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This policy brief argues that the current EU’s fiscal policy framework calls for a paradigm shift in how the
fiscal policy framework is designed, as opposed to the incremental reform approach of recent decades. This
should include improved governance of fiscal rules, which should be simpler, more functional and credible than
the current ones, but it should also go a step further and incorporate supranational risk-sharing components
enabling the smooth operation of the monetary and fiscal policy mix, from a wider euro area perspective. We
highlight several challenges with a bearing on any reform process in the current setting: (i) medium-term debt
anchors should be adapted to the medium and long-term interest rate and potential growth expectations; (ii)
economies may remain subject to very severe shocks, meaning that fiscal space must be recovered in the
medium term; and (iii) realistic mechanisms for absorbing existing fiscal imbalances must be implemented.

1 This policy brief is based on a recently published Occasional Document by Bank of Spain. See Alloza et al. (2021).
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There is a broad consensus on the need to reform the fiscal governance framework in the European
Union (EU).Z2 While the available evidence shows the benefits of having a reference framework of national fiscal
rules in the euro area, such as that provided by the Stability and Growth Pact (SGP),3 the consensus on the need
for reform is based on the shared perception that the current system has been unable to achieve its two main
objectives: (i) to turn countercyclicality into a benchmark for fiscal policies, which would have enabled space to
be created during upswings for use in downturns, in particular in severe crises such as the global financial crisis
and the recent health crisis;* and (ii) to provide a fiscal policy stance that is consistent with the macroeconomic
needs of the euro area as a whole.

In February 2020 the European Commission (EC) launched a public consultation to set in motion a reform
of the fiscal framework, that is expected to be re-launched soon after the resolution of the health crisis.
The debate on the need for reform is nothing new; it has gone hand in hand with discussions on the operation
and application of the SGP and progress towards greater euro area integration in recent decades.> In light of the
health crisis, the SGP’s general escape clause was activated and no date has been set for the return to normalcy.
The clause allows Member States to undertake budgetary measures to deal adequately with extraordinary
shocks, within the corrective and preventive procedures of the SGP. According to the EC, the decision to
deactivate the general escape clause should be taken based on an overall assessment of the state of the economy
based on quantitative criteria, with the level of economic activity in the EU compared to pre-crisis levels as the
key quantitative criterion. Thus, on the basis of the EC's Spring 2021 Economic Forecast, the general escape
clause will continue to be applied in 2022 and is expected to be deactivated as of 2023.

The debate on the reform of the fiscal governance framework in the EU is raging, with several different
contributions being made. These can be grouped into three blocks. First, the proposals for simplifying the
fiscal rules and strengthening their governance arrangements®. Second, the need to incorporate new
supranational fiscal policy components that contribute to the euro area’s macroeconomic stabilisation is
underscored’. Lastly, proposals suggest the reforms in the fiscal arm need to be part of, and contribute to, a more

ambitious process to implement the reforms required to complete an optimally functioning monetary union8.

2 See, among others, Andrle et al. (2015), Hernandez de Cos and Pérez (2015), Beestma et al. (2018), Banco de
Espafia (2017), Benassy-Quéré et al. (2018), Eyraud et al. (2018), Rodriguez and Cuerpo (2019), Gaspar (2020),
Thygesen et al. (2020), European Commission (2020a), European Fiscal Board (2020), Martin et al. (2021),
Martinez Mongay et al. (2021) and the sequence of comments on the VoxEU website on the EU Economic Policy and
Architecture after Covid debate moderated by ]. Pisani-Ferry and J. Zettelmeyer.

3 See Kopits (2001) for a methodological discussion on the benefits and desirable features of fiscal rule frameworks
from a general perspective.

4]. Gali and R. Perotti (2003) show how SGP signatories’ discretionary fiscal policy became more countercyclical
after the pact's first years in force than in the preceding decades. However, Larch et al. (2021) show how fiscal
policy has been procyclical in the EU (and in a broader set of advanced countries) in recent decades. According to
this study, compliance with fiscal rules makes fiscal policy more countercyclical.

5 See Brunila et al. (2001) for a review of the earliest debate. Gonzalez-Paramo (2005) provides a comprehensive
overview of the initial conceptual discussions about the fiscal rules framework and its interaction with monetary

policy.
6 See Martin et al. (2021).
7 See Banco de Espafia (2017).

8 See Banco de Espafa (2017), Gordo and Kataryniuk (2019) and Burriel et al. (2020).
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Irrespective of their political feasibility, these proposals do not easily fit the current macroeconomic
environment. The setting for this necessary reform bears little resemblance to that of the 1990s, when the
cornerstones of the current model for euro area fiscal policy coordination were laid. Over recent decades, far-
reaching structural trends, such as digitalisation, globalisation, climate change and population ageing, have
emerged or taken hold. These trends are largely triggering lower natural rates of interest and influencing
potential output growth rates, at least in advanced economies. Also, after the Great Moderation, the European and
world economy has, over the last 15 years, suffered particularly severe global shocks.

