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SUMMARY OF PAPERS 
The extensive package introduced by the Commission is the "most comprehensive 
reinforcement of economic governance in the EU and the euro area since the launch of the 
Economic and Monetary Union. Broader and enhanced surveillance of fiscal policies, but 
also macroeconomic policies and structural reforms is sought in the light of the 
shortcomings of the existing legislation. New enforcement mechanisms are foreseen for 
non-compliant Member States". 
 
The co-legislative work in the European Parliament has started in October 2010. The 
following legislative documents constitute the "package":  
 
FFiissccaall  ssuurrvveeiillllaannccee  
  
1) Amendments to reg. 1466/97  
(ordinary legislative procedure) 
 
2) Amendments to reg. 1467/97 
(special legislative procedure; Parliament 
and ECB consulted) 
 
3) New Directive on national fiscal 
frameworks (Council Directive, EP 
consulted) 

MMaaccrrooeeccoonnoommiicc  ssuurrvveeiillllaannccee  
  
5) New regulation on prevention and 
correction of macroeconomic imbalances 
 
 (ordinary legislative procedure) 
 

Enforcement 
 
4) New regulation on effective enforcement 
of budgetary surveillance 
 
(ordinary legislative procedure) 
 

Enforcement 
 
6) New regulation on effective enforcement 
of macroeconomic surveillance 
 
(ordinary legislative procedure) 

 

1) Regulation of the European Parliament and of the Council amending Regulation (EC) No 
1466/97 on the strengthening of the surveillance of budgetary positions and the 
surveillance and coordination of economic policies (COM(2010)526, 2010/0280(COD)). 

Legal basis: Article 121(6) (ordinary legislative procedure),  
EP Rapporteur: Corien WORTMANN-KOOL (EPP) 

 
2) Council Regulation amending Regulation (EC) No 1467/97 on speeding up and clarifying 
the implementation of the excessive deficit procedure (COM(2010)522, 2010/0276(CNS)). 

Legal basis: Article 126(14) subparagraph 2 (consultation),  
EP Rapporteur: Diogo FEIO (EPP).  

 
3) Council Directive on requirements for budgetary frameworks of the Member States 
(COM(2010)523, 2010/0277(NLE)). 

Legal basis: Article 126(14) subparagraph 3(consultation),  
EP Rapporteur: Vicky FORD (ECR). 
 

4) Regulation of the European Parliament and of the Council on the effective enforcement 
of budgetary surveillance in the euro area (COM(2010)524, 2010/0278(COD)) 

Legal basis: Article 121(6) and Article 136 (ordinary legislative procedure),  
EP Rapporteur: Sylvie GOULARD (ALDE). 
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5) Regulation of the European Parliament and of the Council on the prevention and 
correction of macroeconomic imbalances (COM(2010)527, 2010/0281(COD)).  

Legal basis: Article 121(6) (ordinary legislative procedure),  
EP Rapporteur: Elisa FERREIRA (S&D) 

 
6) Regulation of the European Parliament and of the Council on enforcement measures to 
correct excessive macroeconomic imbalances in the euro area (COM(2010)525, 
2010/0279(COD))  

Legal basis: Article 121(6) and Article 136 (ordinary legislative procedure),  
EP Rapporteur: Carl HAGLUND (ALDE) 

 
In this very crucial and important package of six legislative dossiers, the experts of the 
Monetary Expert Panel of ECON were invited to: 
 
- On the one hand, help the European Parliament identify critical missing, or 
redundant/unworkable, elements within the Commission package, and,  
 
- On the other hand, identify what (if anything) is missing outside and beyond the 
proposals in order to make the whole package of governance reform complete and 
workable (e.g. crisis resolution mechanisms and debt restructuring, EMF, project bonds, 
Eurobonds etc). 
 
The responses of the experts are presented here in their abstracts, for a complete 
argumentation please refer to the subsequent contributions: 
 
Daniel Gros - Incentives and democratic accountability need to be strengthened 

The broad thrust of the Commission’s proposal on economic governance should be 
supported. However, there are some elements that are unlikely to work as planned and 
new elements are needed. In particular the fines foreseen in the context of the SGP and the 
new EIP (excessive imbalance procedure) are unlikely ever to be imposed.  Instead of 
focussing on fines for misbehaving governments, the new framework for economic 
governance should concentrate on providing the right incentives and fostering the stability 
of financial markets.  
 
One way to strengthen incentives would be to make the availability of funding from the 
EFSF (or whatever name is given to its permanent successor) conditional on the country 
having followed Council recommendations both on fiscal policy and on excessive 
imbalances. This would certainly induce financial markets to mark down the debt of the 
country concerned and thus send a strong signal to the national authorities.  
 
Another way to motivate prudent behaviour and strengthen the resilience of financial 
markets would be to link the capital requirements for banks holding public debt to the 
country’s deficit and debt position as well as its observance of recommendations in the 
context of the excessive deficit procedure. The capital requirements should be higher the 
larger the deficit and debt of the country in question, and should be further increased if the 
country does not follow EU recommendations to deal with an excessive deficit or external 
imbalance. This would strengthen financial market stability because it would induce banks 
to hold less public debt of high-risk countries. 
 
The Commission would have a central role in the new framework and would have to make 
many judgment calls. This is not compatible with the increasingly political nature of the 
Commission. One should therefore either create an independent body within the 
Commission or create an independent fiscal agency along the lines proposed at the national 
level. At any rate, the European Parliament should be informed and possibly consulted 

4 



Policy Department A: Economic and Scientific Policy 
___________________________________________________________________________________________ 
 
about the proposals the Commission intends to submit to the Eurogroup, especially if the 
reverse voting is to be applied. 
 
Stefan Gerlach - The balance is largely appropriate although vague parts remain 

While shortcomings remain, the proposed measures, if implemented, will improve the 
management of economic policy in the European Union. Fiscal policy involves the 
redistribution of income and wealth and is therefore intensely political, which induces a 
deficit bias as has been demonstrated all too clearly in Europe in recent years. To mitigate 
this tendency, it is important that effective sanctions are available if a member country 
does not comply with the rules. In this regard, the proposals envisage sanction 
mechanisms for both the Stability and Growth Pact (SGP) and for the Excessive Imbalance 
Procedure. The historical record indicates that, when push comes to shove, governments 
are unwilling to impose sanctions on their peers. It is therefore appropriate to focus on 
improving policy by adopting realistic and sensible rules, and to strengthen the relevant 
institutional arrangements. Gerlach identifies some areas where the proposals continue to 
be unrealistic in their present design (e.g. debt criterion), or too vague (e.g. the MTOs, 
national fiscal frameworks). Issues such as procyclicality, maturity structures of debt and 
transition arrangements also deserve more attention.  

Sylvester Eijffinger - A Fiscal Experts Panel should be created  

Eijffinger delineates two important additions to the draft by the Commission. First, the idea 
of macroeconomic surveillance and second, a method of implementing sanctions in the SGP 
that constitutes a stronger commitment technology than the current one, and resembles 
the structure of monetary policy making in EMU. He proposes a Fiscal Experts Panel (FEP) 
that will provide advice on fiscal policy matters to the European Parliament. Its members 
have to be “unelected experts appointed for a fixed duration, long enough to make them 
fully independent and to exceed the horizon of the policy target.” In addition, they have to 
have a considerable reputation to give their policy advice enough weight; we can think of 
i.e. a panel analogous to the Monetary Experts Panel, consisting of those experts 
knowledgeable on fiscal policy. The FEP will have responsibilities regarding both fiscal 
imbalances, and will advise on steps that have to be taken once imbalances have been 
detected. 
 
Karl Whelan - A smaller number of well-focused proposals may work better 

The current package of reforms of the Stability and Growth Pact from the European 
Parliament and Council contain a number of good proposals. In particular, the increased 
focus on debt ratios is a very positive suggestion though this should be strengthened 
further. However, some of the other proposals, such as the new principle of prudent fiscal 
management and the scoreboard for non-fiscal imbalances, are poorly thought out and 
perhaps unworkable. A smaller number of well-focused proposals may end up working 
better than this complex, and perhaps overly ambitious, package. And a coherent policy to 
allow for orderly sovereign defaults in Euro area member states would probably place more 
pressure, via bond markets, on states to get their fiscal houses in order than would the 
proposed system of fines. 
 
Ansgar Belke - The EMF continues to be the crucial missing element outside the 
proposals 

Belke is critical of the legislative package in itself, and argues that it fails to tackle the real 
problems. He is especially critical of the new sanction regime (incl. voting mechanisms and 
fines), arguing that there is little evidence of it working this time round. On the 
macroeconomic side, Belke is positive on the need for surveillance as such, but doubtful 
that any scoreboard is useful. Moreover, the European Semester should not aspire to 
become more than an information sharing mechanism due to problems relating to national 
competences.  
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The most important reforms for Belke lie outside the package: the European Monetary Fund 
(EMF) should be introduced as soon as possible in order to stop the ECB's unhealthy role as 
"bad bank", the banking sector should be recapitalized and stand-alone ratings for 
countries should be introduced as quickly as possible.  
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1) STATEMENT ON THE ECONOMIC GOVERNANCE PACKAGE 
 

by Daniel Gros 
Director, CEPS 

 
 
 

Abstract 
 

The broad thrust of the Commission’s proposal on economic governance should be 
supported. However, there are some elements that are unlikely to work as 
planned and new elements are needed. In particular the fines foreseen in the 
context of the SGP and the new EIP (excessive imbalance procedure) are unlikely 
ever to be imposed.  Instead of focussing on fines for misbehaving governments, 
the new framework for economic governance should concentrate on providing the 
right incentives and fostering the stability of financial markets.  
 
One way to strengthen incentives would be to make the availability of funding 
from the EFSF (or whatever name is given to its permanent successor) conditional 
on the country having followed Council recommendations both on fiscal policy and 
on excessive imbalances. This would certainly induce financial markets to mark 
down the debt of the country concerned and thus send a strong signal to the 
national authorities.  
 
Another way to motivate prudent behaviour and strengthen the resilience of 
financial markets would be to link the capital requirements for banks holding 
public debt to the country’s deficit and debt position as well as its observance of 
recommendations in the context of the excessive deficit procedure. The capital 
requirements should be higher the larger the deficit and debt of the country in 
question, and should be further increased if the country does not follow EU 
recommendations to deal with an excessive deficit or external imbalance. This 
would strengthen financial market stability because it would induce banks to hold 
less public debt of high-risk countries. 
 
Furthermore, the role of the European Parliament in the EDP should be 
strengthened. 
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Executive Summary 
 
The broad thrust of the Commission’s proposal on economic governance should be 
supported. However, there are some elements that are unlikely to work as planned and 
new elements are needed. In particular the fines foreseen in the context of the SGP and the 
new EIP (excessive imbalance procedure) are unlikely ever to be imposed. Instead of 
focussing on fines for misbehaving governments the new framework for economic 
governance should concentrate on providing the right incentives and foster the stability of 
financial markets.  
 
One way to strengthen incentives would be to make the availability of funding from the 
EFSF (or whatever the name of its permanent successor) subject to the country having 
followed Council recommendations both on fiscal policy and on excessive imbalances. This 
would certainly induce financial markets to mark down the debt of the country concerned 
and thus send a strong signal to the national authorities.  
 
Another way to strengthen incentives for prudent behaviour and strengthen the resilience 
of financial markets would be to link the capital requirements for banks holding public debt 
to the country’s deficit and debt position as well as its observance of recommendations in 
the context of the excessive deficit procedure. The capital requirements should be higher 
the larger the deficit and debt of the country in question, and should be further increased if 
the country does not follow EU recommendations to deal with an excessive deficit or 
external imbalance. This would strengthen financial market stability because it would 
induce banks to hold less public debt of more risky countries. 
 
The Commission would have a central role in the new framework for economic governance 
and would have to make many judgment calls. This is not compatible with the increasingly 
political nature of the Commission. One should therefore either create an independent body 
within the Commission or create an independent fiscal agency along the lines proposed at 
the national level. At any rate, the European Parliament should be informed and possibly 
consulted about the proposals the Commission intends to submit to the Eurogroup, 
especially if the reverse voting is to be applies. 

Introduction 
 
The proposal made by the Commission to strengthen EU economic governance in response 
to the mandate that was given to the Commission (and to the Task Force) by the European 
Council of 17 June 2010, contains two main innovations: 1) a strengthening of the Stability 
and Growth Pact (SGP) and 2) the creation of a new framework for the surveillance of 
macroeconomic imbalances (excessive imbalances procedure or EIP). 
 
In particular the Commission recognises that in the past, incentives for compliance with EU 
economic guidelines expressed in the Stability and Growth Pact (SGP) and Council 
recommendations were too weak and the possibilities for imposing fines were in fact never 
used. This is why the Commission argues that tougher and more automatic sanctions are 
needed for countries that do not comply with their budgetary objectives. The sanctions 
could range from interest-bearing deposits to outright fines and could eventually entail the 
imposition of a greater conditionality on EU budgetary disbursements.  
 
In the Commission’s proposal, this set of deposits and fines, applicable to the euro area 
Member States, are complementary to those already foreseen by the SGP and are triggered 
at an earlier stage of the Excessive Deficit Procedure (EDP) and with more automaticity 
(reverse voting mechanism for new sanctions based on Art. 136 for EA). 
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With the explosion of the crisis, it has been also realised that countries with high debt 
levels have to face tighter constraints and can come under the pressure of the financial 
markets. Accordingly the Commission (and also the Van Rompuy Task Force on economic 
governance) proposed that the debt criterion should be applied in the same way as the 
deficit criterion. In principle this should imply setting a numerical benchmark1 to assess 
whether the debt ratio is sufficiently diminishing towards the 60% of GDP threshold and 
that possibly an EDP could be opened and closed on the basis of the debt criterion. The 
proposal suggests that relevant factors like the structure of debt, private sector 
indebtedness and implicit liabilities related to ageing should be taken into account when 
considering whether to open an EDP and for the assessment of debt developments.  
 
The crisis has also shown that compliance with the SGP does not guarantee overall macro-
financial stability (as demonstrated in the case of Spain and Ireland). Those countries 
which are experiencing the biggest troubles are those that were affected by the largest 
macroeconomic imbalances. In this perspective, the Commission’s proposal contains new 
proposals for a framework for surveillance of macroeconomic imbalances.  
 
The new framework is also called the ‘excessive imbalance’ procedure. In the context of 
this proposed new framework, the Commission would monitor a scoreboard of selected 
economic and financial indicators, carry out in-depth country reviews and when necessary 
issue recommendations in order to prevent emerging macro-financial imbalances. The 
proposal also includes a corrective dimension aiming at enforcing the implementation of 
necessary remedies in case of severe imbalances. According to the Commission’s proposal, 
a country can be placed on ‘alert’ status in the event that the scoreboard signals that an 
excessive imbalance is emerging, leading to the start of an excessive imbalance procedure 
(EIP). As with the SGP, this procedure might lead to formal policy recommendations being 
addressed to the country. If these recommendations are repeatedly ignored and the 
imbalances not corrected, sanctions could be applied.  
 
Despite the clear logic behind the overall approach, serious doubt remains about the ability 
to identify at an early stage fiscal and macroeconomic imbalances (this is the assumption 
behind the preventive arm) and on the effective enforcement power of pecuniary sanctions. 
The next section will investigate in depth these two aspects.  
 
In addition the Commission’s document does not contain any proposal for a crisis resolution 
mechanism. This is a critical omission: it does not make sense to treat the rules of 
economic governance separate from the rules that govern crisis management. The 
incentive for countries to follow prudent fiscal and macro policies in general will depend 
crucially on the way crisis will be resolved. For example, if financial market participants are 
always fully bailed out, risk premia might remain too low for too long. 
 

