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Motivation

e Conclusions of Barnes et al. (2013):
— “Over the very long term, the new fiscal rules imply very low levels of debt.”
— “The requirements can thus not be considered to be a permanent approach.”

— “... discretion will be needed in implementing the rules.”

* Key questions of our contribution:
— Has the EU fiscal framework really been sufficiently reinforced?
— Do we really need a less binding framework?

— Is discretion really required and not stronger automaticity?
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The SGP has already been in place since 98/99 ...

Stability and Growth Pact

Preventive arm

A 4

Definition of country-specific budgetary

objectives (MTO)
v

Surveillance of implementation of annual

Programs/compliance with adjustment path
v

Decision on significant deviation from
adjustment path

v

Recommendation for correction

!

Decision on effective action

 Sources Koester, Mohl and van Riet forthcoming): ECB Occasional Paper Seres

Corrective arm

v

Deficit and debt reporting by MS, checked by,

Eurostat

A 4

Decision on excessive deficit and/or debt

v

Recommendation for deficit reduction

v

Decision on effective action

v

Decisions on financial sanctions (fines)
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Despite the SGP, fiscal deficits have been moving

targets in the euro area

Fiscal plans vs fiscal outcomes of structural balances in % of GDP
(euro area weighted averages)

1.0
sp SP
0.0 T T T Q'D T T ﬁl{oz T T T O‘7/0I8 T T T 1
00/01
A SP
-1.0 SP L _— Sp \ 0670 P
99 /06 02/03 / \
08/99 sp SP 11
05/06 /
'3.0 >
SP
7 04/05 . 85 /F;g
-4.0 actual /’
-5.0 /
-6.0
SP
09/10
-7.0
1998 2000 2002 2004 2006 2008 2010 2012 2014

Notes: MTO in % of GDP based on 2012 data, BB = balanced budget, EMU membership in bold, until 2002 only cyclically-adjusted data.
Source: ex post data from European Commission.
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Non-compliance with the MTOs has been the rule,

not the exception

Stuctural net lending (+) / borrowing (-) (in % of GDP)

MTO

2012 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
Belgium 0.50
Germany -0.50
Estonia >0 0.4 15 0.1
Ireland -0.50 1. . . 0.3 1.6 1.7 2.3
Greece BB
Spain >0 03 0.8 1.6 1.0
France BB
Italy BB
Cyprus BB
Luxembourg 0.50
Malta BB
Netherlands -0.50
Austria -0.45
Portugal -0.50
Slowenia BB
Slovakia BB
Finland 050 08 55 43 42 33 25 28 3.0 24 24 1.0
Euro area 12 29 31 33 30 -26 -21 -20 -29 46 44 35 -22 -13 -15

Notes: MTO in % of GDP based on 2012 data, BB = balanced budget, EMU membership in bold, until 2002 only cyclically-adjusted data.

Source: ex post data from European Commission.




Despite repeated non-compliance, sanctions have

never been imposed in the corrective arm of the SGP

Net lending (+) / borrowing (-) (in % of GDP)

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014
Belgium 06 00 04 01 01 -01 -25 04 -01 -1.0 -3.0
Germany 16 11 31 38 -42 -38 33 -16 02 -01 08 -02 02 00
Estonia -0.2 -0.1 03 1.7 16 16 25 24 -29 20 0.2 1.1 -11 -05 0.3
Ireland . 4.7 09 -04 04 1.4 1.7 2.9 0.1

Greece
Spain
France
Italy
Cyprus
Luxembourg
Malta
Netherlands
Austria
Portugal
Slovenia
Slovakia . .
Finland 17 70 51 42 26 25 29 42 53 44 25 -25 -06 -18 -12 -10
Euro area -5 01 -20 -27 31 -29 25 -14 -07 -21 63 62 41 33 -26 -25

Note: EMU membership in bold.

