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A state-contingent strategy
Abstract
The unprecedented level of economic uncertainty requires
clarifying the European fiscal rules. To avoid repeating the
mistakes of the last crisis, the deactivation of the General Escape
Clause should be state-dependent, not time-dependent and
should take place only when 1) a reform of the SGP has been
agreed upon, 2) the EU has returned to its pre-crisis level in terms
of GDP per capita or employment. The state-dependent strategy
should also apply at the country level.
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EXECUTIVE SUMMARY
1) Current uncertainty on the short-run evolution of GDP, employment and budget deficits of
Member States is very high, not least due to the rippling second wave of the Covid-19 pandemic.
2) From the previous crisis, we learnt that fiscal multipliers are high in a crisis period, and procyclical
fiscal consolidation can have long-run adverse effect.
3) Over the short to medium run, the only certainty is that the main thresholds of the SGP, namely the
3% deficit and even more the 60% debt over GDP, will not be met by the majority of Member States,
if any.
4) The application of the current fiscal framework in the present and near-future situation is not
desirable and would entail many exceptions and a high level of complexity. The rules defining the
Medium Term Objective would generate non-realistic targets for fiscal adjustment.
5) In addition, the introduction of the Next Generation EU package (along with SURE) will have an
impact on the national fiscal situations and it remains unclear how they will be accounted for in
assessments of compliance with current rules.
6) One cannot separate the question of the deactivation of the general escape clause (GEC) from the
question of the rules that would be applied and implemented after the deactivation.
a. As a consequence, a clarification of the future design of the fiscal surveillance framework is a
necessary condition before the deactivation of the GEC. It is also important to anchor the
expectations of economic agents on a fiscal stance that does not entail early consolidation.
It is better to admit that we are not applying past rules instead of pretending to apply rules
that cannot be implemented.
b. In any case, the deactivation of the GEC should be state- not time-dependent and based on
simple measurable statistics, unlike the output gap, which suffers from mismeasurements.
Our recommendation is that the GEC should be exited only when the EU-wide GDP per capita
or employment rate has returned to its Q4 2019 level. Once the GEC is deactivated, individual
countries should apply newly defined fiscal rules only when their national GDP per capita or
employment rate has returned to their Q4 2019 level. Before this condition is met, the
“unusual event clause” should be activated on a country-specific basis. This would prevent
detrimental early fiscal consolidation.
7) During the GEC period, or when the unusual event clause is activated for one or several countries,
the transitory country-specific fiscal recommendations should be based on four criteria:
a. First, no EDP should be considered. This procedure would only make sense if we were to
return to the pre-COVID framework, which should be reformed.
b. During the transitory period, country-specific fiscal recommendations should avoid
procyclical policies. In other words, no fiscal consolidation should be asked before the
deactivation of the GEC and the deactivation of the country’s unusual event clause.
c.

The need for a transitory fiscal stimulus should be acknowledged. The role of the fiscal
country-specific recommendations should focus on policies with the lowest cost and highest
return for the budget considered.

d. As a counterpart to this flexibility, countries should not use this period to permanently
increase their structural deficit. Any permanent increase in budget deficit should be
motivated by an investment or reform, increasing medium-term growth.
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1. INTRODUCTION
KEY FINDINGS: The unprecedented level of economic uncertainty in the present crisis requires
clarifying the rules that govern fiscal policy of Member States. Europe should not repeat the
mistakes of the last crisis. The deactivation of the General Escape Clause should be state-dependent
not time-dependent and therefore should take place only when 1) a reform of the SGP has been
agreed upon, 2) the EU has returned to its pre-crisis level in terms of GDP per capita or employment.
The state-dependent strategy should also apply at the country level. We make proposals for country
specific fiscal recommendations during the transitory period, before the activation of new rules,
with the objective of avoiding pro-cyclical policies, allowing transitory fiscal stimulus and avoiding
an unmotivated permanent increase of their structural deficit.

On 23 March 2020, the Council activated for the first time the GEC under the SGP in order to provide
leeway for Member States to adopt emergency measures with major budgetary consequences. In
addition, on 20 May, the Commission decided not to take any decision to place Member States under
the Excessive Deficit Procedure (EDP), although it was recognized that no Member State was complying
with the deficit criterion.
In this exceptional situation, decisions on the GEC exit and return to stationary rules constitutes an
essential concern for budgetary surveillance and coordination.
It is important to consider the general situation in which the deactivation of the GEC will take place. We
first briefly review the economic situation and then the evolution of the debate about the EU fiscal
framework.
The main message of this note is that the deactivation of the GEC should be state-contingent rather
than time-contingent. The state is of both institutional and economic nature, but as economists we will
focus mostly on the latter. We argue that the deactivation should depend on the following conditions:
-

Institutional: A political agreement should exist among Member States for a reform of the
Stability and Growth Pact (SGP). The rules were clearly sub-optimal before the crisis. Post
COVID, they are not applicable. The debate on which rules will actually be (re-)activated cannot
be separated from the debate on the timing of the deactivation of the GEC.

