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In mid-September 2008, a global financial
crisis erupted which was followed by the
most serious worldwide economic recession
for decades. As in many other regions of the
world, governments in the euro area stepped
in with a wide range of emergency measures
to stabilise the financial sector and to cushion
the negative consequences for their economies.
This paper examines how and to what extent
these crisis-related interventions, as well as the
fall-out from the recession, have had an impact
on fiscal positions and endangered the longer-
term sustainability of public finances in the euro
area and its member countries. The paper also
discusses the appropriate design of fiscal exit
and consolidation strategies in the context of
the Stability and Growth Pact to ensure a rapid
return to sound and sustainable budget positions.
Finally, it reviews some early lessons from the
crisis for the future conduct of fiscal policies in
the euro area.

JEL Classification: E10, E62, G15, H30, H62
Key words: fiscal policies, financial crisis,

fiscal stimulus, financial markets, sustainability,
Stability and Growth Pact.
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The financial and economic crisis has had a very
profound impact on public finances in the euro
area. Projections suggest that the government
deficit in the euro area will climb to almost 7% of
GDP in 2010 and that all euro area countries will
then exceed the 3% of GDP limit. The euro area
government debt-to-GDP ratio could increase to
100% in the next years — and in some euro area
countries well above that level — if governments
do not take strong corrective action. These fiscal
developments are all the more worrying in
view of the projected ageing-related spending
increases, which constitute a medium to
long-term fiscal burden.

There is no doubt that the exceptional fiscal
policy measures and monetary policy reaction
to the crisis have helped to stabilise confidence
and the euro area economy. Following the
substantial budgetary loosening, however, the
fiscal exit from the crisis must be initiated in a
timely manner and is to be followed by ambitious
multi-year fiscal consolidation. This is necessary
to underpin the public’s trust in the sustainability
of public finances. The Stability and Growth
Pact constitutes the mechanism to coordinate
fiscal policies in Europe. The necessary fiscal
adjustment to return to sound and sustainable
fiscal positions is substantial and will take
considerable efforts. Without doubt, this situation
poses the biggest challenge so far for the rules-
based EU fiscal framework.

Sound and sustainable public finances are a
prerequisite for sustainable economic growth and
a smooth functioning of Economic and Monetary
Union. Therefore, it is important not to miss the
right moment to correct the unsustainable deficit
and debt levels. A continuation of high public
sector borrowing without the credible prospect
of a return to sustainable public finances could
have severe consequences for long-term interest

rates, for economic growth, for the stability of
the euro area and, therefore, not least for the
monetary policy of the European Central Bank.

Jiirgen Stark
Member of the Executive Board
and the Governing Council of the ECB
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In mid-September 2008, a global financial
crisis erupted which was followed by the most
serious worldwide economic recession for
many decades. As in many other parts of the
world, governments in the euro area stepped
in with emergency measures to stabilise the
financial sector and to cushion the negative
consequences for their economies, in parallel
with a swift relaxation of monetary policy
by the European Central Bank (ECB). This
Occasional Paper examines to what extent
these crisis-related interventions, as well as
the fall-out from the recession, have had an
impact on the fiscal position of the euro area
and its member countries and endangered the
longer-term sustainability of public finances.

Chapter 2 of this paper reviews how euro arca
governments responded to the financial crisis
and provides estimates of the impact of their
interventions on public finances. The direct
fiscal costs of all the bank rescue operations
in the euro area are substantial and may rise
further in view of large contingent liabilities
in the form of state guarantees provided to
financial institutions. Notwithstanding the high
direct fiscal costs, taxpayers greatly benefited
from the stabilisation of the financial system and
the economy at large. This in turn increases the
chances that in due time governments will be
able to exit from the banking sector, allow the
state guarantees to expire and sell the acquired
financial sector assets at a profit rather than
a loss.

The financial crisis also contributed to a rapid
weakening of economic activity, leading to
the sharpest output contraction since the Great
Depression of the 1930s. Chapter 3 examines
how euro area fiscal policies responded to
this economic crisis with a view to sustaining
domestic demand while also strengthening the
supply side of the economy. The European
Economic Recovery Plan ofend-2008 established
a common framework for counter-cyclical fiscal
policy actions, whereby each Member State was
invited to contribute, taking account of its own
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needs and room for manoeuvre. Governments
were asked, in particular, to ensure a timely,
targeted and temporary fiscal stimulus and to
coordinate their actions so as to multiply their
positive impact. As it turns out, these criteria
seem at best to have been only partially met.
Moreover, the effectiveness of such fiscal
activism is widely debated.

Chapter 4 reviews the reaction of financial
markets to the concomitant rapid deterioration
of public finances in the euro area countries.
As the crisis intensified, a general “flight
to safety” was seen, with investors moving
away from more risky private financial assets
(in particular equity and lower-rated corporate
bonds) into safer government paper. As a
result, most euro area governments have been
able to finance their sizeable new debt issuance
under rather favourable market conditions.
At the same time, the governments’ strong
commitment to assist distressed systemic banks
helped to contain the rise in credit default
spreads for financial firms in the euro area. In
effect, their credit risks were largely taken
over by the taxpayers, as de facto governments
stood ready to be the provider of bank capital
of last resort. Reflecting a parallel “flight to
quality”, markets also tended to discriminate
more clearly between euro area countries based
on their perceived creditworthiness. Within
the euro area, this reassessment of sovereign
default risks contributed to a significant
widening of government bond yield spreads,
notably for those countries with relatively high
(actual or expected) government deficits and/
or debt relative to GDP, large budgetary risks
associated with the contingent liabilities from
state guarantees and a less favourable economic
outlook.