Unworkable and missing elements 

Practical issues in the reform of the stability and growth pact 
 
The first natural question to ask about the SGP reform is why fines, which are already 
contemplated in the current version of the Pact and were never applied in the past, should 
be applied in the future. To overcome this problem, the Commission attempted to introduce 
some automaticity in the sanction mechanism, but it seems clear that at the latest ECOFIN 
Council Member States did not agree with this. We will briefly touch on two concrete 
aspects in the preventive and the corrective arm of the SGP. 
 

 
1 The Commission’s proposal suggests that the distance between the debt-to-GDP ratio and the threshold of 60% 
over the preceding three years must diminish at a rate of 1/20th per year. This detail is not mentioned in the Task 
Force report. For an earlier proposal based on exactly these numbers, see Gros (1995). 
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a) Preventive arm 
 

Strengthening the preventive arm of the SGP is certainly desirable, but rather difficult in 
practice given that the SGP puts so much emphasis on cyclically adjusted variables. 
 
Figure 1 below gives a sense of the problem. It represents the evolution of the ex-ante 
forecast and later the ex-post estimation of the output gap and fiscal balances for the year 
2007 provided by the Commission services for two countries: Germany and Ireland.  
 
In the case of Germany, the deficit for 2007 was initially expected to be rather large, but as 
time went by the estimates became more and more optimistic. Initially the preventive arm 
of the SGP would thus have signaled trouble ahead, which then did not materialise in the 
sense that in 2007 it appeared that Germany was running a balanced budget also on a 
cyclically adjusted basis. However, as time went by the Commission revised its estimate of 
the output gap, coming later to the conclusion that Germany had in fact run a slight 
cyclically adjusted deficit in the boom year. 
 
All in all it thus appears that in the case of Germany, the underestimation of the output gap 
was not very large, but in the case of Ireland the mistake was huge. In 2006 the forecast 
for the following year was suggesting that the actual output was well below potential (2%), 
whereas ex-post it turned out that it was well above potential (about 5%). As a result the 
Commission estimated in 2007 that the cyclically adjusted balance for the year was a solid 
surplus of about 2% of GDP. Two years later the Commission came to the conclusion that 
in 2007 Ireland had already run a cyclically adjusted deficit of about 2% of GDP, not 
because of new information about the budget numbers themselves, but because of new 
estimates of the cycle and hence the output gap. The preventive arm thus did not signal 
any problem, and the corrective arm could not be applied retroactively. 
 

Figure 1. How to measure cyclically adjusted deficits: Two real life examples  

  
Note: Government balance is net lending (+) or net borrowing (-) of general government (% of GDP); Output gap 
is defined as deviation of actual output from potential output as % of potential GDP; CA Balance is the cyclically 
adjusted net lending (+) or net borrowing (-) of general government (adjustment based on potential GDP 
Excessive deficit procedure). 
 

Given these difficulties in identifying the cycle and the structural element, especially during 
critical times, it is unlikely that the preventive arm can be strengthened so much that 
coercive measures can be imposed on the basis of estimates of cyclically adjusted data. 
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b) Corrective arm 
 
Here the discussion has focused on whether sanctions can be automatic or they should 
admit exceptions and whether governments should empower the Commission (through 
Treaty change) or another independent agency (as suggested by the ECB) to impose 
sanctions. The Commission proposal is to reverse the usual voting mechanism by 
considering a Commission proposal on sanctions as adopted unless Council vetoes (or 
changes) it by QMV. 
 
This approach makes sense from a political economy point of view, as it is clear that a 
collection of potential (often also actual) sinners is unlikely to meter out sanctions on one of 
their own. Hence the need for an impartial authority. However, it raises also fundamental 
questions about democratic accountability. Hence it would be desirable to involve the 
European Parliament in the EDP and EIP procedures. For example, one could stipulate that 
the Commission should pass first before the relevant Committee of the EP before 
presenting proposals for sanctions to the Eurogroup. 
 
Moreover, the central role of the Commission as an impartial, technical body contradicts the 
existing tendency of the Commission to become a more political body (for example the 
President of the Commission now has to come from the majority fraction in the EP, which 
he/she is likely to remain in close contact). This implies that Commission proposals for 
sanctions could easily become (or just be seen) as the result of party politics and not the 
neutral assessment of an independent and highly professional body. Inverting the voting 
mechanism would thus make sense only if process (in particular the proposals on fines) is 
under the control of an independent EU fiscal authority along the lines of the independent 
fiscal agencies that are proposed for the national level. 
 
 c) Sanctions versus incentives 
 
More fundamentally the entire approach of focusing on sanctions seems to be misplaced. 
What is needed is not ‘sanctions’ but incentives. To make a comparison with automobile 
insurance: The traffic policy tries to enforce prudent driving by posting speed limits and 
monitoring them selectively. Drivers then get a fine when they are caught speeding (and 
often try to negotiate arguing that they had a special reason to speed (Germany argued 
that it had to carry the burden of reunification) or that the radar was not working properly 
(other countries are arguing that in reality their deficits/debts are not so bad because they 
are reforming pensions or have a lot of domestic savings to finance a high debt level). In 
reality, however, a potent incentive for prudent driving is the bonus-malus system of 
insurers under which imprudent drivers who cause accidents have to pay more for their 
insurance. 
 
This idea could (and should) be replicated by linking the reform of the SGP with the 
permanent crisis resolution mechanism now being discussed (in conjunction with possible 
‘bail-in’ of private creditors). 
  
The simple idea to be considered is that access to the crisis mechanism should be made 
conditional on the country having previously followed fiscal discipline. Thus one could 
stipulate that a country that had not followed Council recommendations on correcting an 
excessive deficit would not be eligible for support from any euro area crisis resolution 
mechanism.  
 
Another important innovation would be to link the capital requirements for banks holding 
public debt to the country’s deficit and debt position as well as its observance of 
recommendations in the context of the excessive deficit procedure. The capital 
requirements should be larger the higher deficit and debt of the country in question.  
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At present the capital requirements for euro area public debt are linked to the rating of the 
country. For banks in the euro the capital charge for holding the public debt of any euro 
area country is equal to zero as long as that country is rated above AA- the capital charge 
then increases only to 20% until BBB+ (see Table 1 below for further details).   
 
This dependency on ratings does not make sense if one considers the role that rating 
agencies have played in the financial crisis. One should thus link the capital charge to other 
measures of the risk the country represents.2 
 
Table 1 Basel II risk weighting (100% is equivalent to a capital charge of 8% of 
the nominal amount of the debt held in the (banking) book of the bank 

  

AAA 
To 
AA- 

A+ 
to 
A- 

BBB+ 
To  
BBB- 

BB+ 
To B- Below  Unrated  

Past 
due  

Sovereigns 0% 20% 50% 100% 150% 100% – 

Banks 20% 50% 100% 150% 50% – 

Banks, 
based on 
their country 
of 
incorporation 20% 50% 100% 150% 150% 100% – 
 
For example, one could imagine that the mere opening of an excessive deficit procedure 
would lead to an increase in the risk charge by a certain percentage (e.g. 20%). Every new 
step in the procedure could lead to further increases in the risk charge, which could be 
made so high in case the country does not follow EU recommendations to reduce its 
excessive deficit or external imbalance that it induces banks to reduce considerably their 
holdings of public debt of the country concerned. A positive side effect of this approach is 
that it would make extending normal credit relatively more attractive for banks. 
 
‘Sanctions’ of this kind seems much more appropriate than the deposits or outright fines 
considered in the Commission’s proposal. Moreover, the approach proposed here fits much 
better with the general principle in the Treaty that any sanctions for transgressing EU rules 
should be linked to the purpose these rules are supposed to achieve. The purpose of the 
SGP (and the EIP) is to ensure the stability of euro area. This can be much better achieved 
by increasing capital requirements for banks than to impose a deposit or a fine on country 
that is already fiscally challenged. 
 
These changes in risk weighting would of course have to be decided in the context of the 
changes to the Directive on capital adequacy which will also come before the EP soon. 
 

                                          
2 The same approach could also be used by the ECB in setting the haircuts on its collateral requirements: a higher 
haircut should apply to public debt from countries with excessive deficits/debts and to banks from countries with 
an excessive imbalance. However, this decision could be taken by the ECB on its own without any change in 
primary or secondary law. 
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Macroeconomic imbalances 
 

The Commission proposal considers the introduction of a scoreboard of financial and 
economic indicators which supposedly will include at least 6 indicators current account, net 
foreign asset position, real exchange rate (ULC and GDP-deflator based), construction real 
value added, real house prices and banking credit to the private sector. While monitoring 
these indicators is certainly useful to assess the position and the risk of a country running 
into trouble should capital flows dry up suddenly, the identification and measurement of 
imbalances is a very difficult exercise, which involves a number of delicate judgment calls. 
 
First, imbalances are often affected and masked by the cycle and can usually be identified 
in unambiguous way only when they are already very large, often too large for an early 
stage correction so that the cost of the correction is high and tend to be postponed while 
imbalances keep growing. This issue was already addressed above. 
 
Second, for the reason just explained above it is difficult to identify hard thresholds for 
indicators to decide when an excessive imbalance procedure should be opened. For 
example, when can one judge credit to the private sector as excessive? When the growth 
rate is higher than the EU average? When the level (relative to GDP?) is too high? When 
the rate of growth accelerates? What credit to the private sectors should be monitored? 
Credit to households? SMEs? Consume credit? Interbank credits?  
 
It is also not clear how many indicators should be above the many different arbitrary 
thresholds to trigger the procedure. Moreover future imbalances might take a completely 
different and might thus not be detected by these indicators. House prices have been 
included now because housing bubbles were a key in this crisis. However, at the start of 
EMU nobody would have thought that house prices could acquire the importance they had 
over the last decade.  
 
What is currently happening in Ireland provides a useful reminder that imbalances are 
difficult to measure ex ante. Ireland did not have a huge current account, or an excessively 
large negative net international investment position. However, the country is on the verge 
of tapping the EFSF after its government guaranteed all the liabilities of a banking system 
too big to be saved and the Irish supervisors did not see the huge losses on the banks 
balance sheets until it was too late. This example suggests the way to proceed would not 
be to aim to impose fines, but to undertake concrete steps to foster financial stability. The 
excessive imbalances procedure should thus be somehow linked to the European Systemic 
Risk Board, which will start operating in 2011. For example, the finding that an excessive 
imbalance situation has arisen should trigger some action by the Systemic Risk Board. 
 
Moreover, an excessive imbalance should also trigger an examination of the stability of the 
financial of the country concerned by the newly created European Banking Authority. 
 
Overall, given the difficulties associate to the identification of meaningful triggers for the 
EIP, and for pecuniary sanctions, the only way to provide a solid incentive to avoid the 
emergence of macroeconomic imbalances is the condition that access to the future crisis 
mechanism (whatever will replace the EFSF), is open only to countries which have followed 
Council recommendations to deal with excessive imbalances.   
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Concluding remarks 
 
The philosophy behind the Commission’s proposal for improving economic governance is to 
reinforce the existing procedures (the SGP) and to create another procedure very similar to 
the SGP to strengthen spot potential crisis earlier (and hopefully force member countries to 
adjust policies before a crisis materialises). However, it is not likely that an approach that 
did not work in the past will in the future work because a number of new indicators were 
added and some voting mechanisms will have been changed. 
 
This note argues that the thrust of the SGP and new EIP should be changed: from trying to 
force countries to undertake adjustment measures under the threat of sanctions, such as 
deposits or fines, to providing concrete incentives for prudent policies and steps that would 
render the financial system more resilient to shocks. Concrete measures in this direction 
would be to link the assessment of an excessive deficit or excessive imbalance to capital 
requirements for banks and to make the availability of funding from the EFSF contingent on 
the country having followed recommendations to deal with an excessive deficit or 
imbalance. 
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Annex: A short digression on competitiveness and exports 
 
Some indicators, especially the widely cited like competitiveness indicators are not useful in 
isolation and their predictive power is sometimes rather low. Labour cost indicators evolve 
with the state of the national labour market and are thus endogenous so that their 
assessment should be based on the overall macroeconomic situation of the country 
rendering the final judgment large subjective.  
 
Moreover, their predictive power is not very high. One good example of this difficulty is 
given by the widely used competitiveness indicators, for example those based on unit 
labour costs. In principle these competitiveness indicators are important because a loss of 
competitiveness should lead to lower exports, or at least lower market shares. It is widely 
repeated that labour costs in the four euro countries which face the most difficulties in 
financial markets (Portugal, Ireland, Greece and Spain) have increased too much relative to 
those of Germany (and that these countries need to recover between 20 and 30 % in 
competitiveness. However, it is interesting to note that the loss of competitiveness of these 
countries has not led over the last decade to any loss of market shares. The chart below 
shows the share of the exports of goods and services of these four countries in overall EU 
27 exports (also of goods and services). It is apparent that all lines are essentially flat, and 
not downwards sloping as one would expect if a loss of competiveness had had a strong 
impact on exports. 
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Abstract 
  

On September 29, 2010, the European Commission announced a set of legislative 
proposals to improve economic governance in the European Union. The package is 
wide-ranging and consists of six proposals, four of which deal with fiscal questions 
and two with broader macroeconomic balance issues. While shortcomings remain, 
the proposed measures, if implemented, will improve the management of 
economic policy in the European Union. In turn, better economic policy will 
promote the smooth functioning of the European economy.  
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1. Introduction3 
 
On September 29, 2010, the European Commission announced a set of legislative 
proposals to improve economic governance in the European Union. The package is wide-
ranging and consists of six proposals, four of which deal with fiscal questions and two with 
broader macroeconomic balance issues. While shortcomings remain, the proposed 
measures, if implemented, will improve the management of economic policy in the 
European Union. In turn, better economic policy will promote the smooth functioning of the 
European economy.  
 
The thrust of the proposals is to help governments manage the economy better and there 
is little emphasis on sanctions. This balance is appropriate and will raise the likelihood that 
member states will take ownership of, and comply with, the rules. The historical record 
indicates that, when push comes to shove, governments are unwilling to impose sanctions 
on their peers. It is therefore appropriate to focus on improving policy by adopting realistic 
and sensible rules, and to strengthen the relevant institutional arrangements.  
 
Nevertheless, fiscal policy involves the redistribution of income and wealth and is therefore 
intensely political, which induces a deficit bias as has been demonstrated all too clearly in 
Europe in recent years. To mitigate this tendency, it is important that effective sanctions 
are available if a member country does not comply with the rules. In this regard, the 
proposals envisage sanction mechanisms for both the Stability and Growth Pact (SGP) and 
for the Excessive Imbalance Procedure. The rules provide for small and quasi-automatic 
sanctions – that is, sanctions are automatic unless a majority of member states decide not 
to adopt them. Overall, these arrangements appear appropriate.  
 
Below I review the main proposals and point out some shortcomings that may warrant 
reflection. I first discuss the measures to strengthen fiscal policy, before turning to the 
identification of imbalances. Policy conclusions are provided in bullet points. 

