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Why EU fiscal rules?

To: M. Lamfalussy

Copy to: Dr. Baer

From: Claudio Borio

Macro-fiscal policy co-ordination in an EMU

- the need to avoid disproportionate use of Community savings by

one country;

- a possible bias towards lack of fiscal restraint;

Source: Archive of the Delors committee:
https://www.ecb.europa.eu/ecb/access_to_documents/archives/delors/html/index.en.html



Why EU fiscal rules?

Ratcheting-up effect: Government debt levels increase during
crisis but never return to pre-crisis levels.
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EU fiscal rules: status quo

2 reference values/thresholds
3% of GDP for general government deficit (1992)
60% of GDP for gross general government debt (1992)

Operational anchor

Medium-term budgetary objective (MTO):country-specific targets, net of cyclical
factors and one-offs (2005)

3 operational rules

2 for deficit reduction

e Structural budget balance (since 2005)

* Expenditure benchmark (since 2011)

1 for the reduction of the debt-to-GDP ratio (since 2011)

Many flexibility provisions

Structural reforms, investment, unusual events, severe economic downturn, margin of

discretion etc. .



National fiscal rules in the EU

2011 SGP reform (six-pack) underscored importance of supporting EU
rules with national frameworks including national fiscal rules

Number of numerical fiscal rules within the EU 1990 - 2021
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Have EU fiscal rules worked?

Gross government debt (in % of GDP)
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Note: Countries are grouped based on their average debt levels in 2011-2019.
Low debt = EU countries with government debt <= 60% of GDP (in 2011-2019
on average). High debt: EU countries with 60% of GDP > government debt >=
90% of GDP. Very high debt: EU countries with government debt > 90% of GDP.

Source: EFB



Tracking compliance with EU fiscal rules

Average compliance score, 1998-2022
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Source: Compliance tracker, Secretariat of the European Fiscal Board



Tracking compliance with EU fiscal rules

Average compliance score (two subperiods)
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Tracking compliance with EU fiscal rules

Overall compliance scores

(Overall compliance scores are calculated as averages over 1998-2021 and the four fiscal rules of
the SGP)
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https://commission.europa.eu/business-economy-euro/economic-and-fiscal-policy-coordination/european-fiscal-board-efb/compliance-tracker_en
https://commission.europa.eu/business-economy-euro/economic-and-fiscal-policy-coordination/european-fiscal-board-efb/compliance-tracker_en

Tracking compliance with EU fiscal rules

False sense of safety in boom periods
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Numerical Compliance with EU Fiscal Rules: Facts and Figures from a New Database - Intereconomics
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https://www.intereconomics.eu/contents/year/2023/number/1/article/numerical-compliance-with-eu-fiscal-rules-facts-and-figures-from-a-new-database.html

Tracking compliance: EU vs national rules

, : |
» Compliance with NUMERICAL FISCAL RULES |
national fiscal rules Article 5
tends to be , . _
Each Member State shall have in place numerical fiscal rules

associated with

which are specific to it and which effectively promote

compliance with EU compliance with its obligations deriving from the TFEU in the

fiscal rules. area of budgetary policy over a multiannual horizon for the
general government as a whole. Such rules shall promote in
particular:

» Encouraging result
and in line with the
design of EU fiscal
framework

(a) compliance with the reference values on deficit and debt set
in accordance with the TFEU;

(b) the adoption of a multiannual fiscal planning horizon,
including adherence to the Member State’s medium-term

budgetary objective. /\J

Council Directive 2011/85/EU of 8 November 2011 on
requirements for budgetary frameworks of the Member
States
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The role of institutions

Figure 8
Quality of governing institutions and compliance with fiscal rules, 1998-2021
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Sources: European Commission, World Bank Group (WGI), own calculations.