Source: ex post data from European Commission.
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Main reforms of the EU fiscal framework since 201 |

e Euro+ pact
 European Semester

e Six-pack
=> six EU legislative proposals of which four are fiscal — entered into force in
December 201 |

 Treaty on Stability, Coordination and governance in the EMU (TSCG),
which includes the fiscal compact
—> signed by HoSoG with the exception of the UK and the CZ on 2 March

2012
—> entered into force on | January 2013

 Two-pack
—> two regulations proposed by the EU COM in November 201 |
—> still in the trialogue negotiations between the EU Council, the EU COM and
the EP; expected to be finalised in early 2013
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The impact of the six pack on the Stability and

Growth Pact

* Preventive arm

* expenditure rule and financial sanction (interest-bearing deposit)

* more automaticity through reversed qualified majority voting (RQMYV)

» Corrective arm
* equal footing of public debt criterion

* financial and non-financial sanctions (earlier, gradually increasing and more
automatic)

* Criteria relatively soft

* large number or exemptions (relevant factors) / loopholes
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In the preventive arm, a quantitative benchmark for

significant deviations of expenditures and deficits ..

COM assessment: comparison of outcomes to plans in SCPs

v v
| Structural balance | | Growth of expenditure .
v v

Negative impact on government balance of at least
0.5% of GDP in one or cumulatively in two cons.
years (net of discretionary revenue measures) (N>

Exceeding adjustment path of SCP by at least 0.5%
or 0.25% on average in two consecutive years

N
no vy yes yes y NO
Severe economic downturn in EA or EU as a whole or unusual event
yes outside the control of the government with major financial impact yes
(only considered if this does not endanger fiscal sustainability in the medium-term) @
no ¢
si'\:i’ﬁ Deviation explained by major structural reforms or e.g. diversion of pension si;?ﬁ
cgant contributions from public to fully funded pillar > o
devia. yes (only considered if a safety margin to 3% deficit is guaranteed and the budgetary position is yes devia-
tion expected to return to the MTO within SCP ) tioh
no no ¢
Overachievement of MTO
(unless significant revenue windfalls are assessed to
jeopardize the MTO over the forecast period)
no | yes
y
Simultaneous breach
of both criteria
® : i
L :“:W e'e:e“tlslf;f;;; ISIIX: ad; d 6 (based = Breach of one limited no S?:;E-
egal basis: eg. rt. 5 an ased on o 9
Ari 121(6) TFSU)_ ( compliance with other @ g
v v Yes tion

COM: deviation from adjustment path to MTO will be considered significant

~ Source: Koester, Mohl and van Riet (forthcoming): ECB Occasional Paper Series. EUROPEAN CENTRAL BANK 1




... an additional warning, reversed simple majority

voting and a new financial sanction are introduced

Art.121(3) TFEU, Art. 121(4) TFEU, (Reg. 1 175/2011, Art. 6)

COM assessment: deviations from appropriate adjustment path significant?

yes A no
COM warning Art. 121(4) TFEU, (Reg. 1175/2011, Art. 6) @5 No further action
within | month from warning
A

Council decision (qualified majority-QM) on recommendation (based on a COM proposal)
for correction Art. 121(4) TFEU, (Reg. 1175/2011, Art. 6)

Effective
action

no effective action within 5 months
L (3 months in serious cases)

Council decision (based on COM recommendation) on “no effective action”
(QM of EA MS w/o country concerned) (Reg. 1175/201 1, Art. 10)

Effective
action

Abrogation

yes no | within | month (if no effective action according to
o " v COM assessment)
g '_§‘ Council decision (based on COM recommendation) on “no effective action” (reverse |_Effective
ﬁ = simple majority of EA MS w/o country concerned) (Reg. 1175/2011, Art. 10) @ action
=
E E'S within - s _é\
5 ._3* COM may recommend — based request of a MS — reduction or 0 days! S
cancelling of interest-rate bearing deposit (Reg 1173/2011, Art 4) N £
: £ Abrogation and pay-
‘ ; g back of interest-bearing
COM recommendation for Council decision on sanctions (interest-bearing deposit of deposit
normally 0.2% of GDP) (only for EA MS) Art. 121(6) and 136 TFEU, (Reg. 1173/201 1, Art. 4) N (including interest)

within 10 days

Automatic approval (sanction) — unless Council rejects the COM recommendation by OM
. (only EA MS w/o country concerned) Art. 121(6) and 136 TFEU, (Reg. 1173/2011, Art. 4) _

Art. 121(6) TFEU and Art. 136
TFEU, (Reg. 1173/2011, Art. 4)

Effective
action

New elements of the six pack

Source: Koester, Mohl and van Riet (forthcoming): ECB Occasional Paper Series. EUROPEAN CENTRAL BANK 12



