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Abstract
The Stability and Growth Pact was adopted by the Amsterdam European Council in 1997, for the purpose of preventing
Member Statesfrom incurring excessive budgetary deficitsin the euro area. Itsimplementation during the past five years
has revealed how difficult it is for the Member States to comply with its strict requirements. The Stability and Growth
Pact hastwicebeen at the centre of a European debate regarding its objectivesand inflexibility. The purposeof thisarticle
isto examine the provisions of the Pact and consider whether there is need for further co-operation on fiscal policy and

what such co-operation may entail.

Introduction

Economic growth is facilitated by international co-
operation on exchange-rate and monetary stability. No
single nation can achieve prosperity by acting alone.
This has been especially true for European countries.
During the process |leading to the adoption of the euro,
national governments found themselves in the
unprecedented position of having to apply economic
policy mostly through the instruments of taxation and
government expenditure, i.e. fiscal policy tools. Evenat
that time monetary policy could not be used very much
because national interest rates had to converge. Thisis
even more so today when twelve EU Member States
have a single monetary policy managed exclusively by
the European Central Bank.

Since national fiscal decisions inevitably have
spillovers into other countries, in the run-up to the
adoptionof theeuroit becameindispensabl ethat national
fiscal policy should be somehow co-ordinated and
supervised centrally. For thisreason Member States, at
least those that aspired to converge and to eventually
adopt a single currency, had to agree on measures to
ensure sound management of national public policies.
The result was the Stability and Growth Pact (SGP)
whichwasadopted by the Amsterdam European Council
in 1997.2

However, national authorities have seemed to
“suffocate” under thestrict fiscal rulesof thePact. There
have already been problems, with weak compliance or
even non-compliance in several Member States, i.e.
Ireland, Portugal, Germany and France. In November
2003 the Commission proposed taking action against
those Member States which had persistently breached
the provisions of the Pact. However, the ECOFIN
Council, taking aposition contrary tothe Commission’s
recommendations, decided not to penalise Germany
and France. TheCommissiontheninitiated proceedings
against the Council beforethe European Court of Justice,
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whichisexpectedtoissueitsruling soon. I rrespectiveof
the judicial outcome, the Council decision has had
serious political and economic conseguences.

Seen in the broader historical context, co-operation
on fiscal policy isneither novel, nor avoidable. Y et the
events of the past twelve months have raised important
guestionsastowheretheboundariesof that co-operation
may lie. The purpose of this article is to examine the
provisions of the SGP, and to consider whether, after
adoption of a single monetary policy, there is further
need for co-operation onfiscal policy and what such co-
operation may entail.

Thetwo fundamental procedur es of the SGP

The Pact is based on two fundamental procedures. The
first incorporates the principle of Multilateral
Surveillance. Accordingtothat principle, each Member
Stateinthe Eurozone should present to both the Council
and the Commission afive-year® programmeregarding
public accounting objectives, beginning on 1 March
1999. After that date the Member Statesare expected to
submit annual updates.* The fact that Member States
outside the Eurozone are also obliged to submit
convergence programmes shows that distortions of the
real exchange rates can occur even for those countries
which retain independent monetary policy. Itissimply
impossible for any single country to determineits own
exchangerate, whichispartly dependent onthepolicies
of other countries aswell.

The Commission’s responsibility is to supervise
development of the programmes, monitor implemen-
tation, and todraw up areport including proposalstothe
Council whenever a country islikely to breach the set
limits. On the basis of these assessments, the Council
makes recommendations to the country in question.

The Multilateral Surveillance maintains a constant
“dialogue” on Economicand Budgetary Policy between
Member States, the Council and the Commission. The
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chief element of this dialogue is the “Broad Economic
Policy Guidelines” or BEPGs.

The second procedure is the Excessive Deficit
Procedure (EDP),> which is activated whenever there
are signsthat a Member State’ s budget deficit islikely
to rise above the ceiling of 3% of Gross Domestic
Product (GDP).

The SGP also incorporates sanctions for non-
compliance. The Council may impose sanctionsin the
form of a non-interest bearing deposit with the
Community. Depositsareconvertedinto afineafter two
years if the excessive deficit is not corrected. Certain
arrangements for distributing finesare also included in
the Pact.