-

Economic: The exit from the GEC should happen the year following reaching pre-crisis levels of
GDP per capita or employment (i.e. Q4 2019), therefore ensuring a sound recovery.

We also argue that once the GEC is lifted, if individual countries do not fulfil the economic condition
stated above for the EU as a whole they should enter the “unusual events clause”. This country-specific
clause would be deactivated under the same economic condition as for the GEC for the EU.
Our starting point is the unprecedented level of uncertainty on both the health and economic fronts,
compounded by the current second wave of the pandemic. It negatively impacts economic agents’
expectations and affects their decisions in terms of investment, hiring and saving. Governments are
spending large amounts to preserve viable firms from liquidity shortages, and will continue in 2021, if
not longer. At this stage, neither governments, banks nor markets are able to identify which firms or
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sectors will be viable in the post-pandemic world. We do not know what the post-pandemic normal
will be, how different from the pre-pandemic normal it will be, and are cautioning against those who
claim they know. We are worried that given the uncertainty, governments pressed to run fiscal
consolidation start “picking the losers and winners”. Governments do not know how some sectors
(tourism, aviation, restaurants…) will survive. At this stage, deciding that some sectors do not deserve
help because they are not to survive the crisis is tantamount to a very risky and intrusive industrial
strategy in a market economy.
Reactivating the clause before reaching pre-crisis levels would prompt such selection measures,
thereby sending a negative signal for agents’ decisions today. As such, any announcement on the
conditions for deactivation has a forward guidance effect that should be taken into account. Moreover,
anticipating an obligation to tighten may lead governments to curtail interventions that would have a
financial impact in the years when the SGP constraint becomes binding. Again, the signal sent today
on the GEC will impact present decisions to hire, invest and consume. Governments should target the
interventions to help citizens and viable firms, rather than worrying solely about future budget
constraints.
Finally, the risk of European fragmentation has been well managed due to the easing of borrowing
conditions for all governments, thanks to the ECB policy. It would be contradictory and inconsistent
that the impact of monetary policy action is partially undone by the signal that the SGP will soon
constrain fiscal policy in the worst hit countries.

2. THE ECONOMIC SITUATION IS HIGHLY UNCERTAIN
1) Current uncertainty about the evolution of GDP, employment and budget deficits of Member
States remains at very high levels.
a. First, at the moment we write this note, the epidemic, economic and institutional dynamics
are extremely unclear. We do not know the extent of the second epidemic waves and
therefore the extent of the economic shock. This second wave has led to and will drive
additional restrictions and lockdown measures that will have an economic and budgetary
impact. The shock may be smaller than in the spring, but the economy is more fragile, with
firms in particular being more financially vulnerable. At the same time, the strong data for
the Q3 GDP growth show that, if well protected, the EU economies can rebound much better
than most economists expected.
b. Second, the Covid-19 crisis could have a persistent or even permanent effect on long-run
output levels and growth rates. If so, we would need to re-think the fiscal conditions for debt
sustainability. There are two opposite views on how long-term productivity, thereby
potential growth, could be affected. On the one hand, the cleansing effect of crises may force
firms and sectors with low productivity to downsize or exit the economy. On the other hand,
recessions may kill young, small and financially constrained firms, including highly
productive ones. This note cannot extensively review the large empirical literature that has
tested the magnitude of these two effects, but our view is that it points overwhelmingly to a
net effect that without state intervention, recessions may have a negative impact on
productivity.
c.

