusions follow:  
 
First, given the size of the effort, it is desirable and may be unavoidable, to spread it over 
time. The debt build-up is the result of the worst crisis in five generations. The reflux 
should take place over a time scale measured in generations, not in months as some in the 
media and in the financial markets seem to claim, nor in years as the Commission seems to 
request.  
 
Second, all margins of action will be needed. In particular, public spending will have to be 
curbed and taxes will have to be raised. Going further in details, it makes economic sense 
to cut all, or most, spending items a little bit than to carry out a few big cuts, although this 
is an opportunity to sacrifice some inefficient sacred cows, as the Irish and Greek 
authorities are doing. Similarly, the tax burden should be spread as widely as possible, 
trying to make it more efficient along the way.  
 
Third, the Stability and Growth Pact is definitely ill-adapted to shape this massive, historical 
effort. The time has come to recognize an open secret: the Pact suffers from fatal design 
flaws. It has failed in 2003. Even redesigned in 2005, it has not succeeded on the way to 
the crisis. It had to be suspended in 2008. The 3% deficit ceiling is out of proportion with 
current needs. The 60% debt ceiling is out of reach for many years to come. By insisting 
that it must now be re-applied, the Commission is boxing itself in a corner and losing its 
ability to influence the efforts that member countries will have to produce. As Guardian of 
the Treaty, the Commission currently has no choice but to uphold the Pact. It should be 
promptly relieved from this thankless and useless task. 
 
Fourth, the financial markets need to be reassured that governments have a workable exit 
strategy in place, which is generally not the case. In order to avoid a contagion of the 
Greek crisis, which could affect one by one many, if not most, EU countries, a credible 
strategy is urgently needed.  
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What could that strategy be, then? It was noted above that there is no easy way of 
choosing between the state-dependent and state-independent strategies. It was further 
argued that the state-dependent strategy makes more economic sense but that it fails to 
address the concern that debts must be eventually rolled back. In this case, squaring the 
circle is possible. All that is needed is that governments commit now to carry out this task 
in the future. The solution is already in place in Germany, since June 2009. By adopting a 
balanced-budget rule to be gradually implemented over the next five years, Germany has 
effectively committed itself to reduce its public debt slowly over time, as it should.  
 
By writing the rule into its Constitution, it has established as much credibility as is possible. 
By assorting this rule with carefully crafted escape clauses, Germany has also made it 
economically viable. There is no reason why other countries should not follow suite, 
adapting the rule and its legal status to specific national characteristics. Replacing the 
Stability and Growth Pact with the obligation to adopt balanced-budget rules, the EU would 
solve two problems at once. It remains to be seen whether this can be done informally, 
without a Treaty revision.  
 