Signs of trouble
Soon after theimplementation of the SGP, itsfirst signs
of weakness appeared, asthe Eurozone countries faced
difficulties in meeting their medium-term obligations.
The Council gave early warningsto two countries, first
Ireland and then Portugal, while another two, France
and Germany were subject to the full Excessive Deficit
procedure. However, the ECOFIN stopped the
procedure, just before the sanctions stage, on 25
November 2003. To many opponents of EMU, thisis
the date that the SGP
cameto an end.

The Commission,
defending its role as
“guardian” fortheimple-
mentation of European
policies, has initiated
legal action against the
Council. The Court’s
ruling is expected soon.
Irrespective of the legal
arguments, the question
in many peoples’ minds
is whether a SGP is
needed at all.

Criticisms of the SGP
Since 25 November 2003, doubt has been cast on the
feasibility of controlling national fiscal policies, and on
the willingness of Member States to comply with the
rulesin the future. On one side of the fierce debate that
hasbroken out arethosewho believethat the SGPserves
no useful purpose. Summarising their main criticisms,®
the SGP:

e is unable to cope with large-scale recessions and
adverse economic shocks;

e isasymmetric in that it makes no arrangements for
savings during prosperous economic years to be
used during recessions;

e discourages public investment;

e focuses on short-term commitments disregarding
structural reforms;

¢ lays down rules which are too uniform, leading to
equal levels of budget deficit for countries with
different debt levels;
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At present a number of national
economies are clearly in breach
of EU budgetary rules, and others
arecloseto being so. In thelight
of the ongoing legal proceedings,
the consequences are both

economic and political.

e does not sanction politically-motivated fiscal
policies;

e iswrong in its underlying philosophy that fiscal
deficits cause inflation (Bofinger);

» focuses on fiscal outcomes instead of fiscal
procedures-institutions (Eichengreen);

e suffers from an unfortunate timing between the
adoption of the rules and their implementation
(Thygesen);

e lackseconomicfoundationsanditsrulesarearbitrary
and easy to breach;

e isastaticinstrument not promoting growth (Prodi).

Despitethesecriticisms, thecrucial point hereisthat
EU institutions and Eurozone countries have twice
committed themselves to the SGP rules: initialy in
December 1991, when the political decision wastaken,
and againin October 2002, when the Eurogroup agreed
toreduceunderlying deficit by 0.5% of GDPayear from
2003 onwards.

Which arethelikely consequences of non-
compliance?

At present a number of national economies are clearly
in breach of EU budgetary rules, and othersare closeto
being so. In the light of
theongoinglegal procee-
dings, the consequences
are both economic and
political.

There are serious eco-
nomic consequences in
thesensethat therequired
mix of fiscal and mone-
tary policy for stability
and growth in Europe is
not forthcoming. Toolax
fiscal policies can
jeopardise the ECB’s
monetary policy. Thisis
because there is a clear
risk that the ECB will be
forced to raiselong-term interest rates. Such adecision
by the ECB will affect the exchangerate of the Euro. If
nominal interest rates go up this will have a negative
impact oninvestment, whichinturnwill affect economic
growth and employment. Moreover, increased interest
rateswill have anegativeimpact on countrieswith high
public debt further, worsening their public finances.

Politically, itislikely that therewill be“anarchy” in
the Eurozone, as the small economies, expecting to
receivethesametreatment asFranceand Germany, may
relax their fiscal policies too. If fiscal policies are
suddenly relaxed, then the foundations of the EM U will
beat risk. Moreover, the present situation has cast doubt
more generally on the effectiveness of European
institutions.

Proposalsfor reform
Three main approaches prevail in the current debate
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about the SGP’ s future which may be referred to asthe

“Community” approach, the" governmental” approach,

and the “reform” approach.

According to thefirst, the SGPis appropriatein its
current form. Thereisneither any need for changing the
EC Treaty, nor to reform the SGP. It is the national
governmentswhich should bear the blame becausethey
havebeen unabletomanagetheir fiscal policiesproperly.
Thesupportersof thisapproach—thatis, theCommission
(although not unanimously), the ECB” and anumber of
EU countriesincluding Italy, the Netherlands, Portugal,
Spain, Estoniaand Poland® —arguethat the Community
should insist on strict compliance with its rules.
Furthermore, the role of the Commission should be
enhanced to safeguard implementation of the SGP.
Monitoring of the budgetary developments should be
improved and be based on rigorous accounting rules
and timely provision of data. The sanctions procedure
should become more automatic and, most important,
should be removed from the Council’s discretionary
authority.