As described in Chapter 5, the crisis-related
deterioration of fiscal positions has called the
longer-term sustainability of public finances
into question. The risks to fiscal sustainability
are manifold. They arise from persistently
high primary budget deficits in the event that

1 Prepared by Ad van Riet.



fiscal stimulus packages are not fully reversed,
ongoing government spending growth in the
face of a prolonged period of more subdued
output growth, rising government bond yields
and thus increasing debt servicing costs,
and possible budget payouts related to state
guarantees to financial and non-financial
corporations. Furthermore, rising government
indebtedness may itself trigger higher interest
rates and contribute to lower growth, creating
a negative feedback loop. These challenges for
public finances are compounded by the expected
rising costs from ageing populations. To contain
these risks, euro area countries will need to
realign their fiscal policies so as to bring their
debt ratios back onto a steadily declining path
and limit the debt servicing burden for future
generations.

Chapter 6 discusses the exit from the crisis mode
and the crisis-related challenges for the EU
fiscal framework. Pointing to the exceptional
circumstances and responding to the call for
a coordinated fiscal stimulus, many euro area
countries have exploited the maximum degree
of flexibility offered by the Stability and Growth
Pact in designing their national responses to the
economic crisis and allowing for higher budget
deficits. At the end 0f 2009, 13 out of the 16 euro
area countries were subject to excessive deficit
procedures, with (extended) deadlines to return
deficits to below the reference value of 3% of
GDP ranging from 2010 to 2014. In this context,
the design and implementation of optimal fiscal
exit and consolidation strategies have taken
centre stage. These strategies should comprise
scaling down and gradually exiting from the
bank rescue operations, phasing out the fiscal
stimulus measures and correcting excessive
deficits. The appropriate timing, pace and
composition of the fiscal adjustment process,
to be coordinated within the framework of the
Stability and Growth Pact, are key to sustaining
the public’s confidence in fiscal policies and the
way out of the crisis.

Finally, Chapter 7 seeks to draw some early
lessons from the crisis for the future conduct

of euro area fiscal policies. Most importantly,
a strengthening of fiscal discipline will be
needed to ensure the longer-term sustainability
of public finances, which is a vital condition
for the stability and smooth functioning of
Economic and Monetary Union (EMU).
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In mid-2007, the first signs of increasing turmoil
in global financial markets became visible.
They were related to a rapidly intensifying
crisis in the US sub-prime mortgage market,
which negatively affected the value of related
structural financial products held by banks
and other financial institutions all over the
world. While initially the consequences for
European banks were perceived to be largely
confined to a few heavily exposed financial
institutions (and the ECB was quick to
provide the necessary liquidity to the euro area
banking system), the uncertainty over the true
exposure of the banking sector lingered on.
In the following months, several large financial
institutions in the United States and the United
Kingdom had to file for bankruptcy, or had to
be rescued by their respective governments.
In mid-September 2008, after the default of
the investment bank Lehman Brothers in the
United States, the financial crisis escalated and
many “systemic” (i.e. systemically important)
European financial institutions were faced with
severe liquidity problems and massive asset
write-downs. In this emergency situation, both
confidence in and the proper functioning of the
whole financial system were at stake.

To stabilise the situation, a comprehensive set
of measures was agreed at the European level.
In particular, the European G8 members at
their summit in Paris on 4 October 2008 jointly
committed to ensure the soundness and stability
of their banking and financial systems and to
take all the necessary measures to achieve this
objective. Furthermore, at an extraordinary
summit on 12 October 2008, the Heads of
State or Government of the euro area countries
set out a concerted European Action Plan to
restore confidence in and the proper functioning
of the financial system. The principles of this
action plan were subsequently endorsed by the
European Council on 15-16 October 2008.

Whereas the ECB and other European central

banks had already taken firm action to prevent
liquidity shortages in the banking sector, the
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task to ensure the solvency of the affected
systemic financial institutions rested with the
national governments.* From end September
2008 onwards they undertook substantial bank
rescue operations, designed to meet national
requirements, but within an EU-coordinated
framework, committed to take due account of
the interests of taxpayers and to safeguard the
sustainability of public finances. As in many
other regions of the world, governments in the
euro area also stepped in with a range of fiscal
stimulus measures to cushion the negative
consequences of the crisis for their economies.
The common framework for these national
counter-cyclical fiscal policies was provided by
the European Economic Recovery Plan, which
the European Commission launched on
26 November 2008 and the European Council
approved on 11-12 December 2008.

While all these emergency measures appear
to have been successful in averting a possible
collapse of the financial system and in
supporting short-term domestic demand, they
entailed very high direct fiscal costs. Moreover,
the abrupt fall in economic activity has led to
a rapid rise in government deficits and debt in
all euro area countries. On unchanged fiscal
policies, the rise in government debt-to-GDP
ratios is set to continue, even as the recovery
takes hold and the short-term fiscal stimulus
measures are phased out. Taken together, the
dramatic increase in fiscal imbalances, the
accumulation of extensive contingent liabilities
related to the crisis response measures and
the many uncertainties surrounding the future

2 Prepared by Ad van Riet.

3 At the international level, the finance ministers and central bank
governors of the G7 countries agreed on 10 October 2008 to use
all available tools to prevent the failure of systemically important
financial institutions, to take all necessary steps to unfreeze
credit and money markets, to ensure that banks can raise
sufficient capital from public and private sources, and to ensure
that national deposit insurance and guarantee programmes are
robust and continue to support confidence in the safety of retail
deposits. These actions were to be taken in ways that protect the
taxpayers. The leaders of the G20 countries committed at their
Washington summit of 15 November 2008, among other steps,
to take whatever further actions are necessary to stabilise the
financial system.