2. Strengthening fiscal policy 
 
The intention by the Commission’s proposals is to enhance the SGP by introducing a 
medium-term budgetary objective, by putting more emphasis on the level of public debt, 
by making the sanction regime more effective and by improving fiscal institutions in the 
member countries.4  

2.1 The debt criterion 
 
The SGP, as initially envisaged, proscribed budget deficits greater than 3% of GDP and a 
public debt to GDP ratio greater that 60% “unless the ratio is sufficiently diminishing and 
approaching the reference value at a satisfactory pace.”5 In practice, however, the debt 
criterion was never enforced since so many member states exceeded it and the terms 
“sufficiently diminishing” and “satisfactory pace” were not defined. The proposals of the 
Commission seek to remedy this shortcoming. Since the Greek public debt crisis was 
caused by the government’s history of disregarding the SGP, this proposal is of crucial 
importance.  
 
In addition to the deficit criterion, the new rules require those member states whose debt-
to-GDP ratio exceeds 60% to reduce that ratio by 1/20 of that excess that year. Thus, a 
member state with a debt of 80% will have to reduce that ratio by (80% - 60%)/20 = 1% 
                                          
3 I am grateful to Anamaria Piloiu for very able research assistance. 
4 See also the comments by Manasse (2010) and Wyplosz (2010). 
5  Article 126 of the Treaty (ex Article 104 TEC) – The Excessive Deficit Procedure  
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:12008E126:EN:NOT 
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per year. That is a realistic undertaking. However, the OECD Economic Outlook of October 
2010 forecasts a debt-to-GDP ratio for Greece in 2011 of about 140%, implying a need to 
reduce that stock by 4% per year.  
 
This could be problematic. To see this, note that the change in debt-to-GDP ratio, ΔD, 
equals the stock of debt, D, times the difference between the real interest rate and the real 
growth rate of the economy, r-g, minus the primary budget surplus, S: ΔD = (r-g)*D – S. 
Using the requirement that ΔD = -(D-60)/20, we can then calculate the primary budget 
surplus for different hypothetical debt levels, real interest rates and growth rates of real 
GDP. 
 
Figure 1 shows the required primary surplus, assuming a debt-to-GDP ratio of between 
60% and 150% of GDP. The required surplus depends on the difference between the real 
interest rate and the growth rate of real GDP; the Figure contains plots assuming that this 
difference is 3%, 5% or 7%.  
 
To use this figure we must make an assumption about how large the wedge between the 
real interest rate and real GDP growth will be in the coming years. Table 1 shows some 
simple back-of-the-envelope calculations using pre-crisis data from the data appendix to 
the OECD’s Economic Outlook. The average long real interest rate in the euro area in the 
period 1999-2005 was 2.1% and the average growth rate was 3.0%, implying that wedge 
was negative. In such a situation, assuming that there are no new deficits, debt 
automatically shrinks. It is unlikely that this situation will repeat itself, especially for the 
countries with the largest debt problems. This is so for two reasons. 
 
First, one reason for the low average real interest was that inflation in Greece, Ireland and 
Spain was much above the (unweighted) average inflation rate among the EMU members. 
Since all three countries need to restore competitiveness, their inflation rates are likely to 
be quite a bit below 2% per annum (since the ECB’s inflation objective is “below but close 
to 2 %”), say 1%.  
 
Second, before the crisis euro area government borrowed at nominal interest rates broadly 
similar to those of other euro area countries since financial market participants either did 
not expect a fiscal crisis to happen or, more likely, (correctly) expected crisis countries to 
be bailed out. Since default risk is now an issue, governments with excessive public debts 
pay large premiums. While the Greek long interest rates are some 800 basis points above 
German rates, this must be a temporary phenomenon since the Greek debt is too large for 
the government to be able to service it at the implied real interest rate. But it seems 
plausible that Greece may pay a 300 basis points premium over German rates in the next 
years.  
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Table 1. Average growth rates and interest rates for the period 1999-2005 

Country 

Average long 
term interest 
rate (1999 -

2005) 

Average 
CPI 

inflation 
(1999-
2005) 

Average 
real 

interest 
rate 

Average 
real 

growth 
rate 

(1999-
2005)  

Average real interest 
rate - Average real 

growth rate 

Austria 4.57 1.69 2.88 2.22 0.66 
Belgium 4.54 1.96 2.59 2.18 0.41 
Finland 4.55 1.59 2.95 3.22 -0.26 
France 4.49 1.79 2.70 2.20 0.50 
Germany 4.40 1.43 2.97 1.16 1.80 
Greece 4.99 3.22 1.77 4.05 -2.28 
Ireland 4.54 3.56 0.98 6.78 -5.80 
Italy 4.66 2.35 2.31 1.39 0.92 
Luxembourg 4.04 2.68 1.36 4.98 -3.62 
Netherlands 4.50 2.64 1.86 2.18 -0.32 
Portugal 4.61 2.99 1.62 1.74 -0.12 
Spain 4.56 3.10 1.47 3.73 -2.26 

Average 4.54 2.42 2.12 2.99 -0.86 
Standard 
Deviation 0.21 0.72 0.70 1.65 2.20 

Source: OECD Economic Outlook No. 87, Annex Tables 
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The German long real interest rates averaged about 3% before the crisis. If Greece pays a 
300 basis point risk premium and Greek inflation averages 1% less than inflation In 
Germany (implying that the real interest rate in Greece will be an additional percentage 
point higher than in Germany), it seems plausible that Greek will pay a real interest rate of 
perhaps 7%.  
 
Third, real GDP growth in Greece averaged about 4% per annum before the crisis; because 
of the financial crisis achieving half that might be a more realistic goal. If so, Greece may 
face a situation in which the real interest rate exceeds real GDP growth by 5%. As Figure 1 
shows, Greece may well have to run a primary surplus of 10% of GDP. That does not seem 
to be easily achievable. 
 
That suggests two policy conclusions: 
 

 The requirement that countries reduce their debt-to-GDP ratio by one-twentieth of 
the excess of the debt-to-GDP ratio over 60% implies that some countries must run 
implausibly large fiscal surpluses.  

 It seems desirable to consider a much simpler system that does not require such 
large debt reductions by Greece. For instance, member states that have debt-to-
GDP ratio above 60% but below 80% should reduce the stock of debt by 0.5% per 
year; those that have debt of between 80% and 100% should reduce the debt by 
1.5% per year, and those that have debts in excess of 100% should reduce debt by 
2.5% per year. 

I next review some particular aspects of the proposals that fruitfully could be clarified. 

2.1.1 “Medium-term budgetary objectives” 

The notion of “medium-term budgetary objectives” (MTO) appears prominently in the 
proposals but is confusing. First, how it is defined? Does it pertain to levels of spending, 
size of budget deficits or stocks of debt?  Second, how is it related to the rules for debts 
and deficits? Since these are much clearer than before and are directly operational, it 
seems odd to have further rules that may be superfluous or, worse, risk contradicting the 
reinforced rules of the SGP. Thus, if a member country is in compliance with the deficit and 
debt rules, what role does the MTO then play? And if they are not in compliance, does not 
the debt criterion provide “enough” of a constraint?  
 

 The notion of medium-term budgetary objectives and their overall role and 
objectives needs to be clarified or the references to them should be removed. 

2.1.2 Procyclicality 

There is a risk that these arrangements will introduce procyclicality in fiscal policy since 
they will require countries to tighten fiscal policy if the economy slows and the surplus 
targets cannot easily be met. Of course, this problem is mitigated by the fact that the rule 
pertains to the average change in the debt-to-GDP ratio over a three-year period. However, 
business cycle contractions can last more than three years. 
 
Two possible solutions to this problem are readily apparent. First, the three-year period can 
be extended to five years. That, however, reduces the disciplining element. Second, a 
cyclical adjustment can be introduced. If so, the rule would be used to compute a minimum 
cyclically adjusted primary surplus. One attractive aspect of that solution is that it would 
automatically require member states to use the extra tax revenue collected during an 
upswing to reduce the public debt. 
 

 Measures to reduce the procyclical consequences of the proposal should be 
considered. 
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2.1.3 Transition arrangements 
 
The analysis above assumes that the economy is at steady-state. In the near future, 
however, real economic growth is likely to be much below the steady state level. For 
instance, the OECD predicts real GDP to fall in 2010 in Greece, Ireland and Spain, and it to 
fall further in Greece in 2011, and to grow below 1% in Portugal and Spain. In turn, implies 
that debt will increase relatively fast (or contract relatively slowly) in the coming years.  
 
This effect is exacerbated by the fact that markets demand large risk premiums for holding 
the debt of the member states with the largest debt-to-GDP ratios. Thus, the wedge 
between the real interest cost of the public debt and real GDP growth is likely to be 
substantial for these member states in the coming years.  
 
This is a problem because the proposed new debt-to-GDP rule applies to the average over a 
three-year period. Thus, if little progress is made during the first two years, all the more 
progress must be made in the third year. Consider for instance a member state with a 
debt-to-GDP ratio of 100%, implying that it should contract the stock of debt by 2% per 
year. Suppose instead that debt grows by 2% in each the first two years. If so, the 
member state must reduce the debt to GDP ratio by a massive 10% in the third year. That 
would be very difficult.  
 

 The implementation of the debt-reduction rules must either be delayed for a few 
years or some interim rules need to be considered.  

2.2 The Maturity structure of the debt and “bunching”  
 
The importance of the maturity structure of the public debt is not mentioned in the 
Commission’s proposals. This seems unfortunate. First, since the term structure of interest 
rates in typically upward sloping, governments have an incentive to borrow short term 
since this is typically less costly. However, doing so raises the need for a frequent roll over 
of the debt, which increases the risk of a roll-over crisis.  
 
Furthermore, one reason why the term structure may be upward sloping is that investors 
are concerned about the likelihood of a fiscal crisis and therefore shy away from holding 
long-term debt. Overall, a relatively short maturity structure of the public debt is thus an 
indicator of roll-over risk.  
 
A further reason why the maturity structure matters is that even if the average maturity of 
the debt is adequate, a large number of bonds may mature in a short span of time. Such 
“bunching” raises the risk that a roll-over crisis will occur, in particular if it happens around 
the time of another event of potential importance for fiscal policy, such as an election. 

 
 Some consideration should be given to the potential need for rules, or a definition of 

“best practice”, with regarding the maturity structure of the debt. 

2.3 National Fiscal Frameworks 
 
The Commission’s proposal includes measures intended to strengthen national fiscal 
frameworks. This is highly desirable. The last two decades of reforms of central banks 
across the world suggest that a strengthening of institutional arrangements, in particular 
greater independence from political authorities, have played a crucial role in improving the 
management of monetary policy. It seems likely that similar gains can be achieved in the 
area of fiscal policy. 
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While the proposals are thus to be welcomed, they lack specificity. For instance, it is 
unclear what is meant by “realistic macroeconomic projections” or “comprehensive and 
transparent multi-annual budgetary objectives,” to give but two examples. Of course, it is 
difficult to define these terms. But this raises the risk that they might be disregarded, by 
design or accident.  
 
Furthermore, while the proposals set out minimum requirements to be followed by member 
states, that level of ambition runs the risk of being too modest. To avoid an outcome in 
which a lack of specificity leads to too little action, thought should be given to adopting the 
following measures: 
 

 The Commission should define “best practice” in the area of fiscal frameworks. 
 Member states should commit to adopting this “best practice” standard. Since some 

practices, such as the establishment of independent fiscal councils, will take time, 
they must be given a period, say three years, to do so.  

 The Commission should carry out regular audits to ensure that the “best practice” 
standard is adhered to and to update its definition thereof in light of country 
practices. 

3. Macroeconomic Imbalances 
 
The Commission’s proposals contain novel elements that are intended to help prevent and 
correct macroeconomic imbalances. The idea is to expand the EU’s economic surveillance 
framework to include regular evaluations of imbalances, and the risks they may pose, using 
a broad set of economic indicators. Any identified imbalances would trigger further review, 
perhaps leading to policy recommendations and, in the extreme, the initiation of an 
Excessive Imbalance Procedure. 
 
It is easy think of weaknesses with this proposal. For instance, there is little agreement 
about what constitutes an imbalance or how it can be identified.6 Any determination by the 
Commission that an imbalance is present may therefore lack legitimacy and may run the 
risk of being challenged or disregarded. Moreover, for many imbalances it may be difficult 
to define an appropriate policy response.7  In light of these difficulties, there is naturally 
some skepticism about this component of the proposals. 
 
But no progress will be achieved in this area unless an attempt is made to address 
imbalances and unless potential policy responses are contemplated. And there are good 
reasons to believe that at least some imbalances may be harmful. For instance, current 
account deficits are associated with property booms.8 Such deficits can be caused either by 
a range of domestic factors, including fiscal deficits, or by capital inflows caused by external 
developments. Since the appropriate policy responses depend on the reasons for the 
imbalances, investigating their sources is important, although admittedly difficult.  
 
In thinking about such imbalances, it should be recalled that policy spill-overs can be large 
and policies that are desirable for an individual economy can have detrimental effects in 
surrounding member states. For instance, domestic developments can trigger capital 
outflows and in this way contribute to housing booms and raise financial stability risks 
abroad. It is therefore appropriate to consider both surplus and deficit countries. Moreover, 
“evenhandedness” in dealing with policy makers in deficit and surplus countries will 
enhance the credibility of the proposals. 

                                          
6 See Tabellini (2010). 
7 See Giavazzi and Spaventa (2010). 
8 See Bernanke (2010) or Reinhard and Rogoff (2009). 
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Abstract 
 
This briefing paper will delineate two important additions to the draft by the 
commission. First, the idea of macroeconomic surveillance is a very good and 
necessary one, since we have seen that macroeconomic imbalances have 
contributed to the propagation of the financial crisis in Europe. Second, the 
enforcement of the SGP has clearly been lacking during the EU sovereign debt 
crisis earlier this year. Therefore, I propose a method of implementing sanctions 
that constitutes a stronger commitment technology than the current one, and 
resembles the structure of monetary policy making in EMU. By assessing only a 
few of the possible indicators, we have already seen that the macroeconomic 
imbalances were no new phenomenon at the end of 2009. In fact, they have 
been at play since the start of EMU. This warrants a much larger role for these 
(and other) indicators to assess the divergences in the Euro area. Furthermore, 
as many observers have also noted, these divergences have been allowed to 
grow due to the weak enforcement of the SGP. Consequently, I propose also a 
Fiscal Experts Panel (FEP) that will provide advice on fiscal policy matters to the 
European Parliament. Its members have to be “unelected experts appointed for 
a fixed duration, long enough to make them fully independent and to exceed the 
horizon of the policy target.” In addition, they have to have a considerable 
reputation to give their policy advice enough weight; we can think of i.e. a panel 
analogous to the Monetary Experts Panel, consisting of those experts 
knowledgeable on fiscal policy. The FEP will have responsibilities regarding both 
fiscal imbalances, and will advise on steps that have to be taken once 
imbalances have been detected. 
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1. Introduction9 

The extensive package recently introduced by the European Commission is the "most 
comprehensive reinforcement of economic governance in the EU and the euro area since the 
launch of the Economic and Monetary Union. Broader and enhanced surveillance of fiscal 
policies, but also macroeconomic policies and structural reforms is sought in the light of the 
shortcomings of the existing legislation. New enforcement mechanisms are foreseen for 
non-compliant Member States." 

This very crucial and important package will be scrutinized by the European Parliament, and 
possibly amended. Two kinds of amendments can be made:  

1. There may be critical missing, or redundant/unworkable, elements within the 
Commission package. 

2. Outside and beyond the proposals we may need additional features in order to make 
the whole package of governance reform complete and workable (e.g. crisis 
resolution mechanisms and debt restructuring, EMF, project bonds, Eurobonds etc). 