Sanctions can now be implemented earlier in case

of persistent non-compliance

t —

t+2

t+4 -

t+6

t+8 -

t+10 -

t+12

t+14 -

t+16 -

months

SGP 2011 SGP 2011
SGP 2005 (after “six pack’) SGP 2005 (after ““six pack’)
Steps Sanctions Steps Sanctions
Reporting date of deficit/debt
B e PO T Reg. EC 476/2009
__________________________________________________________ Council decision on excessive deficit, COM re-
commendation to MS to end ED, Art. 126(6), (7) TFEU
---l--------------------- I ----- S I
e [ ] COM assessment/Council decision whether MS
""""""""""""""""""""""""""""" has taken effective action
[ ]
B Fine of 0:2% of GDP 91‘
conversion of deposit
into a fine
---H --------------- - e
I Council notice to take effective action
__________________________________________________________ Art. 126(9) TFEU
Sanctions Art. 126(1 1) TFEU
----------------- S I e e

Additional fine

;e'r, ‘Mohl and van Riet (forthcoming): ECB Occasional Paper Series.
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In the corrective arm, the debt reduction bench-

mark, new sanctions and RQMV are introduced

) Deficit > 3% and/or (debt > 60% & has not sufficiently diminished and will not sufficiently diminish — COM sees a risk of an excessive deficit
8“5.-.:;_’ operationalised based on 1/20 criterion) Art. 126(3) TFEU ~ Art. I26(2)(a) TFEU
- 0O optional g
oco Y
(@ 3.5 COM report assessing “relevant factors” o EFC opinion o COM opinion
8.; = Art. 126(3) TFEU 7 Art. 126(4) TFEU 7 Art. 126(5) TFEU
ayRy ¢

e Council decision by QM on excessive deficit based on an overall assessment; Art 126(6) TFEU

Council recommendation to the MS to end the excessive deficit within a given period (not public); Art 126(7) TFEU

Correction of excessive deficit

serious non-compliance oy existing interest-bearing deposit i

COM recommendation for non-interest
bearing deposit (0.2% of GDF) for EA MS;
adopted by Council unless OM opposes o

COM recommendation for new fine or
€onversion of a non-interest bearing
deposit into a fine; adopted by Council
unless OM opposes

COM recommends and Council decides
by OM on [additional] fine of max 0.5% of
GDP (fixed component of 0.2% plus flexible
component equalling 1/10 of the deficit
above 3%); Art 126011y TFEU

COM recommends and Council decides
by QM on additional fine of max 0.5% (only
flexible component equalling 1/10 of the

Legal basis of ﬁn+:s Art. 6 of Reg.[1173/201 |

deficit above 3%); Art. 126(1 1) TFEU

o ESM receives fines
Ll

and interest earned @

COM recommends and Council decides by QM
whether MS has taken effective action

Art. 126(8); possibility of surveillance mission on
all following steps (Art |0a Reg. 1177)

effective action

®

» Abeyance and monitoring;
Inadequate 4 &

meagures

Possible extension of the

deadline (by | year as a

no effective action

v no effective action but adverse

COM recommends and Council decides by QM
on notice to MS to take specific action within
time limit (Art. 126(9) TFEU)

o

rule); Art 126(7) TFEU

same Procedure as

no effective action

4
COM recommends and Council decides by QM
whether MS has taken effective action Art.
126(9) TFEU

described under

same Procedure as

no effective action

COM recommends and Council decides
whether the MS has to publish additional infor-
mation before issuing bonds; invite the EIB to
reconsider its lending policy; Art. 126(11) TFEU;

no effective action

4
COM recommends and Council decides by QM

described under

““““ Abrogation
COM recommends and
Council decides by OM

same procedure as

whether MS has taken effective action Art.

126(9) TFEU

@ New elements of the six pack

Source: Koester, Mohl and van Riet (forthcoming): ECB Occasional Paper Series.
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Fiscal compact strengthens the rule-based fiscal

governance framework ...

