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I. A European Economic Recovery Plan  

The global financial crisis has considerably darkened the economic outlook for 2009. The euro area has entered into recession 
territory and market confidence is low. Financing conditions have tightened, investment as well as bank lending might be 
seriously affected by the financial crisis (See Part II – Economic and financial situation in the euro area). The European 
Commission has therefore adopted a communication on 'A European Economic Recovery Programme', which aims at 
securing confidence in the financial system and mitigating the effects of the crisis on the real economy. The plan was broadly 
endorsed by the Ecofin council. It consists of two pillars: a significant fiscal boost and set of structural reforms. This section 
discusses the central elements of the plan and provides an economic rationale for the measures adopted.  
 

Global financial crisis calls for quick and 
decisive action 

The global financial crisis has impacted the EU 
hard and the current downturn appears to be the 
worst in several decades. Part II of this Quarterly 
Report on the Euro Area discusses the current 
economic situation and points at substantial 
downward risks regarding economic prospects 
for 2009 as well as 2010. The euro-area economy 
has entered into recession territory. Financial 
market conditions remain fragile and are likely to 
be tighter for longer than expected. Confidence 
among households and firms has fallen much 
lower than expected and the slowdown has 
spread to emerging economies with negative 
effects for European exports. A vicious circle of 
falling domestic demand putting a drag on credit 
supply in turn further affecting demand, in 
particular investment could emerge. 

Quick and decisive action is needed to prevent a 
downward spiral. The European Commission has 
therefore adopted on 26 November 2008 a 
communication on A European Economic Recovery 
Plan, which was broadly endorsed by the 
European Council of 12 December. The 
immediate priority of the Recovery Plan is to 
secure full confidence in the financial system and 
to mitigate the potential impact of the crisis on 
the real economy. The Recovery Plan consists of 
two main pillars. 

The first pillar is a major budgetary impulse 
amounting to €200 billion (1.5% of EU GDP) to 
boost demand in full respect of the Stability and 
Growth Pact. It is made up of a budgetary 
expansion by Member States of €170 billion and 
EU funding in support of immediate actions in 
the order of €30 bn. 

A second pillar consists of a number of priority 
actions, grounded in the Lisbon Strategy, and 
designed at the same time to adapt the EU 
economies to long-term challenges and to 
continue implementing structural reforms aimed 
at raising potential growth. 

The need for a fiscal stimulus 

Macroeconomic policies have an especially 
important role to play in the face of a global 
demand shock. Monetary policy authorities have 
already cut interest rates in the light of reduced 
inflationary expectations over the medium-term.  

Fiscal policy is needed to further support real 
economic activity. Restoring confidence is crucial 
and depends on Europe's ability to boost 
demand. Only a significant stimulus package can 
counter the downward trend in demand with its 
negative knock-on effects in investment and 
employment. The discretionary stimulus should 
be enacted timely, i.e. now, and be made in 
addition to the automatic stabilizers, which 
should operate fully. Moreover, it should be 
consistent with the revised Stability and Growth 
pact to ensure confidence in the medium-term 
sustainability of public finances.  Member States 
should commit to reverse the budgetary 
deterioration and return to the aims set out in the 
medium term objectives once the recession is 
over. The stimulus should therefore be 
temporary. 

The fiscal stimulus should be targeted towards 
the sources of economic challenges (e.g. 
increasing unemployment, credit constrained 
firms and households) as this maximizes the 
stabilisation impact of limited budgetary 
resources. The stimulus should thus be targeted 
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to areas where the budgetary multiplier is large 
(see Box 1). Public spending has larger 
multipliers in the short-term compared to tax 
cuts. Public expenditure has direct demand 
effects in the short run if used for the purchase 
of goods and services and investment. Public 
transfers to households have only indirect 
demand effects with the actual multiplier 
depending crucially on households' marginal 
propensity to consume. If transfers are directed 
to unemployed and low-income households, the 
effect of the stimulus is larger than for middle to 
high-income households. In other words, 
transfers to households should be targeted to 
those households that are least Ricardian and will 
actually spend it. 

A further area, where public money can have 
direct positive effects on aggregate demand is 
related to guarantees and loan subsidies. This is 
particularly effective in an environment where 
credit is generally constrained. The guarantees 
can help bridge a lack of short-term working 
capital for companies due to the immediate 
impact of the financial crisis.  Moreover, they are 
a direct response to a central part of the crisis, 
namely the reduced financial intermediation. 

Lower social contributions paid by employers 
can have a positive impact in job retention and 
creation while lower taxation of labour income 
can support purchasing power in particular for 
low wage earners. Temporary reductions in the 
VAT rate can also support consumption in the 
short-run.  

Well designed financial incentives for speeding 
up the adaptation of our economies to long-term 
challenges such as climate change, including for 
example incentives for energy efficiency, could 
further boost demand in the short-run. 

