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The Euro area fiscal stance

The concept of “Euro area fiscal stance” is used by European and international

institutions, as well as academics, to measure the discretionary fiscal effort at the level

of euro area as a whole. From 2012 to 2018, the Commission has referred to the euro

area fiscal stance in its “Opinions on Draft Budgetary Plans” and has expressed its

position on the appropriate fiscal stance in its proposals for the Council

recommendation on the economic policies of the euro area. The concept became

more prominent with the publication of the Commission Communication on

“Towards a Positive Fiscal Stance” of November 2016. Since 2019, however, the

Commission has not explicitly proposed an appropriate euro area fiscal stance for the upcoming year. The euro
area fiscal stance is also the subject of areport and of a recommendation by the European Fiscal Board. This note
(which is regularly updated) provides an overview of the concept and of the latest developments.

1.Overview

The concept of “fiscal stance” is used to measure the government’s discretionary budgetary decisions with
respect to the stabilisation of the economy. In addition to monetary policies, discretionary budgetary policy
might help to recover from financial and economic crises, or avoid overheating situations in times of
economicgrowth. The conceptof “euroareafiscal stance” is used by European andinternational institutions,
and academics, to measurethe discretionary fiscal effort at the level of the euro area as a whole.

Thefiscal stanceis the difference between the primary structural balance of the currentyear and that one of
the previous year. The primary structural balance is an estimate that excludes from the headline budget
balance changes in expenditures (e.g. unemployment benefits) or revenues (e.g. income tax) that depend
purely on the economiccycle (i.e.the “automatic stabilisers”) and the payment of interests on the sovereign
debt.Forinstance, ifa negative primary structural balance (deficit) in one year is greater than the one in the
previous year, then the fiscal stance is negative and the government is applying an expansionary (or
supportive) policy. Vice versa, if the difference is positive, then the government is applying a restrictive (or
contractionary) fiscal policy.

Figure 1: The Euro area fiscal stance, 2011-2020
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In the current governance framework of the Economic and Monetary
Union (EMU), fiscal policies are a national responsibility: according
to the Treaty, they are to be considered as a matter of common
concern and coordinated. EU level coordination mainly focuses on
fiscal discipline under the Stability and Growth Pact, and
macroeconomic stabilisation hasremained a national responsibility,
within the limits set in the Treaty. The intention was that automatic
stabilisers would cushion economic shocks during recessions, and
that fiscal buffers would be reinforced during expansionary phases.
For the euro area as a whole, the stabilisation impulse is measured
in terms of the euro areafiscal stance, which is calculated as the sum
of the nationalfiscal stances of the euro area Member States.

Figure 1 shows the evolution of the aggregated fiscal stance in the
euro areasince 2011:following several years of contractionary fiscal
policies, the fiscal stance for the euro area became expansionary in
2015 and then stabilized (“broadly neutral” or slightly expansionary)
until 2019. In 2020, the euro area fiscal stance was strongly
expansionary, in reaction to the pandemiccrisis. Figure 2 illustrates
the evolution of the fiscal stance for each Member State in the period
2018-2020. The Annexto this note presents thefiscal stances of the
euro area as a whole and of individual Member States from 2011 to
2021.

The term “euro area fiscal stance” was introduced by the
Commission in its proposal for the economic policy of the euro area
of 2012 (then formally adopted by the Council), which
recommended to “Strengthen the working methods of the Eurogroup
to allow it to take responsibility for the aggregate policy stance in the
euro area, effectively responding to changes in the economic
environment, and to lead the coordination of economic policy in the
context of the strengthened surveillance framework which applies to
the euro area Member States.” Opinions and forecasts on the euro
areafiscal stance areintegral part of the European Semester and in
line with the Requlation on draft budgetary plans, which explicitly
tasks the Commission and the Eurogroup to assess and discuss the
budgetary situation and prospectsin the euro area as a whole (See
Box 1). The European Fiscal Board (EFB), established in 2015, was
tasked to assess the fiscal stance appropriate for the euro area.
Nevertheless, thereare norules orinstruments that allow the direct
managementofthe euro areafiscal stance.

From 2012 to 2018, the Commission has referred to the euro area
fiscal stance in its Opinions on the Draft Budgetary Plans and has
expressed its position on the appropriate fiscal stance in its
proposals for the Council recommendation on the economic
policies of the euro area. However, since 2019, the Commission has

Box 1: The euro area fiscal stance
in EU legislation

The Reqgulation on draft budgetary
plans, adopted in 2013 as part of
the 2-pack legislation, reads: “The
Commission shall make an overall
assessment of the budgetary
situation andprospects in the euro
area as a whole, on the basis of the
national budgetary prospects and
their interaction across the area,
relying on the most recent economic
forecasts of the Commission services.
The overall assessment shall include
sensitivity analyses that provide an
indication of the risks to public
finance sustainability in the event of
adverse economic, financial or
budgetary developments. It shall
also, as appropriate, outline
measures to reinforce the
coordination of budgetary and
macroeconomic policy at the euro
area level. The overall assessment
shall be made public and shall be
taken into account in the annual
general guidance to Member States
issued by the Commission....