To the advocates of the governmental approach, on
theother hand, fiscal policy at theEU level isinefficient.
National authorities should be given a more proactive
role, and decisions on fisca rules should be taken at
national level. They
argue that more fiscal
policy autonomy for the
national authorities and
softer co-operationwith-
in the EU will be bene-
ficia for all players and
will lead not only to
stability but also to sus-
tainable growth. They
propose replacing the
SGP by new EU ruleson
fiscal policy, focusingon
long-run sustainability
targets and short-term stabilisation targets (Lars
Calmfors).

Thoseinthethird category believethat thefive-year
implementation record has shown that the SGP should
bereformed but not abandoned. The proposalsfoundin
the literature range from minor to radical: that is, from
shifting the focus of the SGP from public deficit to
public debt, through to the complete centralisation of
fiscal policy following the monetary policy paradigm.
Among these suggestions are the following.

e TheSGPshouldbeimprovedthroughminorrevisions
of theexisting rules, mainly by diversification of the
medium-termtargets. Sucharevisionshouldinclude
greater transparency, better monitoring mechanisms
to correct misbehaviour ingood times, tackling pro-
cyclical fiscal biasingoodtimes, stronger discipline
and more flexibility (Eijffinger).

e Nationa fiscal assessment should be based on an
institutional index, according to which countries
will or will not be subject to the EDP (Eichengreen).

e Theroleof short-term fiscal stabilisation should be
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in the current debate about the
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to asthe“Community” approach,
the “ governmental” approach,

and the“reform” approach.

given to an autonomous agency, whereas national
governments deal with long-term budget sustain-
ability.

 Independent national bodies should be created with
responsibility for fiscal policy. National governments
should decide on the levels of expenditure and
taxation, and the independent fiscal authority will
ensure that the budget isin balance or near surplus
(Hefeker).

An assessment

There are no ssmple or equitable solutions that will
satisfy all Member States. On the one hand, change is
necessary. On the other, changing therules or the focus
of the rules would be unfair to a number of Member
Statesof the EU and of the Eurozonethat arefaced with
highlevelsof publicdebt. Thesecountrieshaveexercised
budgetary discipline which has caused hardship for
their popul ations: fulfilment of theconvergencecriteria
and the SGP reguirements has demanded long periods
of economic austerity. However, changing the focus of
the present rules will favour the new Member States
with low debt levels and public deficit over 3% GDP.

Independently of what has been claimed about the
SGP's"death”, theEU shouldjudgethecurrent situation
more pragmatically.
There is considerable
support for the SGP. Any
new rules must be feasi-
ble. The SGP should be
revised in such away as
to take into account the
differences among EU
countries. For instance,
it makes senseto adopt a
less homogeneous ap-
proach on the terms of
application of the SGPin
Member States with dif-
ferent medium and long-term prospects. So, the rules
should be neither too demanding for Member States
with sound fiscal positions, nor too onerous for those
Member States that have a long way to go regarding
structural changes and real economic and social
convergence.

The Pact should be reformed in such away as not
only to guarantee stability but also to promote strong
growth in line with the Lisbon Strategy’s goals. As a
growth-promoting factor, it should accommodate
structural reforms which have beneficial effectsin the
longer term. For this purpose, it must not be short-
sighted: it should not focus narrowly on annual budget
deficits, disregarding economic potential during the
business cycle. As many economists have suggested,
the Pact should allow deficits over 3% of GDP when
they are accompanied by structural reforms.

Moreover, deficits should be assessed in the context
of the business cyclewhich by natureislonger than any
calendar period. A solution could be the adoption of
adaptable (rolling) margins according to the economic
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prospects and/or the degree of structural changes in
Member States. Thisisin line with proposals already
made such asthe use of anindex of institutional reform
(Eichengreen) or the so-called “golden rule” (the
exclusion of growth-promoting publicinvestment from
the calculation of the public deficit).