4 For a discussion of this distribution of tasks in a financial crisis,
see e.g. Hellwig (2007).



path of growth and interest rates have put the
longer-term sustainability of public finances in
danger.

The aim of this paper is to offer an overview of
how public finances in the euro area countries
and the euro area as a whole have been affected
by the crisis, what risks to fiscal sustainability
have emerged and what lessons may be drawn
at this stage for euro area fiscal policies.
The paper is organised as follows. Following
this introduction, Chapter 2 reviews how euro
area fiscal authorities have responded to the
financial crisis and what the direct impact was
on their public finances. Chapter 3 focuses on the
reaction of fiscal policy-makers to the economic
downturn, the effectiveness of fiscal stimulus
measures and the importance of automatic fiscal
stabilisers as a first line of defence. Chapter 4
discusses how financial markets have reacted
to the rapidly changing outlook for public
finances across euro area countries. Against this
background, Chapter 5 examines the risks to the
longer-term sustainability of public finances and
the corresponding debt dynamics under various
scenarios. Chapter 6 asks what challenges
the crisis has brought for the application of
the legal provisions of the EU Treaty and the
Stability and Growth Pact which aim to ensure
fiscal sustainability. In this context, it also
discusses the design of appropriate fiscal exit
and consolidation strategies for a rapid return to
sound and sustainable fiscal positions. Finally,
Chapter 7 considers what early lessons from the
crisis may be drawn for the future conduct of
fiscal policies in the euro area countries.
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Although the start of the global financial crisis
is commonly set at mid-2007, in its early
stages the implications for Europe were largely
perceived as rather limited. Initially only a few
banks were affected, particularly those which
were dependent on the wholesale markets
for their financing or had either investments
in structured finance products or substantial
off-balance-sheet structures.® In September 2008,
particularly after the default of the US
investment bank Lehman Brothers, the global
financial turmoil intensified and an increasing
number of European financial institutions
experienced serious liquidity problems and
were forced to undertake massive asset
write-downs, with negative implications for
their own credit quality (for more details, see
ECB 2009a).

In response to the financial crisis — following the
actions taken by the ECB and other European
central banks to ensure the liquidity of the
financial system — European G8 members at
their summit in Paris on 4 October 2008 jointly
committed to ensure the soundness and stability
of their banking and financial systems and to
take all the necessary measures to achieve this
objective. The leaders of all 27 EU countries
agreed on a similar statement on 6 October 2008,
also stressing that each of them would take
the necessary steps to reinforce bank deposit
protection schemes. At the ECOFIN Council
meeting of 7 October 2008, the ministers of
finance of the Member States agreed on EU
common guiding principles to restore both
confidence in and the proper functioning of the
financial sector. National measures in support of
systemic financial institutions would be adopted
in principle for a limited time period and within
a coordinated framework, while taking due
regard of the interests of taxpayers. At the same
time, the ECOFIN Council agreed to lift the
coverage of national deposit guarantee schemes
to a level of at least EUR 50,000, acknowledging
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that some Member States were to raise their
minimum to EUR 100,000. Following the
adoption of their concerted European Action
Plan on 12 October 2008, the principles of
which were endorsed by the European Council
a few days later, euro area countries announced
(additional) national measures to support
their financial systems and ensure appropriate
financing conditions for the economy as a
prerequisite for growth and employment.

This chapter analyses the response of euro area
fiscal policies to the financial crisis and the
direct impact of government support to the
banking sector on euro area public finances.’
In addition to the consequences for government
deficits and debt, the assessment needs to take
account of governments’ explicit and implicit
contingent liabilities arising from the substantial
state guarantees that have been provided.
A comprehensive assessment of the implications
of financial sector support for public finances
also requires a forward-looking perspective.
The exit strategies that governments will adopt
once confidence in and the proper functioning
of the financial sector have been restored and in
particular their success in recovering the direct
fiscal costs will determine the long-term impact
on public finances.

This chapter is structured as follows. Section 2.2
briefly reviews the euro area governments’
interventions to support the financial sector.
Section 2.3 analyses the direct impact of these
interventions on the accounts of euro area
governments since the onset of the financial
crisis. In addition, it discusses the net fiscal

5 Prepared by Maria Grazia Attinasi.

6 In the second half of 2007 IKB in Germany and Northern Rock
in the United Kingdom had to be rescued as a consequence of
the US sub-prime mortgage crisis. IKB suffered losses owing
to its exposure to the US sub-prime mortgage market, whereas
Northern Rock had difficulties in obtaining funding from the
interbank market. Furthermore, in Germany, in the first half
of 2008, two state-owned banks, WestLB AG and Bayern LB,
faced liquidity problems due to their exposure to the US
sub-prime mortgage market and received support from their
federal states.

7  For an earlier review of the impact of government support to the
banking sector on euro area public finances, see ECB (2009b)
and European Commission (2009b, 2009¢ and 2009d).



costs, taking account of the recovery rates of the
bank support measures. Section 2.4 concludes.

The EU common guiding principles agreed by
the ECOFIN Council on 7 October 2008 and the
concerted European Action Plan of the euro area
countries adopted on 12 October 2008 paved the
way for exceptional national measures as part of
a coordinated effort at the EU level to deal with
the implications of the unfolding financial crisis.®
Initially, public support targeted the liabilities
side of banks’ balance sheets and consisted
of: (i) government guarantees for interbank
lending and new debt issued by the banks;
(i1) recapitalisation of financial institutions
in difficulty including through injections of
government capital and nationalisation as an
ultimate remedy; and (iii) increased coverage of
the retail deposit insurance schemes.