The fiscal response needs to be coordinated 

To be effective, the European fiscal response to 
the crisis needs to be coordinated. In EMU in 
particular, there is substantial scope for 
coordination as fiscal policy stimuli have spill-
over effects across Member States via exports. 
To maximize the impact of a stimulus in a given 
country, European partner countries should 
therefore also engage in a stimulus.  

Moreover, European countries have different 
scope for fiscal action. Fiscal room for 
manoeuvre depends on the fiscal starting 
position, with countries in surplus having more 
room to move than countries with already 
significant deficits. Furthermore, the external 
current account position of a country should be 
taken into account. In countries with major 
external deficit positions, a strong fiscal 
expansion beyond the working of automatic 
stabilizers would only delay needed adjustment 
processes. On the other hand, countries with 
significant current account surpluses might 
already have relied too much on exports as an 
engine of growth. In these countries, a larger 
fiscal expansion would be of significant domestic 
as well as euro-area benefit. 

Combining short-run and long-run benefits 

When using public money, particular emphasis 
should be put on maximizing the return on 
discretionary spending. If public money is used 
to support the productivity of the economy, for 
example in the form of education, R&D and 
infrastructure spending, its short as well as long-
run multiplier is larger than in the case of simple 
transfers for pure consumption purposes. The 
central reason for this result is that public 
spending on productive public inputs has 
immediate demand effects in the short-run. 
Moreover, it increases the productivity of the 
economy in the medium- to long-run. This future 
increase of productivity also has immediate 
short-run effects via expectations of households 
and enterprises. These results are also found in 
modern DGSE models (see Box 1). Empirical 
research supports the notion that public 
investment has relatively strong short-run as well 
as long-run effects on the economy.1   

                                                      
1  See for example: 
 Aschauer, D. (1989), 'Is public expenditure productive?', 

Journal of Monetary Economics, 23, pp 177–200.  
 Heppke-Falk, K., J. Tenhofen. and G.B. Wolff (2006),  

'The macroeconomic effects of exogenous fiscal policy 
shocks in Germany: a disaggregated SVAR analysis', 
Discussion Paper Series 1: 41 Deutsche Bundesbank. 

 Giordano, R, S. Momigliano, S. Neri, and R. Perotti 
(2007), 'The effects of fiscal policy in Italy: Evidence from 
a VAR model', European Journal of Political Economy, 23(3), 
pp 707-733.  
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Box 1: The impact of fiscal policy and structural reforms in the euro area 
Some simulation results 

 
 

The impact of fiscal policy and structural reforms can be assessed with the help of a modern Dynamic Stochastic 
General Equilibrium model (DSGE). DSGE models feature forward looking, optimizing economic agents as well as 
companies. To assess the impact of policy measures in the current situation, DG ECFIN's DSGE model (QUEST, 
see reference below) has been adapted to cater for the fact that an unusually large share of households and firms are 
facing credit constraints. Clearly, the usual caveats apply when interpreting the results as model simulations can only 
provide a guide to the likely effects of fiscal policy.  

In general, the model results support the notion that fiscal policy is a very powerful policy instrument in supporting 
short-run economic activity in a credit-constraint economy. Moreover, the design of fiscal policy matters. As the 
table below shows, different fiscal measures have very different short-run multipliers. In general, expenditure 
measures are a more powerful tool than tax cuts, since the effect of the latter depends on the private sector response. 
For example, tax reductions can lead to an increase of private savings. On the expenditure side, investment appears 
to be among the more powerful fiscal tools. The central advantage of government investment relative to government 
purchases for consumption purposes is that an investment expenditure does not only generate short-run demand but 
also entails future increases in potential output, which have potentially additional positive short-run effects through 
expectation channels. Investment tax credits have the largest multipliers on the real economy, while the multiplier of 
transfers is comparatively small.  

Simulations also show that structural reforms can have significant short-term as well as long-run effects. Increasing 
competition in goods markets, reducing administrative burdens for enterprises as well as lowering the degree of 
imperfect competition in labour markets benefit the economy in the short as well as the long-run. These reforms will 
also help to offset the effect of the fiscal stimulus on debt to GDP ratios. 

 

Effect of fiscal policy and structural reforms on GDP, euro area  
(simulation results from QUEST III model – in %) 

Short-run fiscal multipliers (1) Benefits of structural reforms 
  Year 1  Year 1 Year 5
consumption 0.89 1 pp goods markup reduction 0.13 0.37
investment 1.06 10% reduction in administrative burden 0.42 0.57
transfers 0.59 3% wage markup reduction 0.09 0.72
investment tax credit 1.67   
labour tax 0.6   
VAT 0.68   
    
(1) Fiscal multipliers give effect of 1pp of GDP impulse in the corresponding government spending or revenue item on GDP in 
year 1.  
(2) The structural reform multipliers show the increase of GDP after 1 and 5 years of the respective structural reform.  
Source: Commission services   

  

There are merits in tailoring recovery programmes to starting conditions at Member State level. The size of the fiscal 
impulse should take account of the initial deficit and debt position as well as of the current account surplus/deficit 
positions. The central advantage of a tailored approach is that current account deficits as well as debt are less 
affected in countries with little room for manoeuvre as these countries move less. 