The Eurogroup shall discuss
opinions of the Commission on the
draft budgetary plans and the
budgetary situationandprospects
in the euro area as a whole on the
basis of the overall assessment made
by the Commission. The results of
those discussions of the Eurogroup
shall be made public where
appropriate.”

not explicitly proposed an appropriate euroarea fiscal stance in these two sets of documents (Box 2 provides
an overview of some institutional positions). Nevertheless, the Commission focus on the difficulties related
to the concept of the euro area fiscal stance in its communication on “Economic governance review” of
February 2020.
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Figure 2: Fiscal stances in euro area Member States, 2018-2020
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Source: Commission Autumn Forecast 2020 (Ameco database) *: forecasts.
Negative values indicate expansionary (or supportive) fiscal policies, while positive values indicate that the government is applying
a restrictive (or contractionary) fiscal policy.

Section 2 of this briefing describes the counter-cyclical policy response to the pandemic, whilst Section 3 is
devoted to the pro-cyclicality of the euro area fiscal stance. Section 4 focuses on the emblematic case of
November 2016, when the Commission proposed specific fiscal policies in terms of the euro area fiscal stance,
but the Council rejected the proposal. In that occasion, the Commission also introduced the notion of a
“Minister of Finance of theeuro area”. The concluding Section 5 presents the summaries of three papers on
“the euro areafiscal stance” andof three papers on “automatic stabilisersin the euro area”, written by external
experts for the ECON Committee of the European Parliament.

PE 587.374 3


http://ec.europa.eu/economy_finance/db_indicators/ameco/index_en.htm

IPOL | Economic Governance Support Unit

Box 2: The concept and institutional opinions on the euro area fiscal stance

e In August 2014, the then President of the ECB M. Draghi said in a speech, “It may be useful to have a
discussion on the overallfiscal stance of the euro area. Unlike in other major advanced economies, our fiscal
stance is not based on a single budget voted for by a single parliament, but on the aggregation of eighteen
national budgets and the EU budget. Stronger coordination among the different national fiscal stances should
in principle allow us to achieve a more growth-friendly overall fiscal stance for the euro area.”

e The Five Presidents’ Report of June 2015 on completing the EMU highlighted the need to ensure that “the
sum of national budget balances lead to an appropriate fiscal stance at the level of the euro area as a whole.
This is key to avoiding pro-cyclical fiscal policies at all times (page 14)".To this end, the Advisory European
Fiscal Board "should advise the Commission and provide an economic judgement on the appropriate fiscal
stance at Eurozone and national level, on the basis of the rules of the Stability and Growth Pact” (page 23).

e The advisory European Fiscal Board (EFB) that the Commission set up in October 2015 and became
operational in autumn 2016, “shall... provide to the Commission an evaluation of the implementation of the
Union fiscal framework...and the appropriateness of the actual fiscal stance at euro area and national level.
... The Board shall advise the Commission on the prospective fiscal stance appropriate for the euro area as a
whole based on an economic judgment. It may advise the Commission on the appropriate national fiscal
stances that are consistent with its advice on the aggregate fiscal stance of the euro area within the rules of
the SGP.”

e The EP report on 2016 AGS (adopted on 25 February 2016) welcomed the “increased attention to the euro
area’s aggregate fiscal stance, which does not divert attention away from individual Member States’
responsibilities; recalls that a fiscal deficit in one Member State cannot be offset by a fiscal surplus in another
as far as the Excessive Deficit Procedure is concerned; calls for reqgular monitoring of whether the aggregate
fiscal stance is appropriate in view of the existing investment gap.”

e The ECB devoted an article of its Economic Bulletin of June 2016 to the Euro area fiscal stance. It noted
that “as at the national level, the appropriate aggregate fiscal stance would seek a balance between the
(fiscal) sustainability and the (macroeconomic) stabilisation objectives”. However, “there may be
circumstances in which the independent conduct of national fiscal policies does not result in appropriate
aggregate euro area fiscal stance, and considers that there are no rules in the SGP for countries that have over-
achieved their targets.” From the methodological standpoint, the assessment of the appropriateness of
the euro area fiscal stance is not straightforward, notably because of the measurement of the output gap.
Furthermore, “a mechanical aggregation may not adequately capture the impact of national policies on the
euro area economy”: spillovers effects (mainly by trade links) should be taken into account when setting
the appropriate euro area fiscal stance. It concluded, “...in the longerterm, a euro area treasury could be
created and equipped with fiscal instruments to contribute to the setting of the aggregate euro area fiscal
stance, as itwould be the only way to steer the euro area aggregate stance.”