Larch, M., J. Malzubris, S. Santacroce (2023) Numerical Compliance with EU Fiscal Rules: Facts and Figures
from a New Database, Intereconomics, 58(1): 32-42



The role of IFls: their impact in practice

Empirical research suggests IFIs are associated
with better fiscal performance

> In terms of reduced optimistic bias/more prudency in
forecasting: Jonung and Larch (2006); Beetsma et al.
(2019); Beetsma et al. (2022).

» In terms of improved fiscal performance: e.g. Debrun,
X. and Kinda T. (2017), Capraru, B., Georgescu, G.,
Spincean, N. (2022).

» In terms of lower sovereign borrowing: IMF (2017),
Jalles, J. T. (2019).
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The role of IFls: two basic facts

Two basic facts about independent (fiscal)
institutions

1. Independent institutions are (by now) a standard
feature of many democratic societies (e.g. central
banks, court of auditors, competition authorities,
financial supervisors, and more recently IFIs)

2. Democratic policy making insists on accountability
through legitimacy: unelected bodies are ‘contaminants’

15



The role of IFls: why we need them

Basic equation of democratic power

Government + accountability (read election) = legitimacy

Government + complexity + accountability (read election)
+ legitimacy

Government + complexity + transparency via IFIs +
accountability (read election) = legitimacy




The role of IFls: why we need them

Economic profession underscores failures

S Fischer (AERPP 1995): Why shield MP from political
pressure and not FP?

A Blinder (Foreign Policy 1997): Is government too
political?

E Maskin (ECB keynote 2016): Should FP be set by
politicians?




The role of IFIs: causality

Better fiscal
performance

Fiscalrules ==  IFls =) -

Underlying national preferences

Fiscal rules )

18



The role of EU IFls

»NFR: formal compliance
assessment by EU IFIs and
numerical compliance
correlate...

>... but diverge in some
countries contributing to
growing debt levels.

Why?

- flexibility in rules

- revisions of key indicators

- EU IFIs assessment
precedes COM assessment
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Current rules

Looking ahead

MTO

Annual benchmark ASB 0.5 %

of GDP and or 1/20t" of Dt -
60%

Deficit, debt, SB, EB
Structural

Annual check

Very restrictive conditions

Unusual events, severe
economic downturns, cycle,
debt ratio, other relevant
factors

Source: EFB

Public debt ratio

Bespoke path (4 or 7
years) towards plausible
reduction of debt ratio

EB
Nominal (?)

Check over medium term
with control account

Add up to 3 years to
adjustment period

One escape clause (EU-
wide and national)

Anchor

Adjustment

Operational rule
Metric

Compliance
Reforms and

investment
Flexibility
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Looking ahead

Legislative reform proposal aimed to
strengthen role of IFls

Macroeconomic and budgetary forecasts (annual +
multiannual)

Sustainability assessment underpinning gov.
medium term plan

Impact of policies on sustainability

Monitoring of EU rules + national fiscal rules

© )
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Looking ahead: are expenditure benchmarks superior?

log(real GDP)

Scarring effects after major downturns

Output (black) and OG-based crises counterfactuals (blue) - FRA

Output (black) and OG-based crises counterfactuals (blue) - DEU
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Source: Larch, M, P Claeys, W van der Wielen (2022) Scarring effects of major economic
downturns: the role of fiscal policy and government investment, EFB conference 2022
https://ec.europa.eu/info/sites/default/files/economic growth after major economic downturns t
he role of fiscal policy and government investment-paper.pdf
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https://ec.europa.eu/info/sites/default/files/economic_growth_after_major_economic_downturns_the_role_of_fiscal_policy_and_government_investment-paper.pdf
https://ec.europa.eu/info/sites/default/files/economic_growth_after_major_economic_downturns_the_role_of_fiscal_policy_and_government_investment-paper.pdf

Looking ahead: are expenditure benchmarks superior?

Implications for fiscal policy: what are we trying to stabilise?
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Thanks for your time!

Visit the EFB at:
https://ec.europa.eu/european-fiscal-board

24
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