Overall, simulation results highlight the important role of fiscal policy and structural reforms can play in addressing 
the economic consequences of the crisis. A significant European-wide package would help to mitigate the downturn 
and reduce pressure on employment. 

References:  
Ratto M., W. Roeger and J. in 't Veld (2008): "QUEST III: an estimated DSGE model of the euro area with fiscal and monetary 
policy", European Economy, Economic Papers. July  N°353. European Commission. Brussels. 

 



Quarterly Report on the Euro Area IV/2008 

 
 
 

- 8 - 

In practical terms, this suggests to frontload 
public investment in projects which could benefit 
SMEs and could support long-term public policy 
goals such as improving infrastructure 
endowments or tackling climate change. An 
improved quality of public finances will foster 
long-term welfare and growth and also have 
short-run benefits.2 

Regarding some sectors particularly affected by 
the financial crisis, such as the construction and 
automobile sector, the European Commission 
proposes a 'green' initiative, which would consist 
of a public private partnership boosting 
investment into research to increase energy 
efficiency and reduce pollution in construction 
and transport.  

The fiscal stimulus should be accompanied 
by structural reforms that support demand 
and promote resilience 

While the most immediate impact on growth and 
jobs in the short-run needs to come from the 
monetary and fiscal stimulus, a comprehensive 
recovery plan also needs to encompass an 
ambitious structural reform agenda tailored to 
the needs of individual Member States. Some 
structural reforms can also contribute to 
bolstering aggregate demand in the short term. 
Moreover, structural reforms can strengthen the 
economy's adjustment capacity needed for a 
rapid recovery.  

The Lisbon strategy encompasses structural 
reforms that could also be an appropriate short-
term policy response to the crisis. In particular, 
Member States should consider supporting 
consumer purchasing power through improved 
market functioning leading to price reductions. 
They should also address competitiveness 
problems by reinforcing the link between wage 
setting mechanisms and productivity 
developments and should support employment 
and labour market transitions by improving 
flexibility of working time arrangements and 
enhancing employment services.  

                                                      
2  Kneller, R., M.F. Bleaney and N. Gemmell (1999), 'Fiscal 

policy and growth: evidence from OECD countries', 
Journal of Public Economics, vol. 74(2), pages 171-190, 
November.   

The Recovery Plan proposes a set of measures 
that are particularly relevant to cushion the 
impact of economic slowdown and facilitate a 
quick rebound. These include a major European 
employment support initiative – with simplified 
criteria for the European Social Fund – as well as 
revised rules for the European Globalisation 
Adjustment Fund and active inclusion and 
integrated flexicurity policies. Administrative 
burdens for small businesses should be eased by 
quickly implementing the European Small 
Business Act while at the same time access to 
financing has to be enhanced.  Europe should 
also continue to invest in the future by 
improving infrastructure, for example in 
broadband infrastructure projects and by 
boosting research and investment in 'green' 
technologies and products, e.g. by improving 
energy efficiency in buildings.  

The financial crisis and the subsequent squeeze 
on financial resources in the public and private 
sector risk delaying planned R&D and education 
investments. Such decisions would amount to 
major capital and knowledge destruction with 
very negative effects for Europe's growth and 
employment prospects. Member States should, 
instead, follow the examples of those countries 
that have had the foresight to increase R&D and 
education expenditure in such difficult economic 
times. Such policies will boost long-run potential 
and prevent immediate negative effects on 
demand of otherwise reduced R&D and 
education spending. 

Finally and crucially, structural reforms – either 
by making public expenditure more efficient or 
by raising structural growth rates – will also help 
offset the inevitable consequences of a 
discretionary fiscal stimulus on the sustainability 
of public finances in the longer run. 

Working towards global solutions 

The challenges the EU is facing are part of the 
global macro economic challenges highlighted by 
the recent Summit on Financial Markets and the 
World Economy in Washington. The Recovery 
Plan will form part of the EU's contribution to 
closer international macro-economic co-
operation. A central challenge in the years to 
come will be to keep global trade moving. This 
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implies that Europe will continue to contribute 
to global free trade agreements. 

Conclusions 

Summing up, a coordinated European response 
to the emerging crisis and deteriorating economic 
situation is warranted. The response should 
feature a major fiscal stimulus amounting to 
200 billion Euros of which 30 billion would be 
funded by the EU and 170 by the Member 
States.  Member States have already undertaken a 
number of fiscal measures to mitigate the effects 
of the crisis. The focus of the stimulus  

programme should be on those people most in 
need of public support as well as on projects 
which have – besides short-run effects – also 
significant long-run benefits. Investment into 
infrastructure, R&D and environment-friendly 
technologies will contribute to help Europe 
emerge stronger from the crisis. The fiscal 
stimulus should also be accompanied by 
structural reforms that support demand in the 
short-term, promote economic resilience, 
increase long-run sustainability of public finances 
and offset the negative impact of the economic 
slowdown on potential growth.