Third, there is still some uncertainty about the Next Generation EU package, in particular
its size (although it has been evaluated at around 5% of EU GDP over its duration) and timing
of implementation. The debate on conditionality is not over and could lead to redesigning
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the package. One cannot exclude that the size of the package will be increased if the severity
of the second wave of the Covid-19 is higher than expected.
d. Fourth, the nature of the fiscal stimulus for the second wave of the Covid-19 crisis, within
each Member State, is still unknown. The impact of the governments’ budget and of the
economic uncertainty is very high at the current moment. This uncertainty about fiscal policy
is an additional source of risks in the current juncture.
2) Fiscal multipliers are high, and procyclical fiscal consolidation can have long-run adverse
effect.
a. Fiscal multipliers measure the amount of economic activity generated by public spending: a
multiplier above 1 implies that for each euro spent by government, the GDP grows by more
than 1 (hence by more than the spending itself). Hindsight on the last crisis shows that fiscal
multipliers are high, while premature consolidation (i.e. when the output gap remains very
negative) can generate economic and social losses. Although coming in various sizes, the
numerous estimates of fiscal multipliers converge towards high levels: around 3% in the case
of the US (Romer and Romer, 2010), and Great Britain (Cloyne, 2013), and 2.4% for Germany
(Hayo and Uhl, 2015) for example. An important result is also that investment responds
positively to a fiscal stimulus when aggregate demand is stimulated, so that an increase in
public debt crowds in rather than crowds out private investment (Romer and Romer 2010;
Cloyne 2013 ; IMF 2015, Alesina et al. 2019). Moreover, the effect of a government spending
shock will depend on a country’s position in the business cycle, namely the government
spending multiplier is larger when the economy is weak than when it is strong. Expansionary
fiscal policies adopted when the economy is weak may not only stimulate output, but also
reduce debt-to-GDP ratios, as well as interest rates and CDS spreads on government debt
(Auerbach and Gorodnichenko, 2017).
b. Concerning fiscal governance, we share Fatas’ view (2019) that a potential permanent effect
on productivity interacts with a failed institutional framework for fiscal policy. By considering
the role of hysteresis – hence that recessions may permanently affect productivity – Fatas
(2019) provides strong evidence that fiscal policy mistakes can themselves magnify the
impact of a recession and end up leaving permanent scars on the economy. There is
indeed an additional pernicious effect, dubbed “doom loop”, because the recession during
the Eurozone crisis led to an overly pessimistic and biased view on potential output that itself
generated a large adjustment in fiscal policy that deepened even further the recession.
Today many firms, including productive ones, risk exiting the economy, short of government
intervention (see Gourinchas et al. 2020, Gerini et al. 2020 for example). This may lead to a
downward revision of productivity growth and potential output, which in turn, would trigger
fiscal tightening under current rules 1, thereby preventing the government from preserving
its economic fabric. The expectation of a consolidation requirement, before its enactment,
will reduce such intervention, and productivity may indeed be reduced permanently. Such
self-fulfilling mechanism must be avoided at all cost. At the moment, it cannot be discarded,
should the SGP rules be reinstated too early. In our view, clarification on the path forward
in fiscal policy creates a form of forward guidance, which is key in anchoring
expectations of investors, employers and consumers. Despite scarce empirical evidence
1

Indeed a reduction in potential output results in lower structural revenues, hence structural balance, which in turn triggers
the recommendation for consolidation.
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of the Ricardian equivalence 2, we remain aware that expectations on future taxes may
diminish to some extent stimulus effects on consumption, investment and employment.
However, in our view, this does not call for a rapid reduction in public debt: today, the debt
rise has already taken place due to the COVID shock, and cannot be undone rapidly. We argue
that the priority is to look forward, guiding expectations so as to reassure that fiscal
adjustment (through higher taxes or lower government expenditures) will not be abrupt, but
smoothed over a long period.
3) Over the medium run, when the uncertainty is resolved, the criteria of the SGP, notably the
3% deficit and even more so the ratio of 60% debt over GDP, will inevitably be unmet by the
majority of Member States, if not all. It is important to elaborate on this issue.
a. At the world level and in many countries, debt-to-GDP ratios are reaching historic record
levels, war and peace periods included (IMF Fiscal Monitor, October 2020). In the EU as a
whole, the level of public debt is well above 60% of GDP. This autumn, the Commission
forecasts for 2021 public debts over GDP reaching 118% in France, 122 % in Spain and 160%
in Italy and an overall Euro-area debt-to-GDP above 102%. The increase is a consequence of
the COVID shock. It cannot and should not be undone too quickly. The evidence that public
debt has a detrimental effect on growth is scarce (see for example Panizza, and Presbitero,
2014) and plagued with methodological issues, such as reverse causality or the presence of
omitted factors (e.g. a banking crisis) affecting both growth and public debt (lowering the
former, increasing the latter, in the case of a banking crisis).
b. Over the coming years, the deficit forecast remains above 3% of GDP in many countries. For
instance, in France, the nominal deficit is expected to be below 3% only in 2025 3.
c.

In assessing the debt level, the main reference has been the 60% of GDP norm set in the late
1980s, in a protocol annexed to the Maastricht Treaty. The environment has changed in terms
of growth, interest rates (see next point) and public debt levels, thus making this threshold
obsolete and no longer useful to guide national policies. The pandemic crisis definitely
requires a thorough redefinition of the European fiscal framework.

4) The fourth element of the economic situation is the low level of interest rates 4. It implies that
the conditions for debt sustainability are profoundly altered (see Blanchard, 2019). There is
consensus that the low level of interest rates is due to both structural factors - that generated a
surplus of saving on investment at the global level, see next item below - and short-term factors,
such as expansionary monetary policy (see for example Martin, Pisani Ferry and Ragot, 2020).
Neither the structural factors nor current monetary policy will be reversed in the short- to mediumterm. Today, nominal risk-free rates are negative for all public bond maturities below 20 years in
France and in the euro area; the average rate on OAT (French Treasury 10 years bonds) since the
beginning of the year has been around – 0.3%. Real interest rates are therefore clearly negative,
2

Ricardian equivalence is a theory in which households anticipate that the current deficit will be financed by future taxes.
Consequently, according to this view, there is no or little fiscal multiplier: on the one hand, the fiscal stimulus supports the
consumption of households financially hit by the COVID crisis; on the other hand, many (other) households will increase
their savings in view of expected higher taxes.
3

Rapport Economique, Social et Financier, Perspectives économiques et des finances publiques, 2020, Tableau 6 p88.