Between end-September and end-October 2008,
several euro area countries announced bank
rescue schemes which complemented the
exceptional liquidity support provided by the
ECB. In order to ensure respect of the EU state
aid rules the European Commission provided
guidance on how to design these measures.’
In particular, measures under (i) and (ii) should
avoid any discrimination against financial
institutions based in other Member States and
should ensure that beneficiary banks do not
unfairly attract new additional business solely
as a result of the government support. Support
should also be targeted, temporary, and designed
in such a way as to minimise negative spill-over
effects on competitors and/or other Member
States. Guarantee schemes should moreover
ensure a significant contribution from the
beneficiaries and/or the sector to cover the costs
of the guarantee and of government intervention
if the guarantee is called. As to recapitalisation
measures, depending on the instrument chosen
(e.g. shares, warrants), governments must
receive adequate rights and appropriate
remuneration as a counterpart for public support.
The ECB has provided specific guidelines on

the pricing of both guarantees and recapitalisation
measures. '’

Although all countries have acted within the
framework set up by the European Action
Plan and by the subsequent Commission
Communications and ECB guidelines, the
specific modalities have differed across
countries. Whereas some countries adopted,
since the onset of the financial crisis, broad-based
schemes consisting of both guarantees and
recapitalisation measures (Germany, Austria,
Greece, Spain, France and the Netherlands),
some other countries did not announce a general
scheme, but carried out ad hoc interventions to
support or even nationalise individual financial
institutions as a way to address specific banks’
solvency threats (e.g. Belgium, the Netherlands,
Luxembourg and Ireland). Over and above
guarantees and recapitalisation measures
some governments have adopted sui generis
schemes consisting of asset purchase schemes,
debt assumption/cancellation, temporary swap
arrangements (e.g. Spain, the Netherlands and
Italy) and blanket guarantees on all deposits
and debts of both domestic banks and foreign
subsidiaries (Ireland). In addition, some
euro area countries incorporated financial
incentives for early repayment in their support
packages, or they added specific conditions to
the support, such as the obligation to provide
credit to the economy. In order to ensure that
government support is limited to the minimum
necessary and it does not become too protracted,

8 At that point in time, some euro area governments already had
announced emergency measures to deal with the rising pressure
on their national banking systems. For a detailed overview
of the financial crisis measures introduced by the 27 Member
States from 1 October 2008 to 1 June 2009, see Petrovic and
Tutsch (2009).

9 The European Commission has adopted the following
Communications: (i) the Banking Communication, OJ C 270,
25 October 2008; (ii) the Recapitalisation Communication,
0OJ C 10, 15 January 2009; and (iii) the Communication on the
return to viability and the assessment of restructuring measures
in the financial sector in the current crisis under the state aid
rules, OJ C 195, 19 August 2009.

10 For the recommendations issued by the Eurosystem, see:
(i) recommendations on government guarantees for bank debt
(www.ecb.int/pub/pdf/other/recommendations_on_guaranteesen.pdf);
and (ii) recommendations on the pricing of recapitalisations
(www.ecb.int/pub/pdf/other/recommendations_on_pricing_for_
recapitalisationsen.pdf).
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the Commission required each Member State
to undertake a review of the (guarantee and
recapitalisation) scheme every six months.
Governments have also the opportunity to
amend the original scheme in case the evolution
in the situation of financial markets so requires.

In early 2009 public support to the banking
sector began to target the assets side of banks’
balance sheets, with the aim of providing
relief for impaired bank assets. This support
complemented existing measures and was
mainly motivated by the persisting uncertainty
regarding asset valuations and the risk that
new asset write-downs could impair banks’
balance sheets, thus undermining confidence
in the banking sector. Asset relief schemes
include: (i) asset removal schemes, which aim at
removing impaired assets from a bank’s balance
sheet either via direct government purchases
or by transferring them to independent asset
management companies (which are sometimes
referred to as “bad banks”); and (ii) asset
insurance schemes which keep the assets on the
banks’ balance sheets but insure them against
tail risk.

Asset relief schemes are regulated by the guiding
principles issued by the Eurosystem and the
European Commission in February 2009.!! Asset
relief measures should aim at the attainment
of the following objectives: (i) safeguarding
financial stability and restoring the provision of
credit to the private sector while limiting moral
hazard; (ii) ensuring that a level playing field
within the single market is maintained to the
maximum extent possible; and (iii) containing
the impact of possible asset support measures
on public finances.

Ireland announced the creation of a National
Asset Management Agency (NAMA) in
April 2009. The NAMA, which will be classified
as a special-purpose entity outside the government
accounts, will buy as from March 2010 risky
loans from participating banks at a significant
discount in order to improve the quality of the
banks’ balance sheets. In payment for the loans
the banks will receive government securities and/
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or guaranteed securities. However, should the
NAMA incur a loss or liability, the participating
banks will indemnify the agency.'? The Spanish
Fund for Ordered Bank Restructuring (FROB)
was established in June 2009, in order to support
the restructuring of banks whose financial
viability is at risk. The FROB will temporarily
replace the directors of the affected institution
and will submit a restructuring plan to the Banco
de Espafia aimed at a merger with another
institution or at an overall or partial transfer of
assets and liabilities to another institution.
The FROB may grant funding to the affected
institution or acquire its assets or shares.
The German asset relief scheme was established
in July 2009 and complements the existing
measures for banking sector support. It involves
exchanging financial instruments including asset-
backed securities and collateralised debt
obligations for bonds that would be backed by
the state, with banks paying a fee for the
guarantees.