This briefing paper will delineate two important additions to the draft by the commission, 
which can be respectively categorized under points 1 and 2. First, the idea of 
macroeconomic surveillance is a very good and necessary one, since we have seen that 
macroeconomic imbalances have contributed to the propagation of the financial crisis in 
Europe. This has to be set up in a sophisticated way, as will be described in section 2. 
Second, the enforcement of the Stability and Growth Pact (SGP) has clearly been lacking 
during the EU sovereign debt crisis earlier this year. In section 3, I propose a method of 
implementing sanctions that constitutes a stronger commitment technology than the current 
one, and resembles the structure of monetary policy making in EMU. 

 
9 The author gratefully acknowledges the very helpful comments of Professor Hans Blommestein and Mr. Edin 
Mujagic, MSc and the excellent research assistance of Mr. Rob Nijskens, MSc. 
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2. Macroeconomic Surveillance  
 
The Commission proposal states that a new formal framework for macroeconomic 
surveillance needs to be set up, including a preventive and corrective arm. This framework 
needs objective macroeconomic indicators that are related to government deficits and debt, 
to signal timely the building up of imbalances among Euro area member states. These 
indicators should not be subjective to manipulation, and should therefore be collected and 
managed by the European Statistical Office (Eurostat). Important is to have timely statistics 
from Eurostat. But which indicators should we consider? As the sovereign debt crisis of 
spring 2010 shares many facets with currency crises (and would have been a currency crisis 
if Greece were not part of the Eurozone) it makes sense to look at indicators for currency 
crises. A good starting point is the comparison of indicators by Kaminsky et al. (1998), who 
propose an early warning system for currency crises based on thresholds. They find that, 
among others, exports, inflation, real exchange rate deviations, international reserves, 
output growth, private credit and equity prices are good indicators for predicting crises that 
stem from imbalances10. Frankel and Saravelos (2010) extend this analysis to the recent 
financial crisis, and find (additional to the abovementioned indicators) that a negative 
current account balance, low private savings ratio and high external debt can be a sign of 
imbalances and impending crisis. With respect to the recent crisis, the authors point out 
that the (Eastern) European countries hit most by the crisis had low central bank reserves, 
an overvalued real effective exchange rate, a very negative current account and low 
national savings. They add that many Asian countries, which survived the crisis quite well, 
did not suffer from these problems. More specific to the Euro area, Eijffinger and Mujagic 
(2010) and Holinski, Kool and Muysken (2010) have analyzed the dispersion of 
macroeconomic (internal and external) balances between the “North” (Northern member 
states) and the “South” (Southern member states and Ireland). They find that the 
divergence started with the introduction of the common currency in 1999, and that this 
divergence has its roots in private savings and investment behaviors. Specifically, the large 
current account balance and private savings differences between North and South should be 
paid attention to. Furthermore, the authors dismiss the argument that this is just economic 
convergence at play, as the imbalances have only increased during the first 10 years of the 
monetary union. Following their arguments, we should also pay attention to the current 
account, private sector savings and, additionally, total factor productivity as a result of 
investment in R&D. Let us now look at some of the abovementioned indicators for the Euro 
area, and see how divergences develop in these indicators over time, from 1995 to 2009 (or 
in some cases 2010). All data come from Eurostat. 

 
10 With respect to the global crisis, Alessi and Detken (2009) have used the approach by Kaminsky et al. (2010) to 
predict asset bubbles that can lead to crises. Although their research may also be relevant here, it is not the main 
focus of this briefing paper. For more information see my briefing paper of December 2009. 
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Figure 1: Foreign official reserves, % of GDP 

 
Figure 2: Exports, % of GDP 

 
 
To begin with, the level of foreign reserves has proven to be a useful indicator for past 
crises. As we can see in figure 1, at the end of 2009 most southern countries (including 
Ireland) had low foreign reserves, with Portugal as an exception. However, we can see that 
Portugal’s reserves have depleted rapidly since it has joined EMU.  In relation to reserves, it 
is also useful to consider exports. In figure 2, which lists the countries in ascending order of 
export ratio, it becomes very clear that most southern countries had a low exports to GDP 
ratio. This remains true even 10 years into EMU. This supports the story of Eijffinger and 
Mujagic (2010) and Holinski et al. (2010) that economic convergence still hasn’t taken 
place. 
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Figure 3: Total Factor Productivity, 2000=100
 

 
Figure 4: Real Effective Exchange Rate (based on unit labor cost), 2000=100 
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Figures 3 and 4 show that this is clearly due to a lack of competitiveness in the southern 
Euro countries: Total Factor Productivity is relatively low and the Real Effective Exchange 
Rate relatively high for most of them. As figure 4 shows, this difference has only even 
increased since 2000, especially when considering i.e. Ireland and Italy vis-à-vis Germany 
and Austria. 
 
Figure 5: Current account balance, % of GDP 

 
 
This also has consequences for the current account balance of those countries, as figure 5 
clearly indicates. All the southern countries had a negative current account balance that has 
even worsened since the start of EMU in 1999. We can see that especially Greece and 
Portugal, two of the countries that were most affected by the crisis, have a persistently high 
current account deficit. Finally, we may consider the components of the current account, 
and in particular the savings of the private and public sectors. As Holinski et al. point out, it 
is mainly the private savings behavior of the southern member states that drives their 
current account deficits and the divergence of their current account balances from those of 
the northern countries. Figure 6 and 7 clearly show the same picture: while public savings 
rate for the Eurozone countries have moved closely together below zero, especially during 
2008, 2009 and 2010, private savings rates have diverged much more. In particular 
Portugal and Greece, the most troubled Eurozone countries during the sovereign debt crisis, 
have seen their private savings rate deteriorate enormously during the last half decade. 

35 



Legislative proposals on EU economic governance: what is missing within and beyond? 
___________________________________________________________________________________________ 

Figure 6: Private Net Saving, % of GDP 
 

 
Figure 7: Public Net Saving, % of GDP 

 
As a consequence of low exports, low reserves and low net savings, the net financial 
position of the southern countries has also worsened during the last decade. Figure 8 shows 
indeed that again Portugal and Greece are the highest indebted countries of the Eurozone, 
with a persistent borrowing of around 10 percent of their GDP. Note that the graph also 
shows they have been in this net debtor position since 2000, soon after the start of EMU. 
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Figure 8: Net Lending (+)/Borrowing(-), % of GDP 

 
By assessing only a few of the possible indicators, we have already seen that the fiscal and 
macroeconomic imbalances were no new phenomenon at the end of 2009. In fact, these 
imbalances have been at play since the start of EMU. This warrants a much larger role for 
these and other indicators to assess the divergences in the Eurozone. Furthermore, as many 
observers have also noted, these divergences have been allowed to grow due to the weak 
enforcement of the SGP. Let us thus turn to the improvement of the Excessive Deficit 
Procedure or, in broader terms, the Excessive Imbalance Procedure within the SGP. 

3. Commitment technology: a Fiscal Experts Panel 
 
As Buti, Eijffinger and Franco (2005) have noted, the main problem with the SGP still to be 
solved is the way it is enforced by the Council. The lack of independence in the EDP may 
still lead to collusion in the Council, resulting in milder or even no sanctions. Below, I 
provide a new framework to bring more commitment to the EDP, by building on an idea of 
Wyplosz (2005). He proposed to institute a Fiscal Policy Committee (FPC), akin to a 
Monetary Policy Committee, that will set fiscal targets and is responsible for fiscal policy 
execution. As Wyplosz himself acknowledges that this is a very radical solution (and thus 
politically unfeasible), the idea will have to be watered down. Therefore, I propose a Fiscal 
Experts Panel (FEP) that will provide advice on fiscal policy matters to the European 
Parliament. This panel will share one characteristic with Wyplosz’ FPC: its members have to 
be “unelected experts appointed for a fixed duration, long enough to make them fully 
independent and to exceed the horizon of the policy target.” In addition, they have to have 
a considerable reputation to give their policy advice enough weight; we can think of i.e. a 
panel analogous to the Monetary Experts Panel, consisting of those experts knowledgeable 
on fiscal policy. The FEP will have responsibilities regarding the current and future fiscal 
imbalances of the Eurozone countries, and will have to advise on steps that have to be 
taken once these fiscal imbalances have been detected. I propose the following sequence of 
actions in case of excessive imbalances or deficits; for clarity, the sequence is graphically 
explained in figure 9. The procedure starts as usual, with the European Commission issuing 
a recommendation to the Council on the basis of the outcome of the surveillance process, 
either on fiscal or macroeconomic matters. Simultaneously (or shortly after the issue) the 
FEP issues a reporting containing policy advice on further steps to be taken. As the panel is 
independent, it is free to issue any advice and the report will thus certainly involve “naming 
and shaming” of the concerned member states. The Commission recommendation will go to 
the Ecofin under the new reverse voting system: the Ecofin can only vote on rejection of the 
recommendation within 10 days, with a qualified majority of 2/3.  
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If the recommendation is not rejected, it will be accepted as binding and the measures 
advised by the FEP are carried out. However, if the Ecofin rejects the recommendation, the 
European Parliament will have the right to request a Fiscal Dialogue with the finance 
ministers of the concerned member states. Analogous to the President of the ECB in the 
Monetary Dialogue, the finance ministers have to justify their policies and decision to reject 
the recommendation during this dialogue. After this dialogue, the Council will decide on 
what steps are taken, while taking into account the outcomes of all the previous steps. This 
sequence of policy actions will improve the enforcement of the SGP rules, by considering 
independent expert judgment and by giving fewer discretionary powers to the Council in 
implementing possible sanctions. This process, while more effective than total discretion, 
will still carry enough democratic legitimacy to be acceptable for the Eurozone member 
countries. 
 
Figure 9: The policy sequence after detection of excessive imbalances 
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4. Conclusion 
 
This briefing paper will delineate two important additions to the draft by the Commission. 
First, the idea of macroeconomic surveillance is a very good and necessary one, since we 
have seen that macroeconomic imbalances have contributed to the propagation of the 
financial crisis in Europe. This has to be set up in a sophisticated way, as has been 
described in section 2. Second, the enforcement of the SGP has clearly been lacking during 
the EU sovereign debt crisis earlier this year. In section 3, I have proposed a method of 
implementing sanctions that constitutes a stronger commitment technology than the current 
one, and resembles the structure of monetary policy making in EMU. By assessing only a 
few of the possible indicators, we have already seen that the macroeconomic imbalances 
were no new phenomenon at the end of 2009. In fact, they have been at play since the 
start of EMU. This warrants a much larger role for these (and other) indicators to assess the 
divergences in the Euro area. Furthermore, as many observers have also noted, these 
divergences have been allowed to grow due to the weak enforcement of the SGP. I propose 
a Fiscal Experts Panel (FEP) that will provide advice on fiscal policy matters to the 
Committee for Economic and Monetary Affairs (ECON) of the European Parliament. Its 
members have to be “unelected experts appointed for a fixed duration, long enough to 
make them fully independent and to exceed the horizon of the policy target.” In addition, 
they have to have a considerable reputation to give their policy advice enough weight; we 
can think of i.e. a panel analogous to the Monetary Experts Panel, consisting of those 
experts knowledgeable on fiscal policy. The FEP will have responsibilities regarding the 
current and future fiscal imbalances, and will have to advise the ECON and the European 
Parliament on steps that have to be taken once these imbalances have been detected. 
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4) EU ECONOMIC GOVERNANCE - LESS MIGHT WORK 
BETTER THAN MORE 

 
by Karl Whelan 

University College Dublin 
 
 
 
 
 

Abstract 
 
The current package of reforms of the Stability and Growth Pact from the 
European Parliament and Council contain a number of good proposals. In 
particular, the increased focus on debt ratios is a very positive suggestion 
though this should be strengthened further. However, some of the other 
proposals, such as the new principle of prudent fiscal management and the 
scoreboard for non-fiscal imbalances, are poorly thought out and perhaps 
unworkable. A smaller number of well-focused proposals may end up working 
better than this complex, and perhaps overly ambitious, package. And a 
coherent policy to allow for orderly sovereign defaults in Euro area member 
states would probably place more pressure, via bond markets, on states to get 
their fiscal houses in order than would the proposed system of fines. 
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1. Introduction 
 
The sovereign debt crisis that is currently affecting a number of Euro-area member states is 
partly due to due to a global financial crisis, the severity of which was not envisaged when 
European Monetary Union was designed. However, even when factoring in the scale of the 
recent financial crisis, it is clear that the Stability and Growth Pact (SGP), as implemented 
since the beginning of EMU, did little to prevent the emergence of serious fiscal problems. 
As a result, while the Euro area economy as a whole is returning to growth, alas stability is 
proving harder to obtain. 
 
The period since the establishment of the European Financial Stability Facility has seen an 
intense debate about the future of economic governance in Europe. The EU Council 
established the van Rompuy Task Force to examine options for how things could be done 
differently in the future. The Task Force has collaborated with the European Commission 
which in turn heard the European Parliament. The result of these efforts has been a series 
of detailed legislative proposals aimed at strengthening the preventative and corrective 
arms of the SGP, improving national fiscal frameworks and introducing a new system for 
monitoring and correcting non-fiscal macroeconomic imbalances of EU member states. 
 
The full set of legislative documents that has been put forward by the Commission contains 
a wide range of proposals.11 Indeed, the Commission is to be commended for having 
produced such an impressive package of proposals in such a short time. However, my own 
assessment of these proposals is that a smaller amount of well-focused proposals may end 
up working better than this complex and, perhaps overly ambitious, package. 
 
I will start by discussing those aspects of the package that I consider important positive 
developments. The increased focus on debt levels is to be commended, though I still think 
these proposals do not go far enough. The proposals on improved national fiscal frameworks 
are also a very positive step.  
 
It is perhaps more important at this point, however, to pick out areas for improvement. In 
this paper, I will focus on two areas that appear to be poorly designed or unworkable. The 
first is perhaps the single biggest initiative in these proposals: A new principle of prudent 
fiscal management. Failure to adhere to the principle could trigger a Council 
recommendation for corrective action and, potentially, a fine. I argue that the concept of 
prudential fiscal management is not well defined, that it is asymmetric in focusing on 
expenditure more than taxation and that it would not have prevented the recent spate of 
fiscal crises.  
 
The second is the proposal for monitoring and prevention of non-fiscal imbalances. While 
broader macroeconomic monitoring is welcome, these proposals have been formulated in an 
unworkable fashion and also have an unfortunate “mission creep” aspect to them by 
extending EU warnings into areas that are not clearly of common European interest.  
 
Finally, I discuss the future role for bond market monitoring in preventing future crises and 
the need for a clear policy on sovereign debt defaults for Euro area member states. 

 
11 When I refer to the full legislative package, I am referring to (i) COM(2010) 526 amending Regulation (EC) No 
1466/97 on the strengthening of the surveillance of budgetary positions and the surveillance and coordination of 
economic policies (ii) COM(2010)522 amending Regulation (EC) No 1467/97 on speeding up and clarifying the 
implementation of the excessive deficit procedure (iii) COM(2010)523 on requirements for budgetary frameworks 
of the Member States (iv) COM(2010)524 on the effective enforcement of budgetary surveillance in the euro area 
(v) COM(2010)527 on the prevention and correction of macroeconomic imbalances and (vi) COM(2010)525 on 
enforcement measures to correct excessive macroeconomic imbalances in the euro area. 
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2. Good Proposals 

The Increased Focus on Debt: But This Should Be Stronger 
 
Perhaps the biggest weakness in the way the Stability and Growth Pact has been 
implemented up to now has been an excessive focus on fiscal deficits rather than on debt 
levels. Article 126 of the Treaty on the Functioning of the European Union clearly sets out 
excessive deficits as being judged relative to compliance with both a reference value for the 
deficit ratio and also “whether the ratio of government debt to gross domestic product 
exceeds a reference value, unless the ratio is sufficiently diminishing and approaching the 
reference value at a satisfactory pace.” However, a definition of “satisfactory pace” was 
never provided and in practice, high debt ratios were never invoked in the opening of 
Excessive Deficit Procedures. Indeed, the period after 1999 saw failures to meet the 60% 
reference value for the debt-GDP being about as common as compliance. 
 