On the one hand, the quantitative limits of Maastricht Treaty were defined taking into account,
approximately, the average economic situation at the end of the 1990s. Assuming potential growth of 2%
and an inflation target of 2%, a budget deficit limit of 3% of GDP would stabilise the ratio of government debt to
GDP at 60%. These reference values were set uniformly for all EU Member States. Around the time the SGP came
into force, the r-g differential was positive, at close to 2 pp on average in the period 1995-1999. As a result, the
medium-term stabilisation of existing government debt levels at around 60% (with inflation of 2%, i.e. the ECB's
target) was consistent with running an overall budget balance of around -3% of GDP. In the current context,
however, and given the budget deficit reference value of 3% of GDP, the trend towards negative r-g differentials
would be consistent with government debt levels stabilising at a higher percentage of economic output (see
Chart 1).

CHART 1: RATIO OF PRIMARY BUDGET DEFICIT TO LONG-TERM
DEBT FOR DIFFERENT R-G ASSUMPTIONS
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On the other hand, the current high levels of government debt evidence the difficulties of transitioning to
the medium-term debt anchors. At present, converging towards a debt-to-GDP ratio of 60% would call for a
concerted and constant fiscal effort over a prolonged time frame, thereby also limiting fiscal policy's stabilisation
capacity for the duration of the adjustment process. Thus, using the historical average values of real growth,
inflation and interest rates, the euro area would need to maintain a fiscal surplus of 1.1% of GDP over 20 years in
order to reduce the debt ratio to 60% (see Chart 2). This is substantially higher than the average primary deficit
of 0.4% of GDP observed for the euro area as a whole since 1995. This is especially relevant given the need to
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recoup fiscal policy space in the medium term. Following an economic crisis, public finances tend to deteriorate
as fiscal policy is used to stabilise the economy. The trajectory towards fiscal consolidation should take into
account the likelihood of a further economic crisis and the fiscal room for manoeuvre needed to combat it. This
headroom could be quantified in a highly stylised form, using the average change in the government debt ratio in
the five years following an economic crisis. From a historical perspective, this change in the government debt
ratio has been close to 20 pp for the euro area as a whole, although there is a high degree of cross-country
heterogeneity, largely reflecting differing output volatility and other specific factors (see Table 1). In view of the
difficulty faced by countries in achieving the fiscal buffer needed to attain appropriate economic stabilisation in
the event of a recession, it is worth discussing the part that supranational headroom could play in the transition
towards healthier fiscal positions. Moreover, an institution like the ESM could play a significant role in mitigating
potential sovereign risks, acting as a backstop in the event of shocks affecting some countries.

CHART 2: CONSTANT PRIMARY BALANCE REQUIRED TO ACHIEVE A
DEBT-TO-GDP RATIO OF 60% OVER A CERTAIN TIME HORIZON (a)
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(a) The calculations assume average growth for real GDP, nominal GDP and
inflation according to their 1995-2021 average. For the implicit interest rate on
government debt, the average value for 2019-2021 is assumed.

TABLE 1: AVERAGE INCREASE IN GOVERNMENT DEBT IN HISTORICAL RECESSIONS (a)

Average impact Maximum impact
Euro area (weighted average) 202 256
Germany 95 16.9
France 211 26.1
Italy 19.9 286
Spain 393 61.0
EU: arithmetic mean 18.3 316
EU: 25th percentile 10.0 159
EU: 75th percentile 241 42 4

SOURCE: Own calculations drawing on EC data.

(a) The average impact is calculated as the average change in debt observed over a five-year time horizon frem the onset of an economic crisis. The maximum impact
shows the highest value of the change in debt during that period. An economic crisis is deemed a period in which there is at least one year of negative real GDP growth
during a five-year time window. A sample period running from 1955 to 2021 is used for the analysis.
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Additionally, an appropriate framework for the interaction of fiscal and monetary policy needs to be
desgined. The latest economic crises have shown the multiple ways in which fiscal and monetary policy can
interact. First, monetary policy can provide fiscal policy with room for manoeuvre.? Second, when interest rates
are at their lower bound, countercyclical fiscal policy complements monetary policy.1011 At the same time, fiscal
policy can also help make monetary policy more effective, in an environment of persistently low inflation, by
pushing the natural rate of interest upwards!2. In any event, the requirements for effective fiscal stabilitisation
for the monetary union as a whole are more demanding than the framework for policy coordination between
Member States in the current setting for a number of reasons. First, because current rules do not envisage
mechanisms for correcting national measures that are judged to be incompatible with the overall desired fiscal
stance. And second, because having an appropriate union-wide fiscal stance does not guarantee that individual
fiscal policies are adequate for the national fiscal sustainability and cyclical stabilisation targets, as has been
observed in recent years. A possible way forward out of this coordination problem could be to establish a central
mechanism entrusted with setting the euro area’s overall fiscal policy stance, with national authorities carrying
out their actions autonomously and in strict compliance with SGP rules.

The new global macroeconomic environment and the experience of the last 25 years warrant a paradigm
shift in the design of the governance framework, as opposed to the incremental approach of recent
decades. This should include improved governance of fiscal rules, which should be simpler and more functional
and credible than the current ones, but it should also go a step further and incorporate supranational risk-sharing
components enabling the smooth operation of the monetary and fiscal policy mix, from a wider euro area
perspective. Also, the medium-term anchors should be adapted to the specific interest rate and potential growth
environment at each point in time, recognise that economies may continue to be subject to very severe shocks
and, at the same time, develop realistic mechanisms for absorbing existing fiscal imbalances. Nonetheless, the
foregoing should take into account the need to recover fiscal space in the medium term, which entails application

of a prudent, transparent and credible fiscal policy framework.
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