However, theseproposal sarenot sufficient toremedy
the problem. In addition, we need to reach consensuson
the methodology and the
mechanisms to be adop-
ted for the effective
implementation and the
efficient monitoring of
such multi-dimensional
solutions. Asthe current
legal disputebetweenthe
Council and the Com-
mission has revealed, it
would hardly be appro-
priate to adopt rules
without having beforehand in place monitoring and
evaluating mechanisms. Since the European Commis-
sion would have the task of overseeing compliance, it
should make relevant proposals soon. Unfortunately, it
seems that the present Commission is unlikely to put
forth any proposals before its term expires in October.
The EU is therefore in a state of “suspended fiscal
animation”. Even though reform of SGP is important,
the impending institutional changes will delay it for a
considerable time.

Conclusion
There is no doubt that Europe has come along way in
economic and especially monetary cooperation, and
that it has learnt some tough lessons. What is needed
now isacomprehensive review of the achievements so
far, together with an honest assessment of the gapsand
weaknesses of the present system. The EU needs to
adopt afeasi blestrategy that matchesthecurrent situation
with objective and rational mid-term targets that can
withstand the impact of enlarged membership.
Undoubtedly, discipline is needed to safeguard the
proper implementation of whatever strategy iseventually
adopted. Fiscal co-ordination should not be abandoned.
What should be abandoned is the inflexibility of the
rules. The EU needsanimproved SGP rather than more
onerous fiscal rulesor no rules at all.
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The EU needsto adopt a feasible
strategy that matchesthe current
situation with objective and rational
mid-term targets that can withstand

the impact of enlarged member ship.

Annex |: Major Stepsin International

Cooperation on Economic Palicy

During the last 60 years, the following episodes in

international cooperation may be identified:

e The establishment of the Bretton Woods System in
July 1944 by the ruined Europe and the United
States.®

e TheTreaty of Romein 1957, dthoughtheleadersof the

founding Member States

didnot consider atthetime
the need for a common
monetary policy.

e TheBarre(1969) and
Werner (1971) re-
ports on European
Monetary Union.

e The narrowing of the
currencies fluctuation
margins on an experi-
mentd basisin March
1971.

e The introduction of “the snake in the tunnel”
mechanismin order to control currency fluctuations
against the US Dollar, in March 1972.

e Theestablishment of the European Monetary System
in March 1979, which had an Exchange Rate
Mechanism, the successor of the “snake in the
tunnel”.

e Theadoption of the“ Single Market” programmein
1985-87 andtheeliminationof remainingrestrictions
on the free movement of capital within the EC.

e TheDelors Committee’ sproposal in April 1989 for
implementation of EMU in three stages.

e TheTreaty on European Union that cameinto force
in 1993, according to which European monetary
unification should be completed before the end of
the century in three stages. The Treaty laid the
foundations of European macroeconomic policy
harmonisation. Thiswasrealised by theconvergence
criteria of the second stage of EMU and by the
budgetary discipline the EU countries should obey,
i.e., keeping government budget deficit (BD), lower
than 3% of GDP and public debt (PD), below 60%
of GDP. Furthermore, by the independence of the
Central Banksand theestablishment of the European
Monetary Institute (EMI)* were also provided by
the same Treaty.
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NOTES

1

10

See Annex | for an account of the major stepsin economic
policy cooperation in Europe.

Official Journal C 236 of 02.08.1997.

The current year, the preceding year and the three coming
years.

Inaccordancewith Article4 of Council Regulation 1466/97.
Article 104c of the Treaty of the European Union, & the
Protocol of the Excessive Deficit Procedure. Council
Regulation (EC) No. 3605/93/22.11.93 amended by Council
Regul ation 475/2000/28.9.2000. Council Regulation 1467/
97/7.7.97 for speeding up the clarification and the
implementation of the EDP.

Eijffinger, S.C.W.,inapaper publishedinlntereconomics,
January/February 2003, groupsthedebate’ scriticismsinto
six main lines, reported above.

Papademos, L., Vice-President, ECB, 3 May 2003.

In aletter sent on 6 February 2004 to the Irish presidency,
these countriesrefer to the SGP asthe necessary condition
for sustained growth in Europe.

Before the US dollar, the UK sterling was the currency
linked to gold in the Gold Standard System.

Treaty of the European Union, Article 109f and Protocol
on the Statute of the EMI. O
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