The tables below provide a cumulated overview
of the financial sector stabilisation measures
carried out by euro area governments in 2008
and 2009. Table 1 summarises all government
interventions conducted in the form of capital
injections, asset purchases and other measures,
subtracting some early redemptions of loans
and debt repayments. Table 2 summarises the
amount of contingent liabilities assumed by euro
area governments, including the debt issued by
special-purpose entities (SPEs) which is covered
by state guarantees. At the euro area level, the
total amount committed is at least 20% of GDP
(i.e. the ceiling for guarantees and all other
support measures).

11 See Eurosystem Guiding Principles for Bank Support
Schemes: www.ecb.int/pub/pdf/other/guidingprinciplesbank
assetsupportschemesen.pdf; and Commission Communication
on the Treatment of Impaired Assets in the Community
Banking  Sector:  http://ec.europa.eu/competition/state_aid/
legislation/impaired_assets.pdf. See also European Commission
Communication on Impaired Assets, OJ C 72, 26 March 2009.

12 The circumstances under which the participating institutions
have to indemnify the NAMA in case of losses or liabilities are
specified in the NAMA legislation. As to the specific modality,
it may take the form of a tax surcharge on the profits of the
participating banks.
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: ; Tr—" 7 " FISCAL POLICIES:
Table | Cumulated financial sector stabilisation operations and their impact RESPONSE TO THE

FINANCIAL CRISIS

on government debt
(2008-2009; percentage of 2009 GDP)

Measures impacting government debt (2008-2009) Total impact | o/w impact
Capital injections Asset Debt Other on governmeflt in 2008
S Loans purchases assumptions/ measures 200(:;::)1;191
of shares cancellations -

Belgium 42 2.1 0.0 0.0 0.1 6.4 6.4
Germany 1.8 0.0 1.7 0.0 0.0 3.5 22
Ireland 6.7 0.0 0.0 0.0 0.0 6.7 0.0
Greece 1.6 0.0 0.0 0.0 0.0 1.6 0.0
Spain 0.0 0.0 1.8 0.0 0.0 1.8 0.9
France 0.4 0.0 0.0 0.0 0.0 0.4 0.6
Ttaly 0.1 0.0 0.0 0.0 0.0 0.1 0.0
Cyprus 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Luxembourg 6.6 0.0 0.0 0.0 0.0 6.6 6.4
Malta 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Netherlands 6.3 1.3 35 0.0 0.2 11.3 13.7
Austria 1.8 0.0 0.0 0.0 0.0 1.8 0.3
Portugal 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Slovenia 0.0 0.0 0.4 0.0 3.6 4.1 0.0
Slovakia 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Finland 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Euro area 1.4 0.2 0.9 0.0 0.0 2.5 2.0

Table 2 Cumulated financial sector stabilisation operations and their impact on government

contingent liabilities
(2008-2009; percentage of 2009 GDP)

Measures impacting government contingent liabilities (2008-2009) Guarantees
SPE debt covered Other Asset Total o/w impact Ceiling | ©on retail deposits
by government guarantees  swaps/lending impact in 2008 (€ or % of retail
guarantee 2008-2009 deposits)
Belgium 1.3 12.8 0.0 14.2 10.4 26.7 100,000
Germany 0.0 9.9 0.0 9.9 2.7 18.3 100%
Ireland 0.0 172.0 0.0 172.0 206.8 172.0 100%
Greece 0.0 1.2 1.9 3.1 0.8 9.5 100,000
Spain 0.0 4.8 0.0 4.8 0.0 19.1 100,000
France 4.7 1.1 0.0 5.8 1.8 16.7 70,000
Italy 0.0 0.0 0.0 0.0 0.0 0.0 circa 103,000
Cyprus 0.0 0.0 0.0 0.0 0.0 0.0 100,000
Luxembourg 0.0 7.9 0.0 7.9 11.4 0.0 100,000
Malta 0.0 0.0 0.0 0.0 0.0 0.0 100,000
Netherlands 0.0 13.7 0.0 13.7 0.5 34.8 100,000
Austria 0.4 7.6 0.0 8.0 2.5 27.5 100%
Portugal 0.0 33 0.0 33 1.1 12.3 100,000
Slovenia 0.0 5.6 0.0 5.6 0.0 33.5 100%
Slovakia 0.0 0.0 0.0 0.0 0.0 0.0 100%
Finland 0.0 0.1 0.0 0.1 0.1 28.8 50,000
Euro area 1.1 8.3 0.1 9.4 5.7 20.1

Source: European System of Central Banks (national sources for retail deposit guarantees).

Notes: These tables have been compiled on the basis of the statistical recording principles for public interventions described in Box 1.
The cut-off date was 18 January 2010. For Ireland the lower ceiling on guarantees compared with the total impact in 2008 is explained
by the fall in the value of covered bank liabilities between 2008 and 2009. Data on contingent liabilities do not include the retail deposit
guarantees reported in the last column of Table 2.
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On 15 July 2009 Eurostat published a decision on the statistical recording of public interventions
to support financial institutions and financial markets during the financial crisis. This box
summarises these recording principles.

The public interventions in support of the financial sector covered a wide range of operations.
Eurostat has based its statistical recording on the established principles of the European System of
Accounts 1995 (ESA 95), which have been applied to the specific circumstances of the financial crisis.

Recapitalisations of banks and other financial institutions through purchases of new equity at
market prices are recorded as financial transactions without any (immediate) impact on the
government deficit/surplus. If the purchase takes place above the market price, a capital transfer
for the difference is recorded, thereby negatively affecting the government budget balance.
The purchase of unquoted shares in banks (such as preferred shares) is recorded as a financial
transaction as long as the transaction is expected to yield a sufficient rate of return under
EU state aid rules.

