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The Outline

Fiscal positions in the euro area: Where 
do we stand?
Why fiscal consolidation?
Consequences of non-consolidation
Feasible consolidation strategies  
Criteria for successful consolidation
The German position: risks and 
challenges

Dr. Werner Becker, 27.02.2012



Page 3

Where do we stand?
• Sovereign debt crisis in euro area since 2010 has created severe 

confidence problems for investors, savers and the real economy. 
• Euro area’s government debt ratio has soared from 66% of GDP in 

2007 to 89% in 2011. However, government debt varies widely from 
below 60 % in four small member states via about 82% - 85% in 
Germany and France to 120% in Italy and over 160% in Greece.

• Overall budget deficits are expected to decline in 2012 from the 
high levels of 2011, which ranged from 1.0% of GDP in Germany 
via 4% in Italy, 6% in France and Spain to 8% in Greece and 10% in 
Ireland. 

• Despite numerous rescue packages there is no light at the end of 
the tunnel. Money can buy time but not confidence.

• Growth is weak and several euro countries are in a recession 
(minus 0.5% in 2012 after 1.6% in 2011; D: 0 after 3.0% in 2011).
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Why fiscal consolidation?

Fiscal consolidation is not a l‘art pour l‘art. There are five 
good reasons for fiscal consolidation:

1. Restoring confidence in order to avoid higher interest rates and 
interest rate burden for euro problem countries 

– Credibility can be borrowed by pegging the exchange rate (read in terms of 
European debt crisis: by considerable rescue packages), but it must be 
repaid from the credibility earned by domestic policies (Peter B. Kenen)

2. Creating room for fiscal buffers in order to cope with exceptional 
circumstances: e.g. recession, banking crisis

3. Taking measures of precaution for rising demographic costs
4. Paving the way for growth-friendly tax reduction policies
5. Supporting the monetary policy of the ECB
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Nevertheless, fiscal consolidation is 
a bone of contention

A) Fundamental dispute between doctrines 
„Keynes“ vs. „confidence“

B) Main arguments against consolidation
1. Recession will be intensified („Kaputtsparen“)
2. Negative effects on the labour market
3. Consolidation leads to social injustice
4. Risks for political stability
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Risks of non-consolidation
a) High and even increasing interest cost for government 

bonds of euro problem countries; 
b) Rising inflationary expectations (and higher real interest 

rates in the future);
c) Risk of a severe slump of the real economy (as in 2009);
d) The stock of public debt is too high in many member 

countries. Empirical studies show that growth will be 
hampered if the debt ratio is greater than 90% of GDP. 

e) Risk of overburdening the “donor countries” and a 
breakdown of the monetary union 
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Feasible consolidation strategies 
• The aim of consolidation is to establish sustainable fiscal 

positions in all euro area countries in order to regain the 
confidence of the financial markets and the population 

• There are three options: 1. consolidation via tax hikes 
only, 2. expenditure cuts only, 3. mixture of both options.

• Any fiscal consolidation is challenging. Yet, every crisis 
offers a window of opportunity to turn things to the better. 
The political will is crucial. 

• Example for successful consolidation: Canada had 
excessive deficits from 1990-1995, then embarked on a 
consolidation path and achieved a 10-year period of 
budget surplus and growth rates over 3% on average.
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Criteria for consolidation
• There is no panacea for successful consolidation but some criteria 

– Timing, scale and composition of fiscal adjustment will need to 
be tailor-made according to the specific conditions of a country. 

– Consolidation implies sacrifices on the part of the weak 
members of a society – therefore social equity is important, e.g. 
spending cuts should be associated with an increase in income 
tax on high earners (example: „Reichensteuer“ in Germany). 

– It seems to be wise to rely on medium-term fiscal consolidation 
strategies to gradually reduce excessive public debt ratios. 

– Growth-oriented budget items such as innovation and education 
to be exempted from cuts (buzzword: “qualitative consolidation”)

– Structural reforms are essential to boost growth and tax base.
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What can we really expect in the current 
political and economic environment?

• In general, success in consolidation has been 
associated with a positive development of growth

• Views are split regarding the most appropriate 
consolidation strategy to follow.

• There are two lost years of erratic management in 
European debt crisis. However, there is hope

– that the considerable consolidation efforts in Italy and Spain 
under new governments will continue to bear fruit in form of 
lower interest rates for government bonds; 

– that Ireland continues to make remarkable headway and has a 
realistic chance to return to capital markets in due time. 

• Portugal is not yet out of the woods and Greece has a 
very long way to go. 
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The German position: risks and 
challenges

• Germany and France have joint role in leadership;
• Germany and the other „donor countries“ bear the 

substantial (potential) burden of the rescue operations;
• Germany has been growth engine for Europe in 2010/11 

(growth rates of 3.6% and 3.0% respectively); 
• Germany benefits from post-unification strengthening of 

competitiveness by structural reforms, wage restraint 
and substantial restructuring of firms; 

• The German upswing is expected to continue after a 
growth break in the winter half year. There is no 
necessity and no room for fiscal stimuli given high public 
debt levels and unfavourable demography. 
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The German position: risks and 
challenges (continued)

Germany should be role model in the matter of fiscal 
discipline and stability culture 
– The fiscal compact agreement is not a fiscal union but 

a tool to revive fiscal discipline while leaving fiscal 
responsibility on the part of member countries

– Implementation of fiscal compact (e.g. reformed SGP, 
debt brake) needs leadership to strengthen incentives 
for fiscal discipline and to revive the no-bail out clause

– German debt brake is making impact: deficit in 2011: 
1% of GDP; structural deficit of federal government 
shall not exceed 0.35% of GDP as of 2016

– Model role for implementing the reformed SGP given 
the substantial risks that the new pact will be diluted 
in the political process 



Let me conclude by quoting Prof. Wolfgang Reitzle, 
Chairman of the Board of Linde AG: „If we allow the 
monetary union to shipwreck, Germany is likely to 
become a lovely island, comparable to Switzerland“. 
(„Wenn wir sogar noch die Währungsunion 
versemmeln, wird D eine hübsche Insel werden, so 
wie es auch die Schweiz ist.“)
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Thank you very much for your attention!

Dr. Werner Becker
E-Mail: werner_karl_becker@t-online.de 



Annex

• Supplementary transparencies



There are many reasons for rising public debt

Dr. Werner Becker, 27.02.2012

1. Low interest rates in the euro area since the 1990s and 
easy access to euro capital markets 

2. Reliance on debt-financed growth models
3. Lack of structural reforms to stimulate competitiveness, 

exports and growth
4. Rescue packages for banks during financial crisis 2008 
5. Severe world recession in 2009 and pump-priming 

programmes to stimulate the economy  
6. Different philosophies in euro area countries concerning 

stability culture



There is plenty food for thought
• In the European debt crisis nothing is normal: Thus, basic models of 

economists such as Keynesian deficit spending are on trial. 
• Is there a paradigm shift regarding Keynes? Confidence has become 

the buzzword. There are three areas of action to regain confidence:
– Fiscal consolidation
– Watertight fiscal rules for the future (i.e. implementing “fiscal compact”)
– Structural reforms in order to boost growth and competitiveness

• Medium-term consolidation strategies and structural reforms are 
essential to create sustainable budget positions that will convince 
markets and population. 

• Consolidation will have negative effects on business activity in the 
short term. Yet, this risk has to be weighed against those risks, which a 
lack of confidence involves in the short and long-term. 
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Historical precedent: Canada 
had a long period with budget surplus after 

excessive deficits (surplus/deficit p.a. in % of GDP)
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