e Inits paper on “The 2019 Stability and Convergence Programmes - An overview and assessment of the
euro area fiscal stance”, the Commission seems to abandon the concept of euro area fiscal stance when
it notes “It may be argued that at the current juncture the actualimpact on economic growth of expansionary
policies in the euro area depends more on the geographical composition than on the aggregate size of the
fiscal impulse”.In 2020 as well, the Commission did not take a position on the aggregate fiscal stance in
the Euro Area Recommendation.

e Commenting on the economic recovery following the Covid19 crisis in a hearing with the EP in
March 2021, the ECB president Christine Lagarde stated “Over the medium term, we expect the
recovery in demand, as containment measures are lifted, to be supported by favourable financing
conditions and an expansionary fiscal stance. (...) The strength of Europe’s crisis response over the last
12 months crucially depended on the strength of national and European responses across all policy areas
— monetary, fiscal, supervisory and regulatory. We should continue to rely on the same recipe when it
comes to securing a path to a solid economic recovery. An ambitious and coordinated fiscal stance
remains critical.”
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2.The post-pandemicfiscal stance

The EFB report “Assessmentof the fiscal stance appropriate forthe euroareain 2021”, published in July 2020,
examined the fiscal response to the COVID-19 crisis. The report finds that, due to the unprecedented
discretionary support measures “the structural primary balance of the euro area as a whole is estimated to
deteriorate by 3.3% of GDP in 2020 before improving by 2.2% of GDP in 2021”". Nonetheless, the EFB
recommends a negative fiscal stance for 2021, thereby recommending the support measures to be
discontinued after 2021, when the output levels willeventually (and hopefully) reach pre-crisis values.

The Commission, in the assessment of 2021 Draft Budgetary Plans, explains that the positive (i.e.
contractionary)fiscal stance forecasted for 2021 is the result of the introduction and subsequent withdrawal
of temporaryemergency measures in 2020, which distort the figures. The Commission also states “Excluding
the temporary emergency measures from the calculation of the fiscal stance indicators leads to a more
representative assessment of the underlying fiscal support to economic activity”. In fact, “the fiscal stance in 2021
appears supportive when adjusted for the planned unwinding of temporary emergency measures”. More
specifically, both the “adjusted” fiscal stance in 2020 and in 2021 are expansionary, at 1.1% and 1.4% respectively?.

In the 2021 Euro Area Recommendation, published in November 2020, the Commission expected the fiscal
stance “to be highly expansionary in 2020 and to remain supportive in 2021 at both euro area and national level.”

The Eurogroup,inastatement of March 2021, stated “the Eurogroup is committed to a supportive stance in the
euro area in 2021 and in 2022.”

Lastly, in the Commission’s communication to the Council of March 2021, “One year since the outbreak of
COVID-19: fiscal policy response”, itis stated “Increased differentiation in fiscal guidance to Member States
should go hand-in-hand with an overall supportive fiscal stance in 2022, avoiding a premature withdrawal of fiscal
support”. The Commission argues “Member States with low sustainability risks should gear their budgets towards
maintaining a supportive fiscal policy in 2022. (...) On balance, Member States with high debt levels should pursue
prudent fiscal policies, while preserving nationally-financed investment and using RRF grants to fund additional
high-quality investment projects”.

On the implementation of the Stability and Growth Pact, see also the EGOV paper “Implementation of the
Stability and Growth Pact under pandemic times”.

3. Pro-cyclicality of the Euro AreaFiscal stance

The Commission communication of March 2021 highlights a well-recognized drawback concerning the euro
area economicgovernance, namely the pro-cyclicality of its fiscal policy. Such pro-cyclicality is illustrated in
Figure 3. The Commission states “In the event of large economic shocks, the ability to steer the fiscal stance for
the euro area had been hampered by a lack of prudent policies in good times and remained constrained as long as
it rested exclusively on coordination of national fiscal policies, in the absence of a central fiscal stabilisation
capacity.” It had also dealt with such pro-cyclicality in its Communication on the “Economic governance
Review” (p. 16).

Theyear 2019is an example of this tendency; in fact, despite favourable economic conditions, most Member
States adopted expansionary, hence pro-cyclical, fiscal policies. Overall, according to the Commission’s
Autumn 2020 Forecast, theeuroarea fiscal stance for 2019 was slightly expansionary (-0.4% of euroarea GDP).