Loans are recorded as financial transactions at the time they are granted, if there is no irrefutable
evidence that the loans will not be repaid. Any subsequent cancellations or forgiveness of loans
will lead to a recording of a capital transfer.

Asset purchases involve the acquisition of existing (possibly impaired) assets from financial
institutions. The market value of some assets may be difficult to determine. In this respect,
Eurostat has decided on a specific “decision tree” for valuing securities. In short, if the purchase
price paid by government is above the market price (the latter being determined as the price
either a) on an active market or b) at an auction, or determined c) by the accounting books of the
seller or d) by a valuation of an independent entity), a capital transfer for the difference between
the purchase price and the market price has to be recorded. If the assets are sold later, under
similar market conditions, but at a lower price than the purchase price paid by government, the
price difference should be recorded as a capital transfer.

Government securities lent or swapped without cash collateral in temporary liquidity schemes
are not counted as government debt; neither are government guarantees, which are contingent
liabilities in national accounts. Provisions made for losses on guarantees are not recorded in the
national accounts. A call on a guarantee will usually result in the government making a payment
to the original creditors or assuming a debt. In both cases, a capital transfer will be recorded from
government for the amount called.

Recapitalisations, loans and asset purchases increase government debt if the government has to
borrow to finance these operations. Interest and dividend payments, as well as fees received for

securities lent and guarantees provided, improve the government budget balance.

1 Prepared by Julia Catz and Henri Maurer.
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Governments have in some cases created new units or used existing units outside the general
government sector to support financial institutions. This raises two additional issues: first,
the sector classification of the new unit must be determined (i.e. outside or inside the general
government sector); second, even if the unit is classified outside the general government sector,
certain transactions carried out by this unit may need to be re-routed through the government
accounts.

For the sector classification of a newly created entity, Eurostat has decided that government-
owned special-purpose entities, which have as their purpose to conduct specific government
policies and which have no autonomy of decision, are classified within the government sector.
On the contrary, majority privately-owned special-purpose entities with a temporary duration, set
up with the sole purpose to address the financial crisis, are to be recorded outside the government
sector if the expected losses that they will bear are small in comparison with the total size of their
liabilities.

As to the rescue operations undertaken by a public corporation classified outside general
government, Eurostat has decided that these operations should be subject to re-arrangement
through the government accounts (with a concomitant deterioration of government balance and
debt), if there is evidence that the government has instructed the public corporation to carry
out the operations. In the specific case of central bank liquidity operations, these operations
fall within the remit of central banks to preserve financial stability and therefore should not be
re-routed through the government accounts.

In its October 2009 press release on government deficit and debt, Eurostat also published
supplementary information on the activities undertaken by the European governments to support
the financial sector (e.g. government guarantees, the debt of special-purpose entities classified
outside the government sector, temporary liquidity schemes). This is essential to gauge the fiscal
risks arising from governments’ contingent liabilities and the liabilities of newly created units
that are classified inside the private sector.

An assessment of the net fiscal costs of
government support to the banking sector
requires a long horizon, which goes beyond
the year in which such support was effectively
provided. In the short term, the (net) impact of
the various measures to support the financial
sector on the government deficits has so far
been very small (i.e. below 0.1% of GDP for
the euro area as a whole). The direct impact
on government debt levels will strictly
depend on the borrowing requirements of the
governments to finance the rescue operations
(see Box 1). As can be seen in Table 1, euro
area government debt on balance increased

by 2.5% of GDP by the end of 2009 due to
the stabilisation measures. At the country
level, Belgium, Ireland, Luxembourg and the
Netherlands witnessed the most noticeable
increases in government debt by 6.4%, 6.7%,
6.6% and 11.3% of GDP, respectively. In the
case of France, the relatively small impact
on government debt (i.e. 0.4% of GDP) is
due to Eurostat’s decision on the statistical
classification of majority privately-owned
special-purpose entities, set up with the
sole purpose to address the financial crisis
(see Box 1). Following this decision, the Société
de Financement de I’Economie Frangaise
(SFEF) is recorded outside the government
sector. As a result, the amounts borrowed by
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the SFEF with a government guarantee do not
affect the general government debt, but only its
contingent liabilities.

In addition to the direct impact on deficits and
debt, the assessment of the fiscal implications
of bank rescue operations needs to take account
of the broader fiscal risks governments have
assumed as a result of such operations. Although
their effect may not be visible in the short term,
such fiscal risks may have an adverse impact
on fiscal solvency over the medium to long
term (see also Chapter 5). As a result of the
financial crisis, governments have assumed two
fundamental types of fiscal risks.

The first is related to the governments’
contingent liabilities (e.g. further guarantees
and/or recapitalisations may be required).!
By the end of 2009 the implicit contingent
liabilities related to the financial rescue measures
represented at least 20% of GDP for euro area
governments (excluding government guarantees
on retail deposits; see Table 2). The potential
fiscal risks are sizeable for all countries that
have  provided a guarantee  scheme.
The government of Ireland has taken on more
implicit contingent liabilities than any other
euro area government (around 172% of GDP,
excluding a blanket guarantee on retail deposits).
At the end of 2009 state guarantees available to
the financial sector expired in some euro area
countries, while they were extended in most
others. The explicit contingent liabilities from
state guarantees that were actually provided to
the banks and special-purpose entities on
balance amount to about 9.4% of GDP
(see Table 2). Accordingly, by end-2009, less
than half of the total amounts committed had
been effectively used. The probability that such
explicit fiscal risks will materialise depends on
the credit default risk of the financial institutions
that made use of the guarantees.