4

The following paragraphs are based on Martin, Pisani-Ferry and Ragot (2020).
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and the spread between growth rates and real interest rates is of at least two decimal points. This
extended decline in interest rate has been a global phenomenon, affecting all asset classes and
whose origins pre-date 5 the quantitative easing policies implemented by central banks, whose
contribution to long maturity rates has been estimated by the Fed and the ECB at around 100 basis
points 6 .
a. This global decline in asset returns is mainly due to structural factors:
i. Increase in savings due to the distortion of income distribution in favour of firms,
increased inequality of wealth between households, ageing and, at the international
level, distortion of the savings-investment balance with reserve accumulation policies
implemented after the 1997 Asian crisis and the reduction in the current account
deficits of Southern European countries after the euro area crisis. The United States is
currently the only big country to maintain a large external deficit;
ii. Lower investment demand, driven by technology (which is more capital-efficient),
demographics (which reduces demand for residential capital) and a contraction in
public investment.
b. All in all, the structural features of the fall in interest rates suggest that it will persist over the
medium term. In the short term, the excess supply in the savings market at global level is
reinforcing the imbalance, and thus amplifying the phenomenon. In our view, the increase
in public debt levels are not enough to offset this trend. In the medium term, the increased
investment needs induced by the ecological transition or the increase in public debt can
certainly lead to corrections. However, these phenomena do not lead us to consider a
scenario of a marked rise in interest rates. The Covid-19 crisis itself has led Central Banks in
industrialised economies (notably the ECB with its Pandemic Emergency Purchase
Programme, PEPP) to massively increase their asset purchase programmes, to reach a total
envelope of €1,850 billion, representing reach 15% of euro area GDP. These actions, which
are more significant than during the 2009 financial crisis, imply that, compared with the
situation before Covid-19, the prospect of a rise in interest rates is even further delayed.
c. The fall in interest rates has had a considerable effect on European public finances. Between
1999 and 2019, aggregate public debt in the euro area had more than doubled, but the
interest burden had fallen by 2.5 points of GDP. In France, the fall in interest rates has more
than offset the increase in debt. From 2009 to 2019, the interest burden fell by 1.1
percentage points of GDP, despite a significant increase in the debt ratio, from 69% of GDP
at the beginning of 2009 to 98% at the beginning of 2019. These developments were very
poorly taken into account in the SGP, thereby resulting in incongruous Commission
estimations 7 and preparation of Stability programmes and budget laws 8, which
systematically assumed a rapid rise in long-term interest rates, an assumption that was
regularly contradicted by the facts.
d. It is against this backdrop that the risks should be analysed. The first risk is obviously that of
5

See Jordà Ò., K. Knoll, D. Kuvshinov, M. Schularick and A. Taylor (2019).

6

See e.g. Eser F., W. Lemke, K. Nyholm, S. Radde and A.L. Vladu (2019): “Tracing the Impact of the ECB’s Asset Purchase
Programme on the Yield Curve”, European Central Bank Working Paper Series, no 2293.

7

As clearly explained by Darvas (2021)

8

See Martin, Pisani Ferry and Ragot, 2020

PE 651.375

11

IPOL | Economic Governance Support Unit

excessive public debt. The economic literature does not provide a stable normative
benchmark for setting an optimal level of debt. In an important presidential address to the
American Economic Association, Blanchard (2019) pointed out that in a context where the
interest rate (r) is lower than the growth rate of the economy (g) any level of debt is
sustainable, at least in the absence of a negative shock to the budget balance (prolonged
recessions) or to debt (banking crisis, materialisation of contingent liabilities). He also
showed that there is likely to be a macroeconomic cost to maintaining high levels of public
debt, but that this cost is low. A decrease in the interest rate lowers the primary balance
required to stabilise a given debt ratio and thus allows for a higher debt level. This primary
balance can be interpreted as the excess of the tax levies on the value of the services and
transfers provided by the public sector to which present generations consent. For that
reason, there is a political economy limit to the surplus in the primary balance: consent to
taxation is eroded if it is not the counterpart of collective or individualised consumption from
which households benefit directly.
e. Some risks, of low probability, must nevertheless be taken into account:
i. Risks of new shocks to debt levels following crises of various kinds. After experiencing
a financial crisis and a health crisis within 10 years, we cannot rule out the possibility
that we may experience an environmental or geopolitical crisis of similar or even
greater magnitude;
ii. Risk of contagion of distrust about the solvency of other advanced countries. This risk
takes a particular dimension in the euro area, where experience has shown that
sovereigns can face self-fulfilling expectations of insolvency and where risk premia on
government debt reflect both restructuring expectations and expectations of
redenomination following a possible exit from the monetary union;

iii. Risk of a rise in interest rates due to a return of inflation expectations, itself induced by

a political temptation to monetise public debt. These could induce households to
increase their savings, which, in a Ricardian equivalence type of mechanism, may
impede present consumption growth.

f.