For sure, an increased focus on debt would not have prevented some of the fiscal train-
wrecks that we have observed. (For example, Ireland had a debt-GDP ratio of 25% in 
2007.) However, a number of other member states entered into the global financial crisis 
with very high debt-GDP ratios, so that a severe recession was likely to push them into 
dangerous fiscal territory.  For example, in 2007, Belgium had a debt-GDP ratio of 84%, 
Greece had a debt ratio of 96% and Italy’s debt ratio was 103%.12  
 
The new proposals put forward a quantitative guideline as to what constitutes a satisfactory 
pace of progress towards the reference debt ratio. Progress is satisfactory if “the differential 
with respect to the reference value has reduced over the previous three years at a rate of 
the order of one-twentieth per year.”  These guidelines will now be combined with the 
previous focus on deficit levels when consideration is given to whether an Excessive Deficit 
Procedure should be opened. 
 
This increased focus on debt is to be commended. Ultimately, it is excessive levels of debt, 
rather than high deficits, which trigger serious problems such as high sovereign borrowing 
rates as well as concerns about bailouts and defaults. Indeed, one could argue that a strong 
focus on obtaining target levels of debt would make explicit deficit targets almost 
unnecessary: Deficit targets would fall out from what was required in relation to meeting 
the debt target. 
 
So while the increased focus on debt is a positive move, I believe it does not go far enough 
for a number of reasons. 
 
Slow Pace of Progress: The one-twentieth per year rate of progress that is deemed 
satisfactory is still very slow. For example, consider a member state that started out with a 
debt-GDP ratio of 120%. Calculations that I have reported in an appendix show that this 
country would not reach a ratio of 70% for thirty-five years even if it adhered to the 
proposed “satisfactory progress” guideline. It is easy to imagine member states making 
progress towards the target for five years in a manner consistent with this guideline and 
then falling back most of the way to their initial position.  

 
A guideline that encouraged stronger convergence would be more effective. The appendix at 
the back provides an example of an alternative: A rule requiring convergence in the debt 
ratio of one percentage point plus one-twentieth of the gap relative to the reference value. 
This rule would see a country move from a 120% debt ratio to 70% in nineteen years, 
without requiring huge steps to be taken in any individual year. 

 

 
12 These figures are taken from page 184 of the Spring edition of the Statistical Annex to European Economy. 
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Relationship Between Debt and Deficit Rules: I would have preferred to see a more 
complete integration of the debt and deficit rules. The 3% deficit guideline is arbitrary. It 
may be consistent with an increasing debt ratio or a declining one, depending on underlying 
economic growth conditions. And while exceeding a 3% deficit may make a bad debt 
problem worse if a country already has a high debt ratio, such a deficit might not be a 
problem at all for a country that has a low debt ratio.   

 
A greater focus on debt dynamics would promote the advantages of low debt ratios by 
making clear the greater flexibility that is offered by maintaining low debt levels. Countries 
with debt ratios below certain levels could be allowed to run larger deficits during recessions 
than those with high debt ratios. There is some suggestion that this may in fact occur in the 
future as the proposals indicate that “more consideration should be given to relevant factors 
in the event of non-compliance with the deficit criterion, if a country has a debt below the 
60% of GDP threshold.” However, I would prefer to see a more explicit statement that the 
3% deficit threshold need not apply to countries with low debt levels. 

 
Will It Be Used?: The proposals still suggest a reluctance to give a primary focus to debt 
levels, perhaps because a focus on debt rather than deficits will increase the pressure more 
intensely on specific countries than others in a way that a deficit-oriented focus would not.  
While the proposals establish a numerical definition of satisfactory progress towards the 
reference level of debt, they back off these proposals immediately via all the usual caveats.  
So we are told that “The establishment of the existence of an excessive deficit based on the 
debt criterion and the steps leading to it should not be based solely on non-compliance with 
the numerical benchmark, but always take into account the whole range of relevant factors 
covered by the Commission report under Article 126(3) of the Treaty.”  This could mean 
that, in practice, the debt ratio still plays a minor role in generating excessive deficit 
procedure.13 

National Fiscal Frameworks 
 
The proposals for improvements in national fiscal frameworks are to be welcomed. External 
enforcement of budgetary discipline by the EU is always likely to be politically controversial 
so it is preferable to encourage member states to make better fiscal decisions in the future. 
Each of the proposals put forward are sensible and, if put in place, may be more effective 
than all of the refinements of the Excessive Deficit Procedures that have been proposed. 
 
Proposals for improved statistical reporting of fiscal data are required if a repeat of the 
experience with Greek fiscal statistics is to be avoided. Proposals for independent budgetary 
offices, national fiscal rules, and mandatory multi-year budgeting are also likely to help 
provide greater fiscal stability particularly in countries (such as Ireland) where pro-cyclical 
fiscal policy and politicisation of the budgetary cycle has been endemic. 
 
One aspect of national fiscal frameworks that the proposals are relatively silent on is the 
timing and sequencing of budgetary decisions. I can certainly say that in the member state 
I most familiar with (Ireland) budgetary decisions tend to be presented as a fait accompli 
and passed quickly as a single bill on “Budget Day”. It is to be hoped that the demands for 
improved fiscal frameworks will lead to more detailed debate of fiscal measures. 

 
13 An illustration of the general reluctance to prioritise the debt ratio is this curious comment from the explanatory 
memorandum accompanying COM(2010) 526 and other proposal documents: “in practice the ‘3% of GDP’ 
threshold has been the almost exclusive focus of the EDP, with debt playing a marginal role so far. This owes to 
the less straightforward nature of the debt threshold compared to the deficit, including the ambiguity of the notion 
of sufficiently diminishing pace of reduction and the greater impact on the debt ratio of variables outside the 
control of the government, notably inflation.”   It is unclear to me why it is believed that inflation has a greater 
effect on debt ratios than it does on deficit ratios.  
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3. Prudential Fiscal Policy-Making 
 
Other areas of the package of proposals strike me as being more problematic. The first 
problematic suggestion is the new proposed principle for prudential fiscal policy-making.  

Definition and Implementation 
 
The explanatory memorandum accompanying the proposals expresses dissatisfaction with 
the way the deficit criteria has been implemented in the preventative part of the SGP.  
Satisfactory progress towards meeting the medium-term budgetary objectives (MTO) has 
been measured in terms of improvements of 0.5% of GDP per year in the structural or 
cyclically adjusted budget deficit. The memorandum notes: 
 

the structural balance has in practice proved an insufficient measure of a country’s 
underlying fiscal position, owing to the difficulty of assessing the cyclical position of the 
economy in real time and to insufficient account being taken of revenue windfalls and 
shortfalls not directly related to the economic cycle (in particular housing and financial 
market developments). As a result, in a number of countries, even apparently sound 
budgetary positions before the crisis masked a strong reliance on windfall revenues to 
finance expenditure, the reversal of which contributed to soaring budget deficits.  

 
To deal with the perceived shortcomings of the current approach, a new principle of prudent 
fiscal policy making (PFM) is to be introduced. This principle is described as follows: 
 

This principle implies that annual expenditure growth should not exceed – and if the MTO 
has not been achieved should be clearly below – a prudent medium-term rate of growth 
of GDP, unless the MTO has been significantly overachieved or the excess of expenditure 
growth over the prudent medium-term rate is matched by discretionary measures on the 
revenue side. The essential aim is to ensure that revenue windfalls are not spent but are 
instead allocated to debt reduction. 

 
I think there are a number of serious problems with this principle. The first problem is that 
no definition of a prudent rate of medium-term growth has been provided. It is certainly 
true that is difficult to assess the cyclical position of the economy in real time. However, it is 
also the case that reasonable people can differ as to what constitutes a prudent rate of 
growth. If adopted, this proposal will likely run into severe political controversy: One can 
easily imagine controversies involving the Commission’s insistence that a particular member 
state’s “prudent” growth rate of nominal GDP is 2.5% and thus expenditure growth of 3% is 
excessive while the member state’s government insists that this rate of expenditure growth 
is perfectly consistent with long-run fiscal stability. 
 
A second problem is that the asymmetry between expenditure and taxation in the PFM 
principle is also of dubious merit. The principle suggests that countries get into fiscal 
problems by spending too much during good times. However, it does not focus at all on the 
other route to fiscal problems: The introduction of unsustainable tax cuts. A country that 
raises expenditure in line with the prudent growth rate but cuts tax rates in a way that will 
make financing this expenditure growth difficult in the future, could pass the PFM principle 
with flying colours.  
 
This asymmetry—focusing on the evils of excessive expenditure growth but failing to focus 
on unsustainable tax cuts—may be seen by some as stemming of a particular ideological 
viewpoint and this may add to the rule’s unpopularity if it is invoked as the reason to launch 
an excessive deficit procedure. 

Would the PFM Principle Have Helped? 
 
That the PFM principle is somewhat arbitrary and may prove controversial would not 
necessarily be a bad thing if the principle turned out to be useful in preventing fiscal crises. 
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However, looking back at the historical data for four countries with serious current 
budgetary problems (Greece, Italy, Ireland and Spain) suggests that it would not have. 
 
The next few pages show some charts of expenditure and tax shares of GDP for these four 
countries. They start by focusing, like the PFM principle, on public expenditure. However the 
prudent growth rate is defined, it is likely that countries that violate the PFM principle will be 
observed to be increasing their public expenditure share of GDP: Expenditures will be rising 
at a faster pace than GDP over a period of a number of years. Let’s take a look first at 
Greece and Italy. Here’s the graph for the Greek public expenditure share up to 2007. It 
shows no trend in the expenditure share. Indeed, the share had roughly trended downwards 
in the years prior to 2008. 
 

 
 
 
Here’s the Italian share. This series was essentially flat during the period since 1999. The 
expenditure share of GDP was 48.1% in 1999 and 47.8% in 2007. 
 

 
 
Here’s the same graph for Ireland. The series is essentially flat at 34% for much of the 
post-1999 period before a small uptick is seen in 2007 as the Irish economy started to slow 
somewhat earlier than the rest of the Euro area. 
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And here’s Spain. Again, the share of GDP accounted for by public expenditure was 
essentially flat during the years prior to 2007. These charts show pretty clearly that the PFM 
principle would not have helped to prevent any of these countries falling into the fiscal 
difficulties that they now face. 
 
 

 
 
It is easier to understand the fiscal difficulties these countries are in if we add the revenue 
share of GDP and also roll the series forward a couple of years to include the projections for 
2010. The next graphs show revenue and expenditure shares for Greece and Italy. These 
graphs show that despite flat expenditure shares in the years leading up to 2007, both 
Greece and Italy ended up opening sizeable deficits. This occurred because both countries 
entered the recession with fiscal deficits (Greece’s deficit in 2007 was already 5.1% of GDP) 
and then the recession lead to reduced tax revenues and increased spending because of 
higher welfare costs.   
 
The message I take from these figures is that a focus on the underlying deficit, and in 
particular the underlying debt ratio, is far more important in preventing fiscal crisis than 
attempting to make public expenditure follow a particular path relative to GDP. 
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The charts below show the expenditure and revenue ratios for Ireland and Spain. In relation 
to the PFM principle, the proposals tell us that “The essential aim is to ensure that revenue 
windfalls are not spent but are instead allocated to debt reduction.”  If this is the case, then 
Ireland and Spain would appear to provide the relevant test cases. Both countries had 
substantial housing booms: In 2007, construction accounted for over 13% of employment in 
both countries, compared with an average of 7.9% for the Euro area.  
 
This temporary and unsustainable housing boom generated substantial windfall tax 
revenues for both countries. As the charts show, however, once the recession started and 
construction activity collapsed, both countries saw declines in revenue shares (the Irish 
decline occurred despite substantial increases in income tax rates to offset the loss of 
construction-related revenue) and increases in expenditure shares as large numbers of 
construction workers became unemployed.  Despite these countries being clear examples of 
cases where revenue windfalls were not saved, the PFM principle would probably not have 
seen anything wrong with their conduct of fiscal policy because revenue was growing in line 
with GDP. (One could perhaps argue that Irish GDP growth rates in the years prior to 2007 
were above a “long-run prudent” rate. However, the observed growth rates for this period 
were very close to the EU Commission’s estimates of Ireland’s potential growth rate.14) 
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14 Very helpfully, the Commission has made all the materials relating to potential output calculations available on a 
website at http://circa.europa.eu/Public/irc/ecfin/outgaps/library.  

http://circa.europa.eu/Public/irc/ecfin/outgaps/library
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These examples lead me to conclude that the Prudential Fiscal Policy-Making principle will 
have serious implementation problems, will cause political controversy, and ultimately won’t 
help much to prevent future fiscal crises.  
 
Furthermore, the Irish and Spanish cases show that despite the well-known difficulties 
involved in assessing cyclically-adjusted budget deficits, this work is still essential if we 
want to understand whether fiscal positions that appear to be strong are, in fact, hiding 
potentially serious future problems. It is now clear that the Commission’s methodology for 
constructing cyclically adjusted budget deficits underestimated the transitory nature of the 
housing-related economic activity in these economies and that it also underestimated the 
sensitivity of tax revenues to declines in construction activities.  
 
One positive suggestion in this area is that the Commission improve its work on cyclical 
sensitivities of tax revenues. As I understand it, the methodology currently employed is 
based a highly aggregated level of detail (personal tax, corporate tax, social contributions 
and indirect taxes).15 A move to a more detailed approach, based on co-operation with 
member state Finance Departments, could allow for a closer examination of the relationship 
between tax revenues and movements in the cyclically sensitive housing sector. 
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15 See http://ec.europa.eu/economy_finance/sgp/pdf/budg_sensitivities_092005_v02_en.pdf  

http://ec.europa.eu/economy_finance/sgp/pdf/budg_sensitivities_092005_v02_en.pdf
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4. Monitoring of Non-Fiscal Imbalances 
 
In addition to the proposals for improved monitoring of fiscal policy, the package contains a 
series of proposals relating to surveillance and correction of non-fiscal macroeconomic 
imbalances. The surveillance element will be based upon a scoreboard of economic 
indicators which could include current account balances, real effective exchange rates and 
developments in private sector debt. A poor score could trigger an in-depth review. And 
then: 
 

If the in-depth review points to severe imbalances or imbalances that jeopardise the 
proper functioning of the Economic and Monetary Union in a specific Member State, the 
Council may, on a recommendation from the Commission, adopt recommendations in 
accordance with Article 121(4) of the Treaty declaring the existence of an excessive 
imbalance and recommending the Member State concerned to take corrective action 
within a specified deadline and to present its policy intentions in a corrective action plan. 

 
Finally, if corrective action is not taken, this could trigger a fine of 0.1% of GDP. 
 
There is a lot to be said for a deeper monitoring by the EU of macroeconomic developments 
in member states. As the discussion of the Irish and Spanish cases above illustrated, the EU 
would perhaps have had a much better understanding of the fiscal fragilities of these 
countries if it had carried out more detailed analysis of developments in their property 
markets and banking systems. However, to the extent that the proposals focus on financial 
stability analysis, there is likely to be a large degree of overlap with the proposed work of 
the European Systemic Risk Board. 
 