In its report on “The prospectivefiscal stance appropriate forthe euroareain 2019” (published in June 2018),
the EFB had expressed its preference for a restrictive fiscal stance in 2019, motivated by the need to rebuild

' The estimate for 2021 is based on a no-policy change assumption using data of the Commission 2020 Spring forecast; therefore, it underestimates

the size of the fiscal stimulus.
These figures are calculated by the Commission as the “discretionary fiscal impulse based on the expenditure benchmark methodology, which
measures the growth of spending (net of discretionary measures) in excess to potential growth”.
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fiscal buffers when the economy seemed to run at its full speed, with an output gap? expected to be 0.9% of
potential GDP.

Figure 3: The cyclicality of the euro area fiscal stance, 2011-2021
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Source: European Commission Autumn 2020 (Ameco database). 2020 and 2021: forecasts.

Theeuro areafiscal stance for 2019 was analysed by the Commission in its Communicationon the 2019 Draft
Budgetary Plans: Overall Assessment of November 2018, which read “Due to the lack of fiscal adjustment in
some highly-indebted Member States, fiscal policies are insufficiently differentiated, resulting in a slightly
expansionary and pro-cyclical fiscal stance’ for the euro area as a whole. Compliance with the Stability and
Growth Pact, along with the partial use of the fiscal space in some Member States, would result in a broadly neutral
to mildly restrictive fiscal stance for the euro area as a whole in 2019. Such a fiscal stance would contribute to a
broadly balanced overall policy mix, given the continued support to the economy from monetary policy, and would
reduce the risks of financial instability”.

In 2019, and for thefirsttime since 2012, the Commission did not mention explicitly the euro area fiscal stance
in its proposalfor the euro area recommendation for 2020. It stated (in theintroductorytext) “The euro area
fiscal stance remained on average broadly neutral over 2015-2018 and - based on the Commission forecast - it is
projected to become slightly expansionary in 2019, in spite of output being above potential. Rebuilding fiscal
buffers is especially important in Member States with still high levels of public debt. Doing so would also reduce
their vulnerability to shocks and allow for the full functioning of automatic stabilisers in the next downturn.
Increasing public investment, in particular in Member States with fiscal space, would support growth and
rebalancing.” The Councilkept the sametextinits Recommendationadopted in April 2019.

In June 2019, the EFB published its annual “Assessment of the fiscal stance appropriate for the euro area in
2020", where it recommended a neutral fiscal stance, with appropriate country differentiation. The EFB
recommendations seemto have beentaken into account by theEurogroup chairin July 2019, who concluded
“There is broad consensus that for member states with high debt levels, there is a need to rebuild fiscal buffers. At
the same time, countries who have already built such buffers, can prioritise investments, boost potential growth
and tackle long term challenges. For 2020, based on current forecasts, appropriate and differentiated fiscal policies
at the national level will lead to a broadly neutral fiscal stance for the euro area as a whole. Going forward, we will
keep a close eye on the economy, given the significant number of risks to growth that are looming.”

The Commission report on “The 2019 Stability and Convergence Programmes” of July 2019 provided an
overviewand assessmentofthe euroareafiscal stance,based onthe Stability and Convergence Programmes
(SCPs) that the Member States submitted in spring 2019. As for recommendationfor the 2020 euro areafiscal

3 Seealso EGOV note on “Potential output estimates and their role in EU fiscal policy surveillance”.
4 The Commission noted also “Excluding Italy, the projected aggregate euro-area fiscal stance in 2019 would be broadly neutral”.
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stance, the Commission notes “Fiscal policy should ensure public finance sustainability while supporting
macroeconomic stabilisation in the short term, in particular when monetary policy is constrained at the zero lower
bound.” The Commission assesses these objectives through two indicators: the S1 indicator® - to measure
medium-term sustainability needs -and the output gap - to measure cyclical stabilisation needs. According
to the Commission, concerns about fiscal sustainability call for rebuilding fiscal buffers in the five highly
indebted countries (Belgium, Spain, France, Italy and Portugal); no euro area Member State is expected to
experience bad economic conditions, and economic growth is set to return marginally above potential
growth, in a context of a very accommodative monetary policy. As a result, no stabilisation needs seem to
emerge for 2020. The Commission concludes “A well-designed fiscal expansion in euro area Member States with
fiscal scope would enhance their short- and medium-term growth prospects, while supporting the overall euro
area economy at a time when highly-indebted countries have to reduce their deficits... The appropriate
differentiation of fiscal policies across member States would lead to a broadly neutral fiscal stance atthe euro area
level in 2020.... Based on unchanged policies, the Commission 2019 spring forecast points to a slightly
expansionary fiscal stance for the euro area aggregate in 2020, which would be pro-cyclical...”