Albeit of low probability, these risks have implications when taken into account: they call for
a margin of safety to be maintained in the management of public debt. Despite the
introduction of dedicated instruments (ESM credit lines, conditional assistance programmes,
ECB’s OMT - Outright Monetary Transactions - facility), this margin must be higher in the
euro area than in countries issuing their national currency, where the central bank can
intervene in a discretionary manner to block self-fulfilling speculation. This concern is linked
to the theoretical problem of multiple equilibria, where expectations of a default or exit in
the Eurozone can trigger a rise in spreads that increase the objective conditions making the
default and exit more likely. This concern is valid and is an argument for lower public debt
levels than in countries with their own central banks. However, it is also an argument for the
ECB and/or the ESM to play an active role (which the former has performed in the recent past)
to counter these self-fulfilling expectations.
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3. WHEN TO DEACTIVATE? CLARIFY WHAT WOULD HAPPEN NEXT
1) One cannot separate the question of the deactivation of the GEC from the question of the
rules that would be applied and implemented after the deactivation.
2) The application of the current fiscal rules is not desirable and would generate many
exceptions and a high level of complexity. The current role of the debt-to-GDP level in the
definition of the MTO will simply not be implementable. If a country’s debt rises above 60% of GDP,
it must run a MTO surplus that overshoots the balance which stabilises debt at 60%, as it must add
a “supplementary debt-reduction effort” of 0.2% of GDP for countries with debt at 60% and 1,4% of
GDP for countries with debt levels at 110% of GDP (Vade Mecum 2019 p12). More precisely, the
current rule for the contribution of debt reduction to the MTO is 0.024*D-1.24 (where D is debt over
60% of GDP). For Italy, which is likely to reach 150% of debt over GDP, this would imply a
supplementary debt-reduction effort of 2.3% per year. This will not be implementable. Indeed, many
countries will have a debt over GDP above 110%.
In the Vade Mecum on the SGP, the European Commission (2019) notes that: “If the MTO yielded by
these formulae corresponds to an unrealistically tight primary balance, a Member States can ask to
benefit from an exception clause”. The definition of an “unrealistically tight primary balance” is and
cannot be based on precise criteria, but the Commission notes that no country has been able to run
a primary surplus above 5.5% for a significant period.
Hence, a simple deactivation of the GEC would today entail some degree of fiscal adjustment,
but it is very difficult to assess precisely how much. As such, it would add to the extreme
economic uncertainty, a legal one in each Member State’s fiscal stance imposed by the SGP. Our
understanding of all flexibilities potentially in place –although the ‘extreme complexity’ (Anderson
& Darvas, 2020) of the fiscal framework makes it difficult to be assertive on the matter – is that
without the unusual events clause on countries with debt-to-GDP ratios above 60% (i.e. all major
economies in the EU), it would be required to have a structural fiscal adjustment of at least 0.5% of
GDP per year. The French Treasury seems to share this interpretation, as it is expecting a structural
surplus of 0.5% as of 2022 (Rapport Economique Social et Financier, table 6, p88, 2020), implying a
structural adjustment from -2.5% in 2021 to +0.5% of GDP in 2022, should the SGP rules be
reinstated (this seems to be an implicit assumptions made by the Treasury) in 2022. Taking these
numbers with a lot of caution, they nevertheless suggest that the current flexibility in the SGP could
not prevent the obligation of going from a fiscal stimulus one year (namely 2021) to an abrupt
consolidation in the next (2022), that would trigger a severe negative impulse on growth.
3) Several voices, including ours, have raised well-deserved criticisms on the current European
fiscal framework (Darvas, Martin and Ragot, 2018). Before 2015, these focussed on its procyclical
nature. In 2015, the flexibility in the application of the SGP was formally specified, but it contributed
to the complexity of the overall fiscal framework that was underlined by many experts. This major
drawback prevents national understanding of the rules by the public opinion and sometimes by the
governments as well. This debate is even more intense after the Covid-19 crisis. We share the
assessment of the European Fiscal Board (2020) that “it would be counterproductive to try to
reintroduce the existing rules in substantially unchanged form when the general escape clause is
deactivated”.
4) Most analyses, including our own, favour some type of expenditure rules (see for example Darvas,
Martin and Ragot, 2018, European Fiscal Board, 2019 or the joint statement of the French Council of
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Economic Analysis and the German Council of Economic Experts, 2018) in the steady state. In the
current juncture, i.e. not a steady state, the implementation of such a rule should not be
recommended. Indeed, introducing a new rule in a highly uncertain environment should not be
advised. The stabilization of the economic situation and the clear definition of the new
economic and budgetary environment should be achieved before a new rule is implemented.
5) The debate on the optimal regulatory framework should be reactivated when the state of the
economy can be reasonably forecast. Indeed, the impact of the implementation of a new
environment, such as new expenditure rules, depends on the initial value of the output gap. In
addition, new rules (in particular expenditure rules) are very sensitive to the measure of potential
growth, which may be affected by the crisis, as already mentioned. For this reason, we recommend
to start preparing the implementation of new rules but to postpone the actual implementation of
these new rules when the key parameters (as labour productivity) are reasonably measured.