The second source of fiscal risks relates to the

effects of financial sector support measures
(e.g. bank recapitalisations, asset purchases
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and loans) on the size and composition of
governments’ balance sheets (see IMF 2009d).
In principle, these interventions do not increase
a government’s net debt, as they represent an
acquisition of financial assets. However, their
ultimate impact on fiscal solvency will depend
on how these assets are managed, on possible
valuation changes which could negatively affect
the net debt ratio, and on the proceeds from the
future sale by governments of these financial
sector assets. As reported in Box 2, experience
shows that the recovery rates tend to be well
below 100%.

The fiscal costs of support to the banking sector
are partially offset by the dividends, interest and
fees paid by the banks to the governments in
exchange for financial support. For some euro
area countries, this is a considerable source
of revenues. At the same time, this price tag
attached to bank support provides market-based
incentives for the financial institutions involved
to return the capital and loans received from the
government and to issue debt securities without
a government guarantee as market conditions
normalise. Indeed, already in the course of 2009,
several banks were able to repay the loans from
government or to issue debt securities without a
government guarantee.

Finally, an assessment of the net fiscal costs of
government support should also weigh these
costs against the economic and social benefits
of the interventions, as they were successful
in stemming a collapse of the financial system
and a likely credit crunch. A quantification of
these benefits is difficult as it would require an
estimate of the output and job losses following
the default of systemic financial institutions and
a breakdown of the financial system.

13 See ECB (2009g), Box 10 entitled “Estimate of potential future
write-downs on securities and loans facing the euro area banking
sector”.



Since the Second World War systemic banking crises have been relatively rare occurrences in
developed countries and tended to be local in nature and related to country-specific imbalances.
In this respect, the recent period of financial turmoil is unprecedented, owing to its global reach,
and this naturally limits the scope of comparability with past episodes. This notwithstanding,
past experiences may offer useful guidance on appropriate crisis management and exit strategies.
This box therefore reviews the common features of several past systemic banking crises and the
medium-term fiscal costs of government interventions in advanced economies.’

Banking crises frequently occurred in the aftermath of pro-cyclical policies, lax financial
regulation and exceptionally fast credit growth. In some cases, banks took excessive risks
(often in the real estate or stock markets) during periods of strong economic growth, which then
materialised when the economy was hit by major internal or external shocks. In other cases,
financial crises were related to the excessive dependence of banks on short-term financing.

Government intervention tended to be based on a combination of measures aimed at restoring
confidence in the financial system and supporting the flow of credit to the domestic economy in
order to prevent a credit crunch. A first line of defence usually consisted of a guarantee fund or a
blanket guarantee. The nature of the guarantees varied depending on country-specific conditions.
Capital injections were also provided to those institutions facing liquidity or solvency problems
for the purpose of restoring banks’ required capital ratios. In exchange, governments acquired
ownership of bank shares or proceeded to outright nationalisation. Non-performing bank assets
were in some cases removed from bank balance sheets and transferred to asset management
companies, which would later sell these assets again. In the case of publicly owned asset
management companies, the proceeds from the sale of assets partially offset the fiscal costs
related to bank rescue operations.

The estimated fiscal costs of government intervention in the banking sector vary substantially
across studies depending on the methodology used for their derivation and the definition of
fiscal costs.® Some studies recognise only government outlays as fiscal costs, whereas others also
take into account the revenue side of government finances. The literature identifies three main
channels through which to assess the fiscal costs of financial instability,* namely: (i) direct bailout
costs (either excluding or including the future sale of financial sector assets acquired by the
government), (ii) a loss of tax revenues from lower capital gains, asset turnover and consumption,
and (iii) second-round effects from asset price changes on the real economy and the cyclical
component of the budget balance, and via government debt service costs. These fiscal costs have
to be weighed against the economic and social benefits of stabilising the financial sector.

—_

Prepared by Maria Grazia Attinasi.

For more detailed analyses, see Caprio and Klingebiel (1996), Laeven and Valencia (2008), Eschenbach and Schuknecht (2002),
Jonung, Kiander and Vartia (2008) and Jonung (2009).

Two approaches to estimating fiscal costs can be applied. The bottom-up approach sums up all government measures related to a crisis,
although some of these measures are difficult to quantify, especially if they are carried out by institutions classified outside the general
government sector. This approach was followed in Laeven and Valencia (2008). The top-down approach starts with the government
debt-to-GDP ratio before the crisis and assumes that any changes in the ratio are related to the financial crisis. This approach, which
also includes debt changes which are unrelated to the crisis, is followed in Reinhart and Rogoff (2009).

See, for example, Eschenbach and Schuknecht (2002).
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Finland September 1991 12.8 1.7 133

Japan November 1997 14.0 0.1 0.7
Norway October 1991 2.7 2.1 77.8
Sweden September 1991 3.6 3.4 94.4

Source: Laeven and Valencia (2008).
Note: The starting date was identified by Laeven and Valencia (2008) based on their definition of systemic banking crises.

The table above shows the estimated gross fiscal costs as well as the estimated recovery rates for
selected past systemic banking crises in advanced economies (i.e. Finland, Japan, Norway and
Sweden) using available estimates. Gross fiscal costs are estimated over a period of five years
following the occurrence of the financial crisis. The highest fiscal costs were recorded in Japan
(around 14% of GDP within five years of the start of the crisis), while they were relatively
modest in Norway and Sweden (around 3-4% of GDP).