4.The emblematicdebateonthe euro areafiscal stance for2017

In November 2016, the Commission published a communication“Towards a positive fiscal stance for the euro
area”, whereit putitselfin the position of a “Finance Minister for the euro areaas a whole"° that looks at the
fiscal policy in aggregate terms. The Commission considered that both the aggregate fiscal stance forecast
for2017-2018, and the aggregate fiscal stance obtained by summing the individual fiscal stances planned by
euro area Member States in their draft budgetary plans, were inadequate. They would lead to a moderately
neutral fiscal stance in 2017 and 2018, while the economic situation would have called for an expansionary
policy, also in support of the monetary policy of the European Central Bank. The Commission therefore “set
out the case for asignificantly more positive fiscal stance at this point in time. A positive fiscal stance refers both to
the supportive, i.e. expansionary, direction that fiscal policy should take overall, and to the quality of the
composition of the adjustment, in terms of repartition of efforts across countries and of the types of expenditure
and/or taxes behind it."

The Commission proposed numerical objectives for the euro area fiscal stance, against the objective of
both reducing the euro area output gap and increasing inflation. More specifically, it proposed a fiscal
expansion of 0.5% of 2017 GDP, which would have corresponded to an additional fiscal stimulus of around
50 billion euro; 0.3% would have halved the output gap, whereas 0.8% would have allowed for a full closure
oftheoutput gapin 2017. Furthermore, a fiscal expansion of 0.5% would have contributed to close, in 2017,
25% of the gap between theforecast coreinflation in the euro area and the objective of 2%.

The Commission underlined thatsuch a fiscal stance would not be the spontaneous result of the application
of the rules to each Member State: actually, the current fiscal situation represented a “clearly sub-optimal
repartition of the fiscal adjustment across countries”. The Commission noted, “The current fiscal aggregate
conceals a very uneven fiscal distribution across Member States, which does not make good economic sense from
the point of view of the euro area. This situation has been summarised in the form of a telling paradox: those who
do not have fiscal space want to use it; those who have fiscal space do not want to use it.”

For each euro area Member State,the Commission providedan analysis of the macro-economic stabilisation
needs (measured by the country’s outputgap) and the fiscal sustainability needs (i.e. its margin of manoeuvre
under the SGP, while taking into account the flexibility clauses). Nevertheless, the Commission did not
quantify the individual contribution thateach Member State should provide to the overall objective: based a
fiscal map, it simply identified the Member States with available fiscal space and whose economies would

> “The S1 indicator measures the change in the structural primary balance required over five years (from 2020 to 2024) to bring general government debt

to the reference threshold of 60% of GDP in 2033. The S1 indicator represents a stylised measure of sustainability needs”. See footnote 20 in Commission
report 2019.

¢  The Commission published in December 2017 its proposal for a “European Minister for Economy and Finance”
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benefit from limited stimulus. Furthermore, it pointed, “tension between the need to support the recovery over
the short term and to ensure sustainable public finances over the medium term is particularly strong in Member
States with very high levels of government debt”. In this respect,inthe Communicationon the Draft Budgetary
Plans 2017: overall assessment, the Commission had noted “However, designing such an appropriate fiscal
stance for the euro area is the individual and collective responsibility of the Member States”.

This Commission Communication, together with its Annexes, detailed the analytical basis for the second
recommendation on the economic policy of the euro area of November2016 (see table below).

Atits meeting of 5 December 2016, the Eurogroup “took note of the Commission Communication and analysis
of the fiscal stance calling for a positive fiscal stance in the euro area. It recalled that in July, Ministers concluded,
onthe basis of Commission analysis, that the broadly neutral aggregate fiscal stancein 2017 strikes an appropriate
balance. The Eurogroup highlighted that there are considerable differences across member states in terms of fiscal
space and budgetary consolidation needs. Ministers furthermore stressed the importance of a growth-friendly
composition of budgetary measures.” In addition, the President of the Eurogroup Mr. Dijsselbloem stated “We
agreed that some Member States can, if they choose to do so, use their favourable budgetary situation to
strengthen their domestic demand and growth potential”.

Atthe Monetary dialogue with the ECON Committee of the EP of 28 November 2016, the then President of
the ECB M. Draghi stated “We take note of the Commission communication entitled ‘Towards a positive fiscal
stance for the euro area’. We have said ... that in order to reap the full benefits of our monetary policy measures,
other policy areas must contribute much more decisively, both at national and European level. Fiscal policies
should support the European recovery, but they also have to remain in compliance with the fiscal rules of the
European Union. We agree with the Commission’s emphasis on the composition of fiscal policies; several times we
have said that countries should strive for a more growth-friendly composition of fiscal policies. The concept - and
that is part of the Commission’s proposal - of the euro area fiscal stance, if correctly interpreted, can be a
useful input into our policy discussion. However, itis not a legally binding constraint on Member States,
which continue to be bound by the Stability and Growth Pact. Member States’ draft budgetary plans for 2017
imply a broadly neutral euro area fiscal stance, which appeared to strike a balance between aggregate
stabilisation and sustainability needs. As stressed by the Commission, the contribution of individual Member States
to the area-wide stance as outlined in the draft budgetary plans is sub-optimal. So Member States whose plans are
at risk of non-compliance need to take additional measures to ensure compliance with fiscal rules, while other
Member States have scope to use available fiscal space.”