6) The introduction of the EU Next Generation Package (along with SURE, etc.) will have an impact on
national fiscal stance and may affect the interpretation of the current rules. We do not want to
speculate in this note on the change of the fiscal framework. It can be either a minor change, with a
new formulation of the flexibility of the rules, or a substantial reform of the overall fiscal framework
(see Blanchard, Leandro and Zettelmeyer, 2020 and Darvas and Anderson, 2020)). Our belief is that
a clarification on the possibly new fiscal surveillance framework is a necessary condition before the
lifting of the GEC. It is better to admit that we are not applying past rules instead of pretending to
apply rules that cannot be applied and will generate exceptions for many countries the first year.
7) The implications of the previous analysis are twofold
a. During the period of the GEC, the definition of a new fiscal framework (or at least a new
clarification of the flexibility within the current set of rules) should be provided. The political
agreement on the new rules should be a necessary condition for the deactivation of the GEC.
b. Then, as long as the GEC is applied, policymakers must define transitionary arrangements,
allowing to stabilize economic activity and ensuring public debt sustainability, considering
the economic cost of early consolidation. These elements are discussed in Section 4 below.
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4. WHEN TO DEACTIVATE? A STATE-CONTINGENT STRATEGY
The decision of 23 March 2020 to activate the GEC was easy to take, given that the whole union is facing
a severe economic downturn 9. The decision to deactivate it will be much more difficult and fraught
with the memories of the policy mistakes made during the Great Financial crisis and the Eurozone crisis.
We advocate for an exit strategy from the GEC defined as state- rather than time-contingent: The
European Commission should not commit to lift the GEC at a given date, but to lift it when some simple
and observable criteria will be met. This section justifies this claim and provide the rationale for our
preferred criteria.
We note that the Commission has decided to follow such a state-contingent strategy although it has
not provided the conditions of this strategy, namely the state of the economy for which the GEC can
be deactivated. It indeed published on 18 November 2020 its opinions on the 2021 Draft Budgetary
Plans and assessed the following "In light of this need and the still high uncertainty about the economic
consequences of the pandemic, the general escape clause will remain active in 2021. In spring 2021, taking
into account updated macroeconomic projections, the Commission will reassess the situation and take
stock of the application of the general escape clause."
A first answer to the deactivation question is found by reviewing how the rules were applied during
the last crisis. The GEC did not exist at the time, but the decision for a fiscal adjustment starting in 2011
was made in December 2009 and was based on a Commission recommendation. It was dubbed “exit
strategy” by the Commission10 and can be interpreted as close to a decision to deactivate the GEC.

Empirical Analysis: Learning from mistakes of consolidation
1) In its December 2009 recommendations, the Commission started several excessive deficit
procedures (EDPs) for Member States. Given the context of the financial crisis, it recommended to
the Council to recommend to Member States fiscal consolidation in 2011 at the latest:
“In October 2009, capitalizing on first sign of a recovery in sight, the European Council endorsed a fiscal
exit strategy based on the following principles: (i) The exit strategy should be coordinated across
countries in the framework of consistent implementation of the Stability and Growth Pact. (ii) There is a
need for timely withdrawal of the fiscal stimulus. Provided that the Commission forecasts continue to
indicate that the recovery is strengthening and becoming self-sustaining, fiscal consolidation in all EU
Member States should start in 2011 at the latest.”
At the time, the Commission judged that a one-year long fiscal stimulus was enough to ensure the
recovery, and a sound fiscal stance was deemed necessary. It is now clear (see for example
Blanchard and Leigh (2013)) that this was a grave policy mistake and that this early fiscal
adjustment (compared to the US fiscal strategy) heavily hampered the recovery, leading to a
prolonged recession in several countries and high unemployment.

9

Given also the severe shock outside of Member State control, the “unusual event clause” is also eligible, but the
Commission decided for the GEC for its application to the whole EU.

10

See Communication from the Commission to the Council, 2010, https://eur-lex.europa.eu/legalcontent/EN/TXT/PDF/?uri=CELEX:52010DC0329&from=EN
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2) We revisit the issue by answering the following question: at the time of the recommendation on
the exit strategy, what were the expected production and unemployment levels for the time
of adjustment, i.e. 2011?
Figure 1 shows the projected unemployment rates in the European Economic Forecast of autumn
2008 and the following years, along with the actual rate. The vertical dashed line marks 2011, the
year at which consolidation was supposed to and did actually start. The unemployment rate was
expected to remain well above its pre-crisis level of 2008 (7%), at about 9.5-10%.

Figure 1: EU Unemployment forecast vintages and outcome (own calculations, Commission Autumn
Forecasts from 2008 to 2011)
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As for output, Figure 2 shows the forecasts and realized GDP per capita, normalized to its 2008 level.
Beyond the overestimation of the recovery, one can note that just like for unemployment, 2011 GDP
was not, in 2010, expected to be back to its 2008 level. Therefore, the exit strategy was decided
at a time when production was not only depressed but also expected to remain depressed when
the exit strategy would be implemented.