In addition, while deeper and more considered macroeconomic monitoring is a good idea, 
the same cannot be said for the “imbalance scoreboard”. The linkages between the various 
indicators that could go in the scoreboard (current account deficits, debt growth, 
competitiveness) are subtle and complex and a scoreboard would be an unhelpful 
simplification. 
 
The explanatory memorandum accompanying the proposals shows some understanding of 
the difficulties associated with the scorecard approach. It includes the following discussion: 
 

For instance, a current account deficit of 3 % may be considered acceptable in a 
converging country with strong investment needs but not in a more advanced country 
with a rapidly ageing population. The thresholds should therefore be seen as indicative 
values to guide the assessment, but should not be interpreted in a mechanical way; they 
should be supplemented by economic judgment and country-specific expertise. 

 
The appeal to economic and judgment and country-specific expertise is, I’m afraid, 
expecting far too much of the economic experts available to Commission. There is simply 
not going to be any way to assess exactly what the “right” current account deficit (or 
surplus) should be. Furthermore, it will not be at all easy to spell out the mechanisms 
through which a country that has “too large” a current account deficit is supposed to be 
threatening the effective functioning of EMU. 
 
Extending the monitoring exercise to focus on measures of competitiveness is also 
questionable. One suggestion for an item in the scoreboard is whether real wage growth has 
been running ahead of trends in productivity growth. This appears to assume that the 
Commission can highlight what the ideal level of real wage growth should be relative to 
productivity growth. Since the ratio of real wage (W/P) to labour productivity (Y/L) is the 
same thing as the labour share of national income (WL/PY) this would place the Commission 
squarely in the middle of ideological debates about the appropriate distribution of income 
between capital and labour. Labour shares in Europe increased a lot in the 1970s and have 
declined a lot since then, for reasons that are not very well understood: Why should the 
European Commission believe it knows what the right value should be for this share. Again, 
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I have concerns that this approach is assuming that European bureaucrats understand “how 
to run an economy” better than any macroeconomic experts that I know. 
 
The fact that the scoreboard seems likely to combine a whole series of unrelated indicators 
means that is likely to be subjected to the criticism that, rather than being “reasonably 
simple and underpinned by economic rationale” as these proposals suggest, it could be 
viewed as complex, incoherent and without sound underpinnings. I would recommend that 
the scoreboard be dispensed with. 
 

5. The Role of Sovereign Bond Markets 
 
While many of the proposals here make sense, the package as a whole feels a bit like an 
elaborate exercise to secure the barn door long after the horses have bolted. Even with the 
improvements suggested in these proposals, there are likely to be limits on how effective 
monitoring from the European Commission can be in preventing future fiscal crises. 
 
Sovereign bond markets also did little to prevent the current crisis. Indeed, the low rates 
that the sovereign bond markets offered to all Euro area countries—apparently based on the 
belief that no Euro area country could default—were a key factor enabling some of the Euro 
area member states to dig themselves into serious fiscal holes.   
 
It is likely, however, that this is an area where the future will differ from the past, 
independent of the European Union’s efforts to maintain budgetary stability through 
monitoring and fines. Sovereign bond markets have now realised that Euro area member 
states may well end up defaulting on their sovereign debt. The German government’s recent 
position on this matter, if adopted, will ensure that sovereign debt markets are likely to 
monitor fiscal policy sustainability much more closely than in the past. 
 
Bond market monitoring is likely to prove more effective incentive than fines from the 
European Union. The European Union could require a country to provide an interest-bearing 
deposit of 0.2% of GDP if the EU Council decides to issue a recommendation to take 
corrective action. This could escalate to become a non-interest-bearing deposit if, after a 
complex set of deliberations, an Excessive Deficit Procedure is opened. Finally, this could 
escalate to be a fine of 0.2% of GDP if the member state fails to comply with initial 
recommendation to correct the deficit. 
 
Compare this process with the negative effects of worsening bond market sentiment. For 
example, consider a country with a debt-GDP ratio of 100% that is failing to reduce this 
debt at an adequate speed.  An increase in bond spreads of 1% would cost this country an 
additional 1% of GDP in interest costs. This would likely be a far greater incentive for the 
member state to get its fiscal house in order than the threat of relatively modest fines from 
the EU.  
 
For these reasons, clarification of the Euro area’s position in relation to sovereign default is 
perhaps more important priority in the coming years than refinements to the enforcement 
of the Stability and Growth Pact. 
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6. Less May Work Better Than More 
 
The goals of this package—to avoid future fiscal crises through more effective monitoring 
and correction of fiscal and non-fiscal imbalances—are laudable. However, I think the 
package foresees a future in which the EU tries to do too many things.  
 
Simpler, less complex solutions may be more effective than the proposals in this package: 
 

 A program of fiscal monitoring and correction that focuses heavily on getting debt 
ratios down to reasonable levels would work better than complex strategies involving 
arbitrary definitions of prudent fiscal monitoring.  
 

 A more detailed assessment of the sustainability of macroeconomic trends in Euro 
area member states is a good idea but arbitrary “imbalance scoreboards” are not.  
 

 A simple but well-articulated Euro area policy on sovereign default would help more 
than a complex and politically controversial fines process. 

 
To summarise, I suggest that this is a situation where less may work better than more. 
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Appendix: Illustrative Debt Rules  
 
Debt Ratios: Proposed Adjustment and Alternative Adding One Percent Per Year 
 

Year  Proposed Rule 
Proposed Rule Plus One Percent 
Adjustment 

0  120    120     
1  117    116     
2  114    112     
3  111    109     
4  109    105     
5  106    102     
6  104    99     
7  102    96     
8  100    93     
9  98    90     
10  96    88     
11  94    86     
12  92    83     
13  91    81     
14  89    79     
15  88    77     
16  86    75     
17  85    73     
18  84    72     
19  83    70     
20  82    69     
21  80    67     
22  79    66     
23  78    65     
24  78    63     
25  77    62     
26  76    61     
27  75    60     
28  74    60     
29  74    60     
30  73    60     
31  72    60     
32  72    60     
33  71    60     
34  70    60     
35  70    60     
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Abstract 
 

The extensive package introduced by the Commission is the "most comprehensive 
reinforcement of economic governance in the EU and the euro area since the 
launch of the Economic and Monetary Union. Broader and enhanced surveillance 
of fiscal policies, but also macroeconomic policies and structural reforms are 
sought in the light of the shortcomings of the existing legislation. New 
enforcement mechanisms are foreseen for non-compliant Member States.   
 
In this very crucial and important package of 6 legislative dossiers this briefing 
paper tries to identify critical missing or redundant and/or unworkable elements 
within the Commission package. Moreover it checks what (if anything) is missing 
outside and beyond the proposals in order to make the whole package of 
governance reform complete and workable (e.g. crisis resolution mechanisms and 
debt restructuring, EMF, project bonds, Eurobonds etc). 
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1. Introduction 

The extensive package introduced by the Commission is the "most comprehensive 
reinforcement of economic governance in the EU and the euro area since the launch of the 
Economic and Monetary Union. Broader and enhanced surveillance of fiscal policies, but also 
macroeconomic policies and structural reforms is sought in the light of the shortcomings of 
the existing legislation. New enforcement mechanisms are foreseen for non-compliant 
Member States."  

In this very crucial and important package of 6 legislative dossiers this briefing paper tries 
to: 

- on the one hand, help the European Parliament identify critical missing, or 
redundant/unworkable, elements within the Commission package, and,  

- on the other hand, check what (if anything) is missing outside and beyond the proposals 
in order to make the whole package of governance reform complete and workable (e.g. 
crisis resolution mechanisms and debt restructuring, EMF, project bonds, Eurobonds etc). 

2. Clear change in perspective after European Council meeting 

The package deal following Deauville 

At the European Council meeting of 28-29 October, the heads of state came up with a quite 
striking package deal which was prepared a couple of days before at the bilateral French-
German summit in Deauville. It changed the context of the legislative proposals on EU 
economic governance of 29 September 2010 decisively: the result was an unanimous 
agreement to conduct a ‘limited’ Treaty reform, which in turn puts Germany in a position to 
agree to a permanent crisis resolution mechanism, i.e. a permanent successor to the 
temporary three-year European Financial Stability Facility (EFSF). 

Especially German politicians do not grow tired of announcing that the planned crisis 
resolution mechanism which will in the future call on private creditors for the financial 
recovery of ailing euro area member states will be implemented not earlier than 2013, the 
date by which any limited treaty changes can be ratified. But provisions are said to have 
been made in May 2010 against every possible development in the years until 2013. The 
responsibility of filing a petition to help rests upon each member state, if a country should 
believe it is in need of this support. This briefing paper will later on argue that the notion of 
“every possible … ” is not generally applicable in this context because the billions of euros 
ascribed to the EFSF package are gross values which might be enough to cope with a 
default of Greece and Portugal, but certainly not if Spain would also be involved.  

France agreed to the proposal for a so-called permanent crisis resolution mechanism in 
exchange for Germany yielding to France's desire for more lenient rules for states that 
break the EU's debt and deficit limits (Belke, 2010b).  

“Just adding a few words” 

The agreement included a commitment not to change the so-called no bail-out clause (Art. 
125 TFEU), but simply the already now proverbial “addition of a few words” to one or at a 
maximum two articles in the Treaty, among them Art. 122 TFEU. Just adding a reference to 
financial stability in Art. 122 was obviously assessed to be sufficient to satisfy the German 
Constitutional Court. At the same time it was intended to serve as a solid legal basis for the 
new permanent crisis solution mechanism which might amount to a permanent EFSF and 
will not necessarily explicitly appear in the wording of any Treaty change explicitly. The 
reason is that the “permanent EFSF” as a new EU institution falls outside Part 3 of the TFEU, 
and therefore cannot be created according to the simplified revision procedure (Gros, ó 
Broin and Kaczyński, 2010). The perspective of an only small Treaty change which allows 
for the use of the simplified treaty revision procedure and avoids the need for a referendum, 
let all 27 members agree. Another driving force was the insight that no crisis solution or 
insurance mechanism would be realistic which is not supported by the two largest (donor) 
euro area countries (Belke, 2010b, Gros, ó Broin and Kaczyński, 2010, Haede, 2010).   
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The summit meeting also came up with the conclusion that the IMF would play a role in the 
new mechanism, but did not make its role more concrete (Belke, 2010b). This probably 
implies that the new mechanism will be accessible only to governments which have 
complied with IMF conditionality as it was the case with respect to the recent rescue 
package for Greece. 

Seen on the whole, the situation does not seem to be under control up to now. Sovereign 
bond spreads are flickering these days to heights not seen during the last months.  On 
November 12, 2010, spreads in Portugal were close to 500bp per cent. In Spain, spreads 
were approaching the 230bp level at the height of the Spanish crisis in the summer, and the 
Belgian spreads have reached 100bp for the first time. Italian spreads also went up, though 
pressure has lowered a little bit in Ireland – but this is probably due to some support from 
the ECB. The explanation for these lingering doubts is quite simple: the problems that 
underlie the crisis (the precarious state of Greek public finances and that of the Spanish real 
estate sector) have not been solved.  

It cannot be excluded that – within the next weeks - politicians will be forced to go for quick 
shots. The main danger is that there is no fallback position if countries beyond Ireland have 
to be rescued. Up to now there is a legal vacuum how to organize orderly and unscheduled 
default in the euro area (in contrast to the detailed descriptions underlying international 
bonds issued by emerging market countries). The EFSF framework was meant to but would 
not cover the worst case in which Greece, Portugal, Spain and Ireland would all become 
needy. However, in reality the true liability limit of the EFSF framework would not be able to 
cover the case of, for instance, Spain, if the smaller countries would have become needy as 
well. The reason is that significant sums have to be deducted from the EFSF’s total volume 
of 440 billion euro beforehand for general stabilization measures and maybe also - and this 
is often forgotten – utilized for guaranteeing some donors’ claims. 

Large-scale problems of the status quo 

The scale of the current debt problem is large. For Greece 110 billion euro have already 
been agreed upon. The EFSF plus EFSM headline amounts to a nominal value of 500 billion 
euro, which in reality corresponds toa sum of 255 billion euros, due to a couple of 
deductions. Most importantly, only those countries can act as guarantors for other states if 
they have a triple-A rating, i.e. the highest credit rating: Germany, France, the Netherlands, 
Austria, Finland and Luxembourg.16 If the needs of Ireland and Portugal are considered to 
be of the same magnitude as Greece, this directly implies that the package might not be 
able to deal with Spain. If Portugal and Ireland turn to the EFSF then only the ECB can 
prevent financial market meltdown.  

The first basic problem addresses the fact that the euro area is a monetary union, but not a 
fiscal or even political union. This is precisely why there is no guarantee clause (note that 
we later on argue that Art. 125 TFEU is not a ‘no bail out’ clause). “No bail out” is not 
credible with integrated financial markets. When markets are close to meltdown creditors 
have little choice. 

Deciding on the way of “bailing in” the private sector is the second fundamental problem.  
The European Council was faced on October 29 with the pioneering question whether it 
should  agree on a permanent ‘crisis resolution mechanism’ demanded by markets and 
debtor countries in exchange of a ‘bail in’ mechanism as demanded by Germany. The 
existence of the turning point per se and its actual solution have initiated huge turmoil in 
the markets. 

Hence, details of the envisaged involvement of the private sector should be resolved 
quickly. Should it take place always? Should one re-design the timetable of repayments 
without altering the present value of the former (rescheduling) or even diminish the present 
value down to a level which appears to be sufficient to arrive at sustainable public finances 
(restructuring)? What about haircuts? Should they only be applied to new debt or should old 
debt also be considered?  

 
16 Correspondingly, the IMF would provide net credits at the amount of only 160 billion euro. In sum, analysts 
estimate that, hence, a total of 475 billion euro could be paid out as financial support. 
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Otherwise we might see tensions rising between the “North” and the “South” of the euro 
area. On the one hand, there is the view of the German Chancellor Mrs. Merkel who 
interprets Art. 125 TFEU as a “no bail out clause” and argues accordingly that the monetary 
union cannot become a transfer union. Hence, the “North” sees a member state failure as 
an option. This necessitates tough conditionality and rules for orderly bankruptcy. On the 
other hand, Mr. Trichet – really standing for the “South”? - does not stop claiming that “we 
are all in the same boat”. In that sense, a member state should not be left alone if it is in 
trouble. In the extreme, this view implies that there is neither a plan B necessary nor is 
there any floor to the rating of collateral foreseen at the ECB.17 

In the wake of the October 29 European Council, the tensions between the “North” and the 
“South” came back on the scene. The aim of policy should thus not only be to prevent 
failures, rather it should also prepare for it. An EMF could be based on permanent EFSF. 
Since the available collective action clauses are insufficient, there is the necessity of 
mopping up law. 

It has to be mentioned that there are a couple of differences in sovereign and private 
defaults. Therefore, sovereign-debt crisis are more complicated to deal with, since 
instruments to handle the situation in an orderly way are much more limited than in the 
case of private debt. In the latter case, the problem can be solved by liquidating the 
borrower’s assets and, referring to corporations, dissolving the organization (Gianviti et al., 
2010, p. 19). 

These preliminaries should serve as the background against which missing or redundant 
and/or unworkable elements within the Commission package can be identified. 