In January 2017, the Eurogroup modified the Commission proposal; the recommendation for the economic
policies of the euro area for 2017 was then endorsed by the European Council and adopted in March 2017.
Thetable below shows the two texts.

In 2017, the euro area fiscal stance was actually neutral (-0.0326 of potential GDP). Ireland, Slovakia, Malta and
Belgium adopted restrictive fiscal stances; Latvia, Estonia, Lithuania, Italy and Greece adopted expansionary
fiscal stances (the latter two were the Member States with the highest ratio debt-to-GDP).
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Commission proposed recommendation on the

economic policy of the euro area for 2017

Councilrecommendationon the economic
policy of the euro areafor 2017

The Commission proposed that:

”(...) euro area Member States take action, individually
and collectively, within the Eurogroup in the period 2017-
2018to...

Deliver an overall positive fiscal stance contributing
toabalanced policy mix, to support reforms and to
strengthen the recovery through afiscal expansion
ofup to 0.5% of GDP in 2017. Combine national efforts
to secure long-term fiscal sustainability in respect of the
Stability and Growth Pact with short-term
macroeconomic stabilisation for the euro area, using all
the room for manoeuvre available under the Stability
and Growth Pact. Differentiate the fiscal effort by
individual Member States by better taking into
account:

e their respective position with regard to the
requirements under the Stability and Growth Pact,

e the situation of the euro area aggregate and
spillovers across euro area countries:

(i) for Member States which are over-achieving their
fiscal objectives, use their fiscal space to support
domestic demand and quality investments,
including cross-border ones, as part of the
Investment Plan for Europe;

(i) for Member States that need further fiscal
adjustments under the preventive arm of the Pact,
make sure to be broadly compliant with the
requirements of the Stability and Growth Pact;

(iii) for Member States under the corrective arm,
ensure a timely correction of their excessive deficits,
including by providing fiscal buffers against
unforeseen circumstances.

Improve the composition of public finances by creating
more room for tangible and intangible investment and
ensure the effective functioning of national fiscal
frameworks.”
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The Council adopted the following
recommendation, thereby modifying the
Commission proposal:

“...euro area Member States take action,
individually and collectively, within the
Eurogroup in the period 2017-2018to...

Aim for an appropriate balance in fiscal policies
between the need to ensure sustainability and
the need to support investment to strengthen the
recovery, thereby contributing to an appropriate
aggregate fiscal stance and a more balanced
policy mix.

Member States that, according to the
Commission assessment, are at risk of not
meeting their obligations under the SGP in 2017
should, on that basis, take, in a timely manner,
additional measures to ensure compliance.

Conversely, =~ Member States that have
outperformed their medium-term objectives are
invited to continue to prioritise investments to
boost potential growth while preserving the long-
term sustainability of public finances.

Member States that are projected to be broadly
compliant with the SGP in 2017 should ensure
compliance with the SGP within their national
budgetary processes.

Pursue fiscal policies in full respect of the SGP,
while making the best use of the flexibility
embedded within the existing rules.”


https://ec.europa.eu/info/sites/info/files/2017-european-semester-recommendation-euro-area_en_0.pdf
https://eur-lex.europa.eu/legal-content/EN/TXT/?qid=1562842864408&uri=CELEX:32017H0324(01)
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5. Somerelated papers commissioned by the EP

In spring 2016, the EP asked three academic experts to provide their contribution on the subject “The Euro-
areda fiscal stance: definition, implementationand democratic legitimacy”’. The summary of the papersare
as it follows.

Bénassy-Quéré:in her paper, the author noted that the concept of fiscal stance aims at assessing the
“voluntary” impulse induced by fiscal policy, as opposed to “automatic stabilisers”. In the current economic
governance framework, where only coordination amongeuroareaMember States is possible, the design and
implementation of a Euro area fiscal stance is especially difficult, in the absence of a Euro-area budget.
Therefore, the only possibility is to coordinate national fiscal policies, in order to mimic what a federal budget
could achieve. She argues that such “top-down” approach should apply only in “exceptional” times, when
fiscal spillovers are high and the Euro area is at risk. In “normal” times, the usual “bottom-up” approach
remains appropriate. The authorhighlighted the weakness of the concept of “fiscal stance”, due to changes
in theforecasts of both the actual and potential GDP growth:to overcome this problem, she proposed to rely
onthe currentaccount estimates, which seem morereliable and less volatile.