Figure 2: EU GDP per capita, normalized to 2008 (from Commission forecasts from 2008 - 2011)
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3) In 2010, the fiscal stimulus phase was over and 2010 was a transition year towards fiscal
adjustment in the year 2011-2013, as described by the following graph taken from Fatas
(2019):
Figures 3 and 4: Planned Change in Structural Balances % of GDP (EA)

Note: DFE : Discretionary Fiscal Effort. Weights by GDP size in 2008. Source: Fatas (2019),
4) Was this viewed as pro-cyclical fiscal policy, at the time? The answer is no. In 2010, the growth
rate of the EU GDP was more than 2% and the growth rate in 2011, although lower than 2%, was
still positive. We know that the estimations of potential output, the output gap and the structural
balance imply strong caveats, thus misleading real time fiscal policy decision-making. For a sample
of “core EU” countries (taking the 15 “old” Member States minus Greece, Ireland, Italy, Portugal and
Spain), the typical revision in the change of the structural balance estimate one year later is
between half and one percent of GDP (see Figure 1 in Darvas, Martin and Ragot, 2018). Whilst
definitely a useful concept, the output gap cannot be properly measured without large errors and
revisions, hence its basis for decision-making is to be questioned. Plus, in our current context,
potential output is directly affected by restrictions put in place, but potentially only temporarily,
hence the final magnitude on the output gap remains highly uncertain. For this reason, we argue
18
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for a deactivation of the GEC based on well-measured levels of output per capita or employment
instead.
5) The comparison with the US also provides insights. While the European fiscal stimulus was small
and short-lived, the US fiscal stimulus was much stronger (Figure 5): although the US did reduce its
fiscal deficit in 2011, its fiscal deficit was still around twice as large as the deficit of the Eurozone
until at least 2014. In 2013, the US GDP capita had reached back its pre-crisis level.
Figure 5: United States vs. Euro Area General Government Fiscal Balance
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Figure 6: GDP per capita in the US and the Eurozone

6) What conclusions do we draw for the present crisis from this exercise? First, our argument is not that
the Great Financial and Eurozone crises are similar to the present COVID crisis: the nature of the
shock and the required policy response are very different. In particular, the fiscal response in the
present crisis should be focused on sectors and firms that are hit the hardest by the lockdowns. It also
entails subsidizing short-time work schemes to preserve labour contracts and incomes of workers.
The present crisis is very particular in the sense that it is both a demand and supply shock, and its
magnitude is highly heterogeneous across sectors: some were closed (hotels, restaurants, retail trade
and transport), other underwent a halt or significant reduction of production (construction industry),
while others grew (technological industries). Overall, fiscal intervention, even though of different
nature from the last crisis, is clearly necessary to avoid the risk of a meltdown of the economy and the
society.
7) Albeit these differences in content, the lesson of 2011 still holds in that ending a fiscal stimulus too
soon, below pre-crisis levels, has damaging effects on growth, with lasting ones on production,
productivity and employment. Today, imposing fiscal consolidation already in 2022 would repeat
this mistake, with the mentioned lasting effects. We also believe that the social fabric of our
democracies has been made more fragile by the last crisis and its macro management. The COVID
crisis also entails such a risk that should not be aggravated by a premature fiscal adjustment.
8) An important point is also that the European common economic picture depicted above actually
hides widely diverging trends. Indeed, taking a sample of large European countries, one can note
the divergence in both production and employment. Figure 3 depicts real GDP trends normalized to
2008. While Germany and France had reached their 2008 level in 2010, it is not the case of the rest of
the sample: the British, the Dutch, the Italians, the Spanish, and the other Europeans, were all
experiencing lower levels. Regardless the level at time of consolidation, it is interesting to point out
that all GDP trajectories lowered in 2011, with the UK being the only exception.
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Figure 7: Divergent real GDP trajectories (own calculations, GDP in Chained-linked volumes from 2005,
expressed in 2008 GDP, source: Eurostat)

Finally, individual countries’ employment levels are depicted in Figure 8. Once again, there is no
convergence, and some big countries never reached their 2008 GDP and/or employment level again.
Figure 8: Employment levels (own calculations, source : Eurostat)

Note : S(C)A : Seasonally (and Calendar) Adjusted

PE 651.375

21

IPOL | Economic Governance Support Unit

9) A final point – both for understanding what happened in 2009-2010 and today- is that the focus
should not be on growth rates (that can be very high in a recovery phaserate) or output gaps (that
are mis-measured in general, but particularly so in a crisis such as COVID), but on the levels of GDP
and employment relative to the pre-crisis level.