3. Missing or redundant/unworkable elements within the 
Commission package 

Unworkable? SGP sanctions and voting 

An important issue is to what extent quasi-automatic sanctions and a reversal of the burden 
of proof in the EDP would influence market perceptions. It is conceivable that in this case 
alone the triggering of the EDP could lead to major reactions by market participants. 
However, this problem is also inherent in the proposals referring to the permanent crisis 
resolution mechanism – although in a few of the Sovereign Debt Restructuring Mechanism 
(SDRM)-type proposals this is intended to be mitigated by inferring the role of a “judge” to 
the SDRM (section 3). On the other hand, such a change in processes of this kind – just like 
the European semester – would clearly signal a paradigm shift towards more serious budget 
coordination that could be rewarded by the markets. 

Missing: strong incentives to stick to the rules 

A more comprehensive framework of ex-ante policy coordination including a “European 
Semester” has been decided by the Council. Procedural changes to the Semester may be 
implemented after the European Parliament has voiced its concerns in the coming months. 
In the latter it would examine the individual countries’ budget plans and then issue 
recommendations for corrective action based not only on each country’s fiscal trajectory, 
but also on the aggregate implications of the individual plans. This framework aims at 
keeping individual countries to their fiscal targets and at avoiding persistent and large intra-
euro area imbalances. But it is left open what could actually force countries to change their 
budget plans according to the Commission’s recommendations in times of conflict. The 
Commission also suggests that countries exceeding the SGP deficit ceilings should be forced 
to set aside funds in interest bearing deposits. But again: “what makes us think that these 
interest bearing deposits would be enforced, when the fines already envisaged in the SGP 
have never been levied” (Annunziata, 2010)? Commission proposals would then have to be 
rejected by a qualified majority of the Council. But in scenarios like the current one in which 
the qualified majority of member countries have preferences which go beyond the notion of 
EU economic governance as a mere hardening of the SGP, credible enforcement of budget 
discipline might become a difficult task even in good times (Belke, 2010, p. 15). 

 
17 I gratefully acknowledge comments from Daniel Gros on this issue. 
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The simple but obvious and central problem inherent in both the old and the proposed “new 
and improved” SGP is that none of them disposes of any mechanism to override national 
sovereignty. Taxing and spending decisions rightly rest with the elected representatives of 
each individual country - and since there seems to be no appetite for full political union at 
least in the former hard currency countries (Annunziata, 2010, Neumann, 2010), this is 
quite safely not going to change. 

Missing: clear definition of the IMF’s role 

Is there any, and if yes, what role for the IMF? The H. van Rompuy Task Force enumerates 
the role of the IMF among the issues to be addressed for a new future permanent 
mechanism. Especially with an eye on the very strong conditionality under which 
programmes like a permanent crisis solution mechanism should operate. The IMF is 
mentioned neither in the COM proposal nor in the recent EP positions. 

Critical but unavoidably missing (after end-of-October EU summit): reversed 
qualitative majority voting on SGP sanctions and withdrawal of voting rights 

The results of the recent EU summit have to be appreciated if indeed a crisis solution 
mechanism which really deserves its name will result in the end. It would put an end to the 
large-scale problems described in section 1 – especially because it would terminate the role 
of the ECB as the bad bank of the euro area. The very existence of this mechanism would 
be much more important than the withdrawal of voting rights in EU committees, if a country 
repeatedly cheats with respect to the deficit rules. In terms of game theory, the threat of 
withdrawal of voting rights has been strategically employed as a "whipping boy", in order to 
dispose of some items to sacrifice for a package deal.  

What is more, a hardened Stability and Growth Pact has to be regarded more as a 
complement than a true alternative to a successfully designed government insolvency 
mechanism. Hence, one could feel legitimized to argue that an only partial hardening 
without „automatic“ sanctions, as it is now envisaged, is acceptable. Particularly since the 
majority of the proposals by the EU Commission to provide the SGP with sharper teeth, is 
still included in the package (Belke, 2010).  

Unworkable: differentiation between proposals for eurozone and non-eurozone 
countries 

With regard to economic policy, the differentiation between proposals for euro area and 
non-euro area countries is likely to become an issue. Such a differentiation is made in the 
documents drawn up by the Commission and is supported by the H. van Rompuy task force: 
potential sanctions and conditionality will play a lesser role with non-euro area countries. 
Also scoreboard thresholds may be different between euro area and non-euro area 
countries.  

As already mentioned in my previous briefing paper: whereas leaving room for convergence 
might be a plausible first glance argument in favour of this unequal treatment, the question 
looming on the horizon is whether and by how much an economic “core Europe” could 
decouple itself from the non-euro area countries and, by this, indirectly lower their 
probability to enter the euro area in the future.  It is thus overall plausible to take “into 
consideration the very close interconnections with non-euro area economies, especially 
those that are expected to join the euro area, as part of the new multilateral surveillance 
framework and the enhanced instruments of the SGP and, in particular, a stronger focus of 
the MTFO” (recent EP position in the Feio report (named after the Rapporteur Diogo Feio, 
MEP).  

This issue is relevant since - with respect to the issue of a crisis solution mechanism (on 
which the EU Commission is silent) - Mr. Feio is correctly claiming that it should also be 
carefully assessed whether non-euro area Member States could possibly join the European 
financial stabilisation mechanism on a case-by-case basis and after fulfilling pre-defined 
criteria.  
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Unworkable: interpretation of Art. 125 TFEU as a strict “no bail-out clause” 

Upon closer examination, one reading of the Article is that countries like Greece do not have 
a legal entitlement for guarantees or even payments from the Union and other member 
states but that it does not prohibit the former. However, the EFSF framework has de facto 
been established anyway. There is thus a clear need of changing the factual constraints. 
Otherwise Art. 125 TFEU would become toothless. In this sense, the “no bail-out” rule under 
a solution like the EMF would be more credible than the “no” under Art. 125 TFEU.  

Redundant: a scoreboard establishing a set of indicators revealing external and 
internal imbalances 

Basically, it makes much sense to avoid ‘harmful’ macroeconomic imbalances. But up to 
now there is no technical solution for the problem of determining the exact threshold 
beyond which an existing imbalance is ‘harmful’ and to whom it is harmful ex ante. 
However, there is point in more generally monitoring large external deficits (and also the 
share of foreign debt in overall debt figures playing a role within the Commission package). 
The latter make countries prone to a ‘sudden stop’ to the capital inflows and the connected 
dangerous dislocations in financial markets potentially spreading all over the euro area 
(Gros, 2010a). Since, the public deficits are frequently driven by private deficits – as in the 
cases of Ireland and Spain – also the Eurosystem bears a large part of responsibilities in 
allowing bubbles in national housing markets and the associated increases in private debt to 
develop (de Grauwe, 2010).  

It directly follows that the best policy response does not seem to be a narrow focus on 
competitiveness indicators, but rather on the prevention of underlying causes of the 
imbalance, which are usually divergences in domestic demand (often driven by credit-
financed real estate and/or consumption booms). Or even wait for the automatic reversal of 
the imbalances. This might be a favourable and dominant strategy with an eye on the 
German example according to which current account surpluses led to a stimulus for 
domestic demand which, in turn, supports wage growth, ceteris paribus lowers 
competitiveness and the current account surplus. Hence, one of the basic insights of 
international economics is that current account imbalances are endogenous and driven by 
autonomous and complex savings and investment decisions. What is more, it should be 
clear that a specific country cannot import more than it exports for an unlimited time and 
the other way round. If at all, thus, any focus should be put on the duration of imbalances 
not on the imbalances per se. But again: who should decide on the threshold? And on what 
basis?  

Moreover, a rigid and mechanical application of such a large assemblage of different 
indicators may lead to ambiguous results and, thus, lead to confusion. This, in turn, would 
negatively impact on the effectiveness of monitoring and potential sanctioning. For instance, 
how to react if some indicators point at one direction and a couple of others at another? 
How to aggregate the evidence? If aggregation is agreed upon, what are the weights? 
Anyway, most cases in which member states get into difficulties cannot be exactly traced 
back to the empirical realization of one or another economic indicator. Instead, these cases 
are related to inadequate governance of an array of imbalances prevalent within a country 
(BRUEGEL, 2010, Fahrholz and Wójcik, 2010).  

Finally, a definite strength of the proposals contained in the EU Commission package is that 
it is not treating surplus and deficit countries symmetrically. By this, it proves to take a true 
global perspective and to acknowledge the negative effects on the international 
competitiveness of the euro area that would emerge with respect to the rest of the world in 
case of adjusting competitiveness indicators in a symmetric fashion (Belke, Schnabl and 
Zemanek, 2010). Opponents to this view appear to be driven by the (wrong) perception 
that the deficits of some member countries are numerically exactly offset by the surplus of 
others, i.e. in a symmetrical way. Of course it is tempting now to apply closed economy 
reasoning and to suggest that both enhancing competitiveness of the deficit countries and 
lowering competitiveness of the surplus countries lead to a reduction of imbalances, since 
competitiveness is always defined in relative terms.  
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But the euro area is faced with an increasing degree of globalization and would thus as a 
whole really suffer welfare losses from any competitive adjustment ‘to the middle’, in terms 
of an overall loss of competitiveness for the entire area (Bruegel, 2010).  

To summarize, as frequently warned by economists like Richard Baldwin, the EU 
Commission and national governments are expected to have great difficulties in steering 
trade and current account deficits. Concrete numerical goals as also discussed at the recent 
G 20-summit are not more than catchwords. Hence, it turned out to be a nearly safe bet 
that governments agreed upon more than the mere closing declarations, because anything 
else would be too difficult to implement.  

European semester: unworkable element? 

The European semester has the potential to be extensively discussed by EU leaders. 
Thereby, the treatment and integration of national parliaments disposing of budgetary 
prerogatives will continue to represent a critical issue. As experience shows, the national 
parliaments tend to insist on exercising their rights which makes a European peer review of 
draft budgets prior to the national budget process an event of low probability in the near 
future. This creates a constitutional problem which could not be solved by integrating the 
European Parliament. These problems notwithstanding, the European semester would even 
be useful for an effective coordination by means of the exchange of information and 
creating transparency of information flows (Belke, 2010, and the sources cited therein).  

Before finally addressing some general considerations, one should stress that both 
concessions - the commitment by the EU Council to promise the UK lower growth rates of 
future EU budgets and the planned specific treatment of the costs of structural and pension 
reforms in the CEECs within the deficit procedures - represent justifiable sacrifices to arrive 
at a sound “package deal” at the October EU Summit – mainly due to their sustainable 
effects on future public finances (Belke, 2010).  

General remarks 

The European Council agreed to follow most of the proposals included in the EU Commission 
package, i.e. to tighten the SGP and to set up a system aimed at reducing macroeconomic 
imbalances produced by a lack of convergence of economic policies within the euro area. It 
obviously took the view that the main source of the euro area debt crisis has been the 
“misconduct” of national governments which have permitted their budget deficits and debt 
levels to explode and have implemented too few measures to avoid divergent movements in 
their economies. While this view is partly true, it clearly neglects the “hot potato game” 
characterizing the financial crisis, i.e. the fact that unsustainable increases in private debt 
(of households and financial institutions) forced many governments to bail out the private 
sector (and, in the end, forced the ECB to collect the pieces). Excessive bank credit enables 
the emergence of these bubbles and made them more intense, as could be seen in Ireland 
and Spain. In the long run, only the central bank but not the governments can control bank 
credit, the conditions for lending and the development of unsustainable private debt levels 
(de Grauwe, 2010).  

Reforms of the economic governance in the euro area should therefore not only focus on the 
serious responsibilities of national governments - as done in the Commission package - but 
also on those of the European monetary authorities, and in particular those of the 
ECB. After the Lehman collapse, European policy (including monetary policy and the EU 
Commission package) followed the principle that the insolvency of governments and banks 
had to be prevented under all circumstances and accepting any costs.  With an eye on the 
sustained bond market turbulences, this way could be labeled as a fiction. The compromise 
agreed upon at the European Council meeting of 28-29 October clearly turns away from this 
principle and, thus, should be basically welcomed. The status quo European rescue package 
has to be urgently substituted by a permanent crisis mechanism. And this has to do with 
current ECB monetary policy: the level of the current ECB main refinancing interest rate 
shields Ireland and Greece from insolvency. This is an important aspect neither taken into 
account nor explicitly tackled within the EU Commission package.  
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All the discussions about a potential „bail-out“ of countries within the framework of the 
current rescue package neglect the fact that a much larger bail-out can be read off the ECB 
balance sheet. In my previous briefing papers I put my main focus on the purchases of 
"toxic" government bonds by the ECB within the SMP. I argued that the ECB intervenes in 
“dysfunctional markets” for government debt in a sterilized but completely discretionary 
manner. This must effectively lead to a redistribution of risk among member states.  

However, an even more alarming aspect the public might not be sufficiently aware of is that 
the ECB supports the respective member countries and their banks in the framework of its 
ordinary monetary policy operations. The ECB grants the troubled and distressed 
commercial banks to refinance hundreds of billion euro, i.e. 40 to 50 percent of GDP for 
Ireland respectively Greece, at a one percent interest rate. As expressed in the FT Editorial 
from November 16, 2010: “Irish banks only survive thanks to European Central Bank 
lending: they currently suck up about a quarter of the ECB’s liquidity provision. … But the 
sickliness is part of why sovereign yields have spiked, troubling the bond market of other 
peripheral European states.” Without this transfer of nearly free money, both countries 
would almost certainly have gone bankrupt some time ago. Assuming that Greek banks 
should have to pay the same risk premium as the Greek government, ECB lending to 
Greece amounts to a subsidy worth more than the transfer from the EU Structural Funds 
(Gros, 2010b). Notably, referring to QE by the Fed is no excuse here, because US QE 
cannot at all be compared to the quasi-QE programmes conducted by the Fed, since the 
latter does not target its bond purchases to, for instance, Florida or other specific federal 
states.  

As mentioned in section 1, the ECB is now the buyer of only resort for Irish bonds, possibly 
the only policy institution able to prevent the collapse in Irish and Portuguese bonds from 
spreading.  But this may imply that Mr. Trichet has to ignore opposition from within the ECB 
council to the ECB’s bond-buying program and further expand purchases of sovereign 
assets.  

Taking these considerations as a starting point, it seems fair to state that the 
Commission/Euro Group do not have submitted a proper adjustment programme which 
really covers the central issues. Just changing the SGP which represents a significant part of 
the Commission package is not the issue – this appears to be not more than a sideshow 
which will not lead to significant solutions to the large-scale problems of the euro area 
described earlier. A further central problem would be the democratic legitimacy of imposing 
fines according to the exact realization of figures. This in itself speaks in favour of a bottom-
up approach in the shape of, for instance, fiscal limits hard-coded into each country’s 
legislation in the form of automatic, binding and unchangeable rules (Belke, 2010). Hence, 
one should deal with the question neglected by the Commission package: "What happens, if 
…?". Let us now check what (if anything) is missing outside and beyond the proposals in 
order to make the whole package of governance reform complete and workable.  

http://www.ft.com/cms/s/0/d1841b72-f0ef-11df-bf4b-00144feab49a.html#axzz15PNgOsL7
http://www.ft.com/cms/s/0/d1841b72-f0ef-11df-bf4b-00144feab49a.html#axzz15PNgOsL7


Legislative proposals on EU economic governance: what is missing within and beyond? 
___________________________________________________________________________________________ 

64 

4. What (if anything) is missing outside and beyond the proposals in 
order to make the whole package of governance reform complete 
and workable?  

Eurobonds – really missing? 