In order to “distribute”thefiscal stance among euroareacountries, both theoutput gapand current account
of each country need to be taken into account, on the top of each country’s “fiscal space” that results from
the debt ratio. She also proposed a calendar that could better fit the Europeansemesterand the preparation
of Member States’ budgetary plans.

Asfar as democraticlegitimacy is concerned, the legitimacy of a “top-down”approach for fiscal policy would
mainly rely on “output legitimacy” (i.e., it would be based onits efficacy). However, the recently established
European Fiscal Board could have an impact, by raising the level of awareness within the European and
national Parliaments;the Presidentofthe EFB would appear in front of the EP and selected Member States.
Since national governments and parliaments will remain responsible for national fiscal policies, fiscal
coordination willremain fragile, especially when the macroeconomic situationdiffers largely across Member
States. Therefore, the coordination of national fiscal policies should be complemented by the development
ofa “fiscal capacity” for the euro area.

Kiel Institute:according to the authorsof this paper, the joint euro areafiscal stanceis not a useful concept,
because i) only national authorities can conduct fiscal policies and ii) the concept abstracts too much from
the relevant information at country level (especially debt sustainability concerns). Furthermore, from the
methodological standpoint,the structural balance is a weak indicator, becauseit depends on the output gap
and on the potential output of an economy, which have proven very volatile. The authorsnoted thatin the
current context, the EU Commission requires Member States with fiscal space (i.e. sound debt position, eg.
Germany) to provide fiscal stimulus, in the hope that loosening the joint fiscal stance would help countries
that cannot afforda more expansionaryfiscal stance. The authorsarguethat this would damage the national
economy and its sustainability, and would induce further business cycle divergence among euro area
Member States. Furthermore, the impact on the other Member States might be opposite tothe expected one,
because of the monetary policy, which might consequently get tighter, and of the limited tradespillovers. As
a result,imposing an “aggregate fiscal stance” could be politically contested, and seenas not legitimate.
The authors proposed the creation of a joint budget to support stabilisation policies, financed with Member
States’ contributions, focused only on addressing genuine cyclical risks. Nevertheless, such a solution might
favour moral hazard, while reducing both the willingness toimplement structural reforms andthe high levels
of publicdebt. Furthermore, a euro areafiscal frameworkshould be transparent andresponsiveto euro area
political preferences: the current framework seems not adequate and would require an institutional reform
ofthe EMU.

F. Giavazzi: The author of this paper argues that the concept of euro area fiscal stance has recently cometo
theforefront of the policy debate because the ECB reached the zero lower bound on interest rates, thereby
curtailing its ability to use monetary policy to affect aggregate demand. The euro areafiscal stance could be
therefore the relevanttool to offsetcyclical fluctuationsin output. Theauthor's analysis suggested that about
one half of the savings that the euro area currently exportsto the rest of the world (measured, at the end of
2015, by a currentaccount surplus equivalent to 4% of the euro area GDP) could be spent (for consumption
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and/orinvestment) inside the euro area, in an attempt to move output and employmentclose to potential.
However, difficulties arise from the fact that the euro area lacks instruments to control the euro area fiscal
stancedirectly:in fact, the stance offiscal policy can currently only be managed throughindividual actions at
thelevel of individual Member States —and such actions runinto the difficulties of fiscal policy coordination.
As a possible solution, the author proposes a procedure whereby the Commission first decides the desired
change in the euro area fiscal stance, and then the allocation of such a change among individual Member
States, based upon their relative output gaps. Another proposal, which would require changes in the Treaty,
envisages the creation of a fiscal capacity at the euro area level, through the transformation of the European
Stability Mechanism in a new institution designed to play a central role in managing euro area domestic
demand. The paper concludes by discussing some characteristics of the new institution, namely its
governance, its resources (which would come from the issuance of “Stability Bonds”), the moral hazard
concerns it may raise and its relationship with the European Commission and theEuropean Fiscal Board.

In May 2019, the ECON Committee requested also three experts to provide an assessment of the
effectiveness of automatic stabilisers to smooth economic cycles in the euro area Member States.
Automatic stabilisers are theitemson government budgets thatareaffected by the macroeconomic situation
in ways that operate to smooth the business cycle”: typical examples of automatic stabilisers are
unemployment benefits and progressive taxation. All authors agree that the main challenges relate to
strengthening automatic stabilisersand reducing the impact of pro-cyclical discretionary policies in the euro
area Member States. To this scope,allthe three papers call for an improvement of the EU fiscal governance.