The recovery rates in the last column of the above table indicate the portion of gross fiscal
costs that governments were able to recover, by way of, for example, revenues from the sale of
non-performing bank assets or from bank privatisations. Recovery rates usually vary significantly
across countries, depending on country-specific features, such as the modality of government
intervention, the quality of acquired financial sector assets, exchange rate developments and
market conditions when the assets were sold by government. IMF estimates® show that Sweden
was able to reach a recovery rate of 94.4% of budgetary outlays five years after the 1991 crisis,
while Japan had recovered only about 1% of the budgetary outlays five years after the 1997
crisis. However, by 2008 the recovery rate for Japan had increased to 54%.

The medium-term fiscal costs of financial support depended to a large degree on the exit strategies
governments adopted to reduce their involvement in the financial system once the situation returned
to normal and on the recovery rates from the sale of financial assets. The exit strategies can be seen
as comprehensive programmes to reverse anti-crisis measures taken during a financial crisis. When
deciding on an exit strategy, the key variables are timing (i.e. the moment and speed at which the
government plans to phase out the measures, for example, by withdrawing government guarantees)
and scale (i.e. the degree to which the government wishes to return to pre-crisis conditions, for
example, by reducing government ownership in the banking sector). In the past banking crises
reviewed in this box, concrete exit strategies were rarely specified ex ante. If nationalisation of a
substantial part of the banking sector occurred or the government acquired large amounts of assets,
government holdings were sold once the crisis was over. As the Swedish experience shows,® the
key determinants for the successful management of a financial crisis include swift policy action,
an adequate legal and institutional framework for the resolution procedures, full disclosure of
information by the parties involved, and a differentiated resolution policy that minimises moral hazard
by forcing private sector participants to absorb losses before the government intervenes financially.’

5 IMF estimates show that average recovery rates for advanced economies are about 55% and are influenced, among other factors, by the
soundness of the public financial management framework. For more details, see IMF (2009a).

6 See Jonung (2009).

7 Honohan and Klingebiel (2000) also find that crisis management strategies have an impact on the fiscal costs of financial crises.
Their analysis shows that crisis management practices such as open-ended liquidity support, regulatory forbearance and an unlimited
depositor guarantee lead to higher fiscal costs than less accommodating policy measures.
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The response of euro area governments to
the financial crisis was timely, necessary
and unprecedented. Governments acted in a
coordinated manner, in respect of the temporary
framework adopted under the EU state aid rules
and within the guidelines issued by both the
European Commission and the ECB/Eurosystem.
Their interventions were successful in stemming
a confidence crisis in the financial sector and
averting major adverse consequences for the
economy.

Nonetheless, government support to the banking
sector has substantial implications for fiscal
policy. As discussed in this chapter, in addition to
the direct impact on government accounts (i.e. the
impact on deficits and debt), a comprehensive
assessment of the fiscal implications of bank
support measures needs to take account of the
broader fiscal risks governments have assumed
as a result of these operations. Based upon the
principles for the statistical recording of the
public interventions, the impact on the euro area
countries’ government deficits has been limited
so far, whereas the impact on gross debt levels
has been substantial. Moreover, as a result of
these interventions, governments have assumed
significant fiscal risks, which may threaten fiscal
solvency in the medium to long term. The major
sources of fiscal risks are possible further capital
injections, guarantees to the banking sector
which may be called and the increase in the
size of governments’ balance sheets. The large
amount of assets acquired by governments as a
counterpart of support measures is vulnerable
to valuation changes and to the potential losses
that may result once these assets are disposed
of. Therefore, looking ahead, the risk of the
government debt ratio rising further cannot be
ruled out.

Finally, during the current crisis, a more indirect
effect on fiscal policy has been at work as
governments’ decision to support the banking
sector has affected investors’ perceptions of
countries’ creditworthiness. From a public
finance point of view, these indirect effects

are also relevant as increased risk aversion
towards governments may reduce investors’
willingness to provide long-term funding to
sovereign borrowers. This would adversely
affect governments’ capacity to issue long-term
debt and may impair the sustainability of public
finances by way of higher debt servicing costs
(see Chapter 4).
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In view of the expected economic fall-out
from the financial crisis, leaders of the G20
countries at their Washington summit of
15 November 2008 set out to “use fiscal stimulus
measures to stimulate domestic demand to rapid
effect, as appropriate, while maintaining a policy
framework conducive to fiscal sustainability”.
On 26 November 2008, the European Commission
launched the European Economic Recovery Plan
(EERP), with the aim to provide a coordinated
short-term budgetary impulse to demand as well
as to reinforce competitiveness and potential
growth.'” The total package amounted to
EUR 200 billion (1.5% of EU GDP), of which
Member States were called upon to contribute
around EUR 170 billion (1.2% of EU GDP) and
EU and European Investment Bank (EIB) budgets
around EUR 30 billion (0.3% of EU GDP).
The stimulus measures would come in addition to
the role of automatic fiscal stabilisers and should
be consistent with the Stability and Growth Pact
and the Lisbon Strategy for Growth and Jobs.

This chapter reviews how euro area fiscal policies
responded to the economic crisis. Section 3.2
discusses the size of the total fiscal impulse to
the euro area economy and its impact on the
budgetary position of the euro area. Drawing
on the literature, Section 3.3 puts forward some
considerations on the effectiveness of automatic
fiscal stabilisers and discretionary fiscal policies
for supporting output growth. Section 3.4
concludes.

The budgetary support or fiscal impulse that the
government can provide to the economy reflects
the initial momentum from public finances, as
broadly captured by the year-on-year change
in the general government budget balance as a
share of GDP. The fiscal impulse can be broadly
decomposed into three categories, comprising
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1) the operation of automatic fiscal stabilisers
associated with the business cycle — equivalent
to the change in the cyclical component of
the