5. A PRACTICAL TIMELINE FOR THE REACTIVATION PROCESS
As explained above, the reactivation process should only start if an agreement for new rules is reached
among Member States and EU institutions (including the European Parliament). If this exists, we
propose the following timeline for the reactivation process, which is state-contingent not timecontingent. The state of the economy must be observed, relatively forecastable and immune to
mismeasurement.
1) At the beginning of year t, the Commission winter economic forecast indicates whether for
the EU as a whole it expects that in Q4 of year t the GDP per capita or the employment level
will be at least equal to its pre-COVID (2019 Q4) level. If this is so, the GEC is expected to be
deactivated in year t+1. It would be wise that this first assessment is confirmed in the summer.
2) The new rules of the SGP should then be put in place. Hence, the analysis and negotiations on these
new “steady state” rules should start very early on, if the GEC was to be deactivated for the year
2022. Except if there were a very good surprise on the upside – so that the economic criteria above
are fulfilled – deactivating the GEC for 2022 seems very unlikely if we apply the condition we
propose: expected (in Q1 2021) EU GDP per capita or employment for Q4 2021 to be back at Q4
2019 level. According to the Commission’s latest growth rate forecasts (hence not fully taking into
account the current second wave), we would reach 98% of Q4 2019 at the end of 2021 11. Hence, at
this stage, the GEC would be lifted in 2022 at the earliest, and the new framework would start in
2023. However, one cannot disregard the possibility of an extremely strong rebound in 2021. We
keep the view that the reactivation should be state-contingent, not time-contingent.
3) The next question is what happens after exiting the GEC: while the Union will not be in severe
downturn anymore, we can expect that current discrepancies between countries will remain to
some large extent, implying that some Member States may still struggle in reaching their pre-crisis
levels. Then the best fitting clause would be the 'unusual events clause', which is activated on a
country-specific basis. Hence, our proposal is that when the GEC is deactivated, countries that
individually do not fulfil the economic condition stated above for the whole EU apply the
“unusual events clause”. This country-specific clause would be deactivated under the same
conditions as for the GEC for the EU.

11

Note that the Commission estimates (in it autumn 2020 economic forecasts) a relative stagnation throughout 2022, at a 0.40.5 growth rate, so that the level of GDP per capita in Q4 2022 will correspond to 99% of the corresponding level of Q4 2019.
Based on these, it will take more than 3 years to reach the pre-crisis level at least.
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Figure 9 below provides a graphical summary of our proposed timeline.
Figure 9: Decision tree for the EU, country i and j:

4) The activation of the “unusual events clause” for countries that have not yet reached their preCovid levels of at least GDP per capita or employment would provide for a “waiver” from any
adjustment. However, the deactivation of the GEC could lead to the application of some
transitional fiscal rules. In particular, it would make sense to discourage permanent or structural
increases in spending or decreases in taxes that are not fiscally compensated also in a permanent
way.
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6. TRANSITORY ARRANGEMENTS DURING THE PERIOD OF THE
ACTIVATION OF THE GENERAL ESCAPE CLAUSE
The previous analysis can be summarized by a state-contingent strategy to deactivate the GEC, based
on the adoption of new rules and the return of GDP per capita or unemployment to their pre-crisis
level.
We thus think that the deactivation is likely not to take place before February 2022. This implies that
some transitory fiscal arrangements should be implemented, during the period of application of the
GEC. The transitory arrangements should be based on four principles.
1. First, no EDP should be opened during the GEC period. Indeed, this procedure only makes sense in
the current framework, which is de facto suspended, and should evolve or be clarified.
2. During the transitory period, the country-specific recommendations (CSR) should avoid procyclical
policies. In other words, no fiscal consolidation should be asked before the deactivation of the GEC
and the deactivation of the country “unusual events clause” on a country-specific basis.
3. The need of transitory fiscal stimulus should be acknowledged. The CSRs should recommend
policies with the lowest cost and highest return for the budget.
4. As a counterpart to this flexibility, the relevant country should not undertake a permanent increase
of its structural deficit during this period. Any permanent increase in budget deficit should be
motivated by an investment or reform, increasing medium-term growth.
It is worth noting that the distinction between structural and cyclical deficit is very difficult in a crisis
period, due to the uncertainty about the level of potential growth, mentioned above. For this reason,
the practical implication should be to avoid uncompensated permanent tax cut or increase in public
spending, before the economic situation is stabilized.
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7. CONCLUSION
We advocate that the deactivation of the GEC should be state- and not time-contingent. The state of
the economy must be easily observed and immune to mismeasurement. This leads us to focus on the
levels of GDP per capita or employment in 2019 to check that the economy has returned to pre-crisis
levels, before reactivating more “normal” fiscal rules. An exit clause based on output gap levels or
growth rates would not be appropriate: especially in the COVID crisis context, growth rates do not say
much on the state of the economy and output gaps suffer from serious mismeasurement caveats. The
important indicator is the level of economic activity, which should guide fiscal policy. The present
challenge is not only to avoid repeating the past mistakes, but also to recognise the exceptional nature
of the shock hitting the economy.
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The unprecedented level of economic uncertainty requires clarifying the European fiscal rules. To
avoid repeating the mistakes of the last crisis, the deactivation of the General Escape Clause should
be state-dependent not time-dependent and should take place only when 1) a reform of the SGP
has been agreed upon, 2) the EU has returned to its pre-crisis level in terms of GDP per capita or
employment. The state-dependent strategy should also apply at the country level.
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