The paper by Dolls, Fuest, Peichland Schleef investigates the current level of automatic stabilisersin the euro
area and analyses the effect of automatic stabilisersin preventing pro-cyclical fiscal policies in good and bad
times. The authors underlined “that euro-area fiscal governance needs to be improved and that it is key to build
up fiscal buffers in good economic times so that automatic stabilisers can operate freely in prolonged downturns.
A better and more credible enforcement of fiscal rules, a strengthening of independent fiscal councils and a fiscal
stabilisation instrument at Euro-area level, as elements of a comprehensive reform package for the Euro-areq,
could lead to better fiscal policy outcomes.”

In his paper, P. Van Den Noord assesses the working of the automatic stabilisersin the euro area as a whole
and its Member States. The author concludes that “the economic cycle In the Euro Area could have been
considerably smoother had discretionary fiscal policy been able or allowed to be conducted in a more counter-
cyclical fashion - or at least not overruled the automatic stabilisers.” Noord argues that the creation of a
supranational buffer fund, to which Member States contribute in good times and can draw on in bad times,
might help to mitigate these tendencies, if underpinned by strong political legitimacy, clear rules,
automaticity when possible, and solid judgment when needed.

The paper by A. Fatas argues that “Currently, automatic stabilisers are mostly the result of policies that have
nothing to do with stabilization. Government size, which is the largest source of automatic stabilisers, or
progressive taxation, are designed to deal with political and social demands, not stabilization.” Fatas™ view is that
automatic stabilisers remain an effective tool - if properly strengthened - to deal with the next crisis. The
author nevertheless notes that just focusing on automatic stabilisers will not be enough. He advises the EU
to complement those efforts with a framework that can produce counter-cyclical discretionary fiscal policy,
possibly supported with funding at the European level. The author suggests a European system of
unemployment insurance, or programs that supports European-level investments or a European-wide
funding vehicle for discretionary policies in recessionary times (Euro bonds).

Disclaimer and copyright. The opinions expressed in this document are the sole responsibility of the authors and do not necessarily represent
the official position of the European Parliament. Reproduction and translation for non-commercial purposes are authorised, provided the
source is acknowledged and the European Parliamentis given prior notice and senta copy. © European Union, 2021.
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Annex: Fiscal stancein Euroareaand euro area Member States, 2011-2021

| 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 2020% | 2021*
Euro area 0.9994|  1.5104 0539 02313| -03175| -03888| -0.2869| -0.0647| -04027| -35163| 02973
Belgium 01413 03427 02283 00453 00391| 00087 | 06191 -0.7845| -1.2808| -3.4773| 19757
Germany 0.9606| 08813 -00019| 02697 -0.0343| -03305 0376 03047 | -03637| -43789| 0.6374
Estonia -05274| 02442| -01786| 00899 | -0.1011| -09631| -1.4352| 00041 | 03037 -20652 -0.0748
Ireland 1984| 18042 1.8667| -00505| -00277| 14214| 00452 03475| -0.0251| -51208]  0.4569
Greece 61523 39897 06991 03252 04976| 19164 | -06424| 02055| -2.7412| -2.8287| -2.8604
Spain 1.4405| 38169 | 20901| 02387 -16717| -1.1618| -0.1384| -02106| -1.1419| -1.8277| -0.2403
France 0.9082| 05358| 06578 01717 -0.0354| -02666| -0.1383| -0.0814| -04724| -1.8835| -0.7345
Italy 0.4635 2558 04944 -00912| -04723| -1.2553| -0.8221| -0.4609 035 -3.6536| 0.5382
Cyprus -0.0023 226 3.1899| 51633 | -1.8428| -25026| 0.0939| 09804 | -2.1234| -47194| 25904
Latvia 0.302 119 -05797| -0.105| -09873| 1.0205| -1.2775|  -0.806|  0.1464| -3.5599 |  2.9425
Lithuania 00897 12164 01626 04088 05133] -0014| 06002 0353 -03689| -6.6558| 25958
Luxembourg 09245 12004 | -00567| -02211| -1.0078| 00166|  -0.136| 14287 | -04949| -46358| 3.0415
Malta 1.8689| -1.3605| 04372 -0.8969 | -07403| 29504 | 1.0177| -1.6504| -15881| -55131|  3.3213
Netherlands 02167| 1.2845| 05764 08419| -05053|  1.0633 0019 01302 -0.1017| -50532| 04716
Austria 05267 06612 06586| 02552 05068| -1.4335 0276|  -0054| 00375 5833 12299
Portugal 31571 35459 07339 14039 -0764| 0224 0144 0075| -04324| -19329| -0.3058
Slovenia -0.801| 42143 93114 10365 07091| -0.1793 -0316| -0.8746| -1.1516| -5.0297 |  0.5882
Slovakia 32843 06889 21507 -07865| 02654 01297 08113 094 06769 -49315| 03553
Finland 03047 -0.1891| 00478 03462 04943| -03674| -02722| -03683| -03327| -37763| 17615

Source: European Commission Autumn 2020 Forecast (Ameco database) *: forecast
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