Stability and Growth Pact

Preventive arm Corrective arm

Strengthening the EDP after the
deficit criterion (EA countries)

Improvement of legal anchoring

Commitment to rapid convergence
to budgetary MTO

Automatically triggered correction
mechanism

EC] contributes to
enforcement/national monitoring

OPEAN CENTRAL BANK



... and further increases the automaticity of the

EDP under the deficit (but not the debt) criterion

No change - -
compared to SGP Non-interest-bearing
based on deposit
»| (if an interest-bearing deposit has
debt f bearing deposich
. already been imposed or in case of
criterion Council decision on par‘ticularlyse:o:s r;g;)compliancel
. . with the
financial sanctions
Excessive (which were introduced in
. the “six pack”
deficit pack’) Fine
> (if no effective action has been
procedure already (
taken)
foreseen in
based on the SGP
deficit
criterion Application of
reverse qualified
majority voting by
the Council
newly
introduced
* ... the Contracting Parties whose currency is the euro commit to for euro area
supporting the proposals or recommendations submitted by the countries *
European Commission where it considers that a Member State of the
European Union whose currency is the euro is in breach of the deficit
criterion in the framework of an excessive deficit procedure. This
obligation shall not apply where it is established among the
Contracting Parties whose currency is the euro that a qualified

majority of them, [.... ] is opposed to the decision proposed or
recommended.
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The reform elements of the ‘“two-pack”

Proposed regulation on monitoring draft budgetary plans

Reg. COM(2011) 821 final

Budgetary
regulation

e Enhance the budgetary surveillance of draft budgetary plans by
the European Commission

e Closer monitoring procedures to ensure the correction of
excessive deficits

Proposed regulation on strengthening surveillance procedures

Reg. COM(2011) 819 final

Stability
regulation

e Lays down a surveillance mechanism applicable to euro area
Member States experiencing or threatened with financial market
tensions and/or receiving financial assistance

e Involvement of the ECB and European Supervisory Authorities

—> Negotiations on-going; but compromise in sight

" Source: Koester, Mohl and van Riet (forthcoming): ECB Occasional Paper Series. EUROPEAN CENTRAL BANK
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The two-pack allows COM to issue an opinion and

request a revision of draft budgetary plans ...

Assessment of draft budgetary plans according to the budgetary regulation

MS submits draft
budgetary plan to
COM and EG
by [1/15] Oct

®)

COM adopts an
opinion [if
necessary] [asap]
by [15/30] Nov

—

!

®

COM identifies

(parts in brackets refer to open positions at time of writing )

particularly serious 3

non-compliance
with the SGP

®

EG discusses the
COM opinions and
euro area
budgetary situation
and outlook

W

MS adopts budget
law by 31
December

|

Yes

COM rlequests
revised draft
budgetary plan
[after consultation
with MS] [within 2

weeks] @

@ New elements of the two-pack

....and COM can address a recommendation if it sees risks that deadline for correction of
excessive deficit will not be met.

EUROPEAN CENTRAL BANK
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Requirements for a quantum leap of EU governance

in the (Maastricht) world

e  Well-defined numerical fiscal rules:

— with strict and ambitious deadlines

— without escape clauses

* Instruments for early intervention in draft budget plans

e Ensure an automatic correction of past cumulated slippages

(avoid ‘moving deficit targets’)
e Transformation to a fairly automatic system
e Timely, credible and ‘biting’ sanctions

e Strong national anchoring

* Source: Koester, Mohl and van Riet (forthcoming): ECB Occasional Paper Series.  EUROPEAN CENTRAL BANK 20



The recent reforms have strengthened the

framework, but central weaknesses remain

e Lack of sufficient automaticity in the procedures of the SGP

« Effectiveness depends heavily on a strict and rigorous application of the rules
by the COM

* No effective prevention of upward debt trajectories
 Debt benchmark unlikely to be strictly applied

e Early scrutiny of draft budget plans and consolidation may not be effective in

preventing deviations from SGP obligations

* No ultimate sanction to enforce necessary adjustments of national policies in
case of repeated non-compliance
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The way ahead - a further sharing of fiscal

sovereignty is needed

* Fiscal rules are broadly sound, but implementation is key

* Lack of instruments for situations in which a country’s fiscal policy continues to
go harmfully astray

* A qualitative move towards a fiscal union is necessary to make the fiscal
framework fully commensurate to the requirements of the single currency

e At the core is the further sharing of fiscal sovereignty: the ultimate
authority to decide on fiscal policy needs to be moved to the EA level — subject to
democratic accountability (ex ante power to effectively enforce compliance with
the existing numerical benchmarks)

* Two concrete options:

— prior approval of debt issuance and ex ante intervention rights into
national budgets (not substitutes but rather complements; could be gradually

faded-in)

 Automaticity needs to be further strengthened: avoiding the possibility of
lax implementation or political discretion

coming): ECB Occasional Paper Series. EUROPEAN CENTRAL BANK 23