M. Juncker recently proposed a European bond. He said he would make a formal proposal 
for a common Eurozone bond. He is quoted as saying: "It's an intelligent way to keep 
economically weaker euro countries attractive for investors in the future." However, I would 
not buy his argument completely. The only argument to justify the introduction of 
Eurobonds is to defragment the EU bond market and to create an alternative for Chinese (or 
Russian) investors who up to now still invest in safe T-bills – in spite of increasing doubts in 
the US macro policy stance and their fear of returns being inflated away after a while. Since 
the euro area should be prepared to go for larger current account deficits if China will stick 
to its export model also in the future (as all projections say) and the US really strive for 
lower deficits, defragmenting bond markets might be a contribution to lower global 
imbalances (in accordance with the position by Mrs. Berès on the crisis resolution 
mechanism). The arguments speaking against the introduction of Eurobonds are broadly 
similar to those brought in against the Securities Market Programme (SMP) and, hence, 
shall not be enumerated again.  

Missing? Bank recapitalization as a condition-sine-qua-non 

As shown in section 1, large-scale problems of the status quo appear at the surface in the 
euro area because there has not been any solution to the deficiencies which drive the crisis, 
among them the still alarming stances of the Spanish real estate sector and Greek public 
finances. In this context, it is remarkable that the proposals do not tackle at all the still 
significant undercapitalization of the European banking system –a second important driving 
force of unsettled financial markets. Gros (2010), for instance, reports based on euro area 
statistics that for every capital loss of one euro held by some euro area bank, there is about 
€20 of doubtful debt (liabilities including interbank debt).  

But, strikingly, all proposals implicitly assume that European funding will be used only to 
bail out governments which in turn might apply these funds to bail out their own banks. The 
word “bank” does not even appear in any of the proposals although the banking issue is 
deeply connected with the state of public finances and the necessary volume of an 
emergency fund). But, taking the 20:1 liability-capital ratio in the banking sector as a 
starting point, this way of handling this critical issue implies that the public funding 
requirements within a potential crisis resolution mechanism may become much higher than 
if undercapitalization would be dealt with directly (Gros, 2010). The proposals should at 
least mention these fundamental relations and, even better, explicitly combine their 
concepts with a hint at the need for continuous rigorous stress testing of euro area banks 
and subsequent mandatory recapitalization (as long as Basle III is not fixed but only agreed 
upon by the G-20). It is necessary but not sufficient to blame the Club Med countries for 
unsustainable fiscal policies.  

However, these insights have to be carefully weighed against that fact that the root of the 
problem in Ireland (i.e. the source of doubt about its solvency) is the government’s overly 
strong commitment to bank bondholders at any costs. This might translate into a great risk 
for the taxpayer since ECB Vice-President Vitor Constâncio has publicly considered that EFSF 
money could be used to back Irish banks. This briefing paper argues that this would, 
however, be a mistake and, thus, sovereign bonds will then continue to be under pressure. 
“It would also give an official EU imprimatur on Europe’s dirty secret: public treasuries will 
do anything to make private bank creditors whole. Committing this mistake to stop the 
contagion of panic in government debt will only make it worse. Propping up banks whose 
losses have still not been fully realised cannot possibly improve sovereign creditworthiness” 
(FT Editorial, November 15, 2010). 
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Missing in the Commission package: establishment of a crisis solution mechanism 

The European Monetary Fund 

The EMF and the EP position 

What has certainly been missing within the proposals by the EU Commission in order to 
make the whole package of governance reform complete and workable is the scheduled 
establishment of a crisis solution mechanism. However, this lack seems to be resolved by 
the agreements reached at the recent EU Council.  

In accordance with the recent EP position in the Feio report this briefing paper argues that 
one should “establish a permanent mechanism or body (a European Monetary Fund), after 
due examination of its pros and cons, which should not take more than one year, to be an 
overseer of sovereign debt developments and to complement the SGP as a mechanism of 
last resort for cases in which market financing is no longer available for a government 
and/or member state exposed to balance of payments problems; it shall be based on 
existing mechanisms (the European Financial Stability Facility, the European financial 
stabilisation mechanism and the European balance of payments assistance instrument) and 
shall include clear rules inter alia on the following aspects: a) membership criteria, such as 
fulfilling the minimum requirements for national budgetary rules/institutions, b) decision-
making procedures and funding, c) conditionality for exceptional loans, d) monitoring and e) 
resources and powers; such a mechanism should not limit the powers of the budgetary 
authorities to establish the EU budget at an appropriate level, should avoid moral hazard 
and be consistent with state aid principles and the consequences of ignoring them.” This 
briefing paper later on checks whether these conditions are fulfilled in case of the EMF. 

The crisis solution mechanism must not necessarily take the form of an EMF but could in 
principle also consist of a Sovereign Debt Restructuring Mechanism (SDRM) à la IMF 
(Krueger, 2002, Rogoff and Zettelmeyer, 2002a,b) which was originally designed to cope 
with defaults of emerging market countries such as Argentina. But the facts that (a) the 
SDRM seems to take more a (softer) role of a “judge” between creditors and debtors and 
(b) there is a legal vacuum how to organize orderly and unscheduled default in the euro 
area (in contrast to the detailed descriptions underlying international bonds issued by 
emerging market countries which have been addressed by the SDRM point at the necessity 
of installing an EMF. 

EMF substituting ECB as the bad bank for the euro area 

A European Monetary Fund according to the model designed by Daniel Gros and Thomas 
Mayer might well represent the blueprint of an orderly sovereign default mechanism which 
really deserves its name (Gros and Mayer, 2010a). It would contribute decisively to release 
the ECB from her role as a bad bank and to let the debtor countries and the creditors 
participate in the costs of sovereign default according to the costs-by-cause principle. 
Otherwise, the reputation of the ECB would be damaged too much and one would slip 
deeper and deeper into a transfer union.  

Even more important from a strategic point of view, an EMF does not systematically 
discriminate against smaller countries and takes away any German-French dominance from 
the mechanism (smaller countries complained about both issues after Deauville). An IMF 
mitigates the currently increasing tensions between larger and smaller member countries, 
the latter feeling patronized by the former. This is because every member country would, 
according to the envisaged financing mechanism, be called to account proportionally to its 
GDP if it breaches the Maastricht fiscal criteria. However, its probability of realisation could 
be larger if it would not be seen as a competitor of the IMF on an international level and 
especially so by US officials (for a deeper discussion of the IMF-EMF relationship see Belke, 
2010). 
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Status quo only moves the day of reckoning 

The results of the most recent EU summit suggest that politicians finally realized that 
unlimited financing of insolvency-prone countries and banks will not be tenable any more. 
This change of mind constitutes the ultimate merit of the agreements made during the 
summit. Any hardening of the SGP could be unlimitedly pursued and are welcome as a 
complement to an EMF.  

But independent on whether the rules are endowed with sanctions or not and on the case 
costs-by-cause principle, the costs of avoiding default still accrue in any to the community 
of the remaining member states. The default-prone governments still keep their threat 
potential since their default would cause systemic costs which are generally perceived as 
prohibitively high. What is more, the solvency of the saviour countries has to be 
safeguarded which tends to increase the costs in cascades. 

Seen on the whole, thus, the status quo has not been an effective solution for insolvent 
debtors; it merely frontloaded the day of final reckoning to some day in the future. In 
addition, it makes debtor countries hooked on it. Since access to the ECB’s ordinary 
monetary policy operations is the cheapest way of refinancing, the distressed banks will 
even steadily increase their dependence from this source (Gros, 2010b). This process will 
finally lead to a concentration of bad risks on the ECB balance sheet as described in detail in 
my March (2010) briefing “Driven by the markets?”. 

The ECB and the EFSF have assumed the allocation function of capital markets, since they 
decide in a completely discretionary manner which countries and which banks are granted 
access to (re-) financing at which costs.  

The European Monetary Fund: a preferable blueprint 

Let me now briefly elaborate on how to interpret the EMF proposal by Gros and Mayer which 
incorporates many elements not included in the EU Commission package but is in strong 
compliance with the recent EP report drafted by Mr. Feio (Belke, 2010a, Gros and Mayer, 
2010).  

Pre-empting the end game, i.e. recognize sovereign default as “ultima ratio” for a country in 
financial distress, and limiting moral hazard of debtors and creditors by charging the former 
for excessive deficits and debt and imposing haircuts on the latter for imprudent lending are 
among the key goals of a European Monetary (Stability) Fund. In this respect, the EMF 
proposal is in accordance with the EP position presented by Mr. Feio (“such a mechanism 
should … avoid moral hazard …”). 

The key principles of the EMF are as follows. It allows sovereign default at minimal cost in 
terms of systemic stability and public expense. It puts a floor under the market price of debt 
in default through guarantees and/or debt exchange. This floor contains contagion as the 
downside for debt of other countries is also limited (note that Spain’s public debt share at 
GDP amounted not more than 60 percent at the start of the debt crisis). Concerning 
haircuts, the nominal value of debt after the haircut shall amount to 60% of GDP of the 
defaulting country. The idea is that telling markets what the haircut will be would keep the 
defaulted bonds tradeable in secondary markets and prevent complete market chaos. And 
what is the benefit to the creditors? The only alternative for a private creditor would be a 
much bigger haircut. Gros and Mayer think of GDP warrants to align the interests of 
creditors and debtors. Since the EMF might become the sole or at least the principal creditor 
of the defaulting country (directly through exchange or indirectly through guarantee) the 
political leverage of EU framework can be applied to discipline the “debt sinners” (Belke, 
2010a, Gros and Mayer, 2010). 

Stage 1 in debt workout consists of guarantees granted by the EMF. The typical situation to 
start from is a country in trouble which has lost its market access and financial markets 
which are area wide in turmoil because the size of losses is uncertain. In this case, the EMF 
agrees with the country on the adjustment program and provides adjustment funding. The 
EMF puts a floor on the value of debt by guaranteeing x% of payment obligations (with x% 
of debt = 60% of GDP). As a part of an EMF-led adjustment program, the country 
negotiates restructuring with private creditors. GDP warrants are again a key element. 
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Creditors whose claims are due during the adjustment program get the same treatment 
(Belke, 2010a, Gros and Mayer, 2010). 

There are strong incentives for a stage 1 debt workout because the guarantee prevents the 
price of debt from undershooting and, hence, potentially fatal mark-downs in the trading 
book of creditors. The debtor country negotiates in good faith with creditors on re-
structuring as this paves the way for adjustment funding. The creditors negotiate in good 
faith with the country as they can expect to raise the recovery rate above the guarantee 
rate. The question here is whether GDP warrants are the best way to align incentives. These 
negotiations could well be accompanied by rules which should be conducive to relatively 
early engagement of creditors and debtors in an exchange of information and views on the 
current situation in order to reduce the uncertainty of the creditors (Gianviti et al., 2010, 
Krueger, 2002).  

As stage 2 in the debt workout, Gros and Mayer (2010) provide for a debt exchange. If 
adjustment is unsuccessful, the EMF becomes the sole creditor of the insolvent country 
through (mandatory) debt exchange. The EMF imposes further conditionality, i.e. limits on 
new borrowing, on the insolvent country so as to assure that the country can repay the 
EMF. Any European mechanism would need to include measures to safeguard the 
impartiality between creditors and debtors of the debt restructuring process (Gianviti et al., 
2010). Any breach of the conditions and/or the default on the EMF would mean a breach of 
EU Treaty obligations. Hence, leaving the euro area and ultimately dispensing with the 
benefits of the EU are the dire consequence.18 This part of the EMF proposal fulfills the 
demands of the EP position in the Feio report that the new mechanism should include rules 
for conditionality for exceptional loans and that one needs clear rules for the powers of the 
Fund. 

An important element of the EMF procedure is represented by the disincentives to move to 
stage 2 of the debt workout. This is because the latter would imply a longer-term loss of 
access to capital market, reduced access for the banking sector to ECB funds as government 
bonds would no longer be eligible as collateral, a loss of political sovereignty and a potential 
exit from EMU and EU. This is again in strict accordance with Mr. Feio’s recent EP position 
(“such a mechanism should … be consistent with state aid principles and the consequences 
of ignoring them”). 

The EMF could substitute the status quo solution consisting of a combination of the EFSF 
plus the ECB. The EFSF now exists (without any Treaty change!), but only for sovereign 
default prevention. And the ECB is engaged in “debt exchange” in “dysfunctional” bond 
markets. This means that the redeployment of the 440 billion Fund would be more than 
enough for a start-up funding of the EMF and, even more important, would take the ECB out 
of the business of lender of last resort to EMU sovereigns. In this respect, the EMF proposal 
closely corresponds to the recent EP position taken by the Feio report: “it shall be based on 
existing mechanisms”. 

The EMF funding in the future is by automatic ‘sanctions’. Gros and Mayer propose an extra 
levy on countries that breach the Maastricht criteria: X % of excess debt defined as actual 
debt (% GDP) – 60% with X < 1 and Y % of excess deficit defined as actual deficit (% GDP) 
– 3% with Y > 1. This property closely corresponds to the recent EP position by Mr. Feio: 
“the mechanism … should include clear rules inter alia on … membership criteria, such as 
fulfilling the minimum requirements for national budgetary rules/institutions … and funding 
…” and “ … clear rules for … resources …”. 

The EMF should be endowed with professional staff and independence. According to Gros 
and Mayer, the staff of the EMF should be independent and make assessments free of 
political imperatives. The open question is whether it should be a new institution or a 
special, shielded, part of Commission. Also rules for decision-making procedures as 
requested by Mr. Feio in his recent EP position are not clarified up to now. Failures of the 

 
18 Fahrholz and Wójcik (2010) argue that specifying conditions for leaving the EMU would work through several 
channels. Overall, making exit costs and procedures explicit would raise the perceived costs of a legally possible 
exit relative to the short-term political costs of economic adjustment. This would be a deterrent to brinkmanship, 
stimulate fiscal discipline and lower the scope of the inherent negative externality problem within the euro area. 
Haede (2010), however, takes a more critical view on this issue. 
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pre-WWII Gold Standard led to the IMF. An analogue is the EMU crisis which might lead to 
an EMF (Belke, 2010a, Gros and Mayer, 2010).  

Concerning the “EMF versus IMF” dichotomy, Daniel Gros is right in arguing that a “virtual 
EMF” could be carved out of European Department of the IMF. Since there might be an 
incentive for a unified euro area representation within the IMF, a natural corollary would be 
that EFSF would then represent euro area interests inside the IMF (Gros, 2010c).  

Although they appear rather similar at first glance, there are a couple of key differences 
between the EMF proposal and the ECB’s crisis management institution (CMI) worth 
mentioning here (on the CMI which has been proposed by the ECB without any recourse to 
the necessity of a treaty change see my previous briefing paper, Belke, 2010): within the 
ECB proposal, sovereign default is not an option and financial support comes at penalty 
rates. An important question is whether the CMI would really conduct purchases of debt in 
‘dysfunctional’ markets at “market” prices. A well-informed guess would be that these are 
not true market prices if the CMI and/or the ECB are the buyers of last resort even if the 
bonds are bought at less than at par (Belke, 2010a, Gros and Mayer, 2010).  

There are further problems inherent in the ECB’s suggestion. Without default option, the 
debt exchange likely occurs at prices which are very favourable for creditors and, in 
addition, the ECB will remain the buyer of last resort for the time being. Moreover, it 
remains unclear what happens when a country defaults on claims held by the CMI. Finally, 
as noted by Gianviti et al. (2010), the “ECB’s request for preferred creditor status” within 
the CMI might prove counterproductive, since in this case private creditors would still be 
plagued by the risk of losing their money. Hence, the main question is whether the EP 
should spend more political capital on developing an elaborate framework for ‘economic 
governance’ or whether it should focus on reinforcing discipline by making failure possible. 

Reducing contagion is key for financial market stability in the euro area. The mere existence 
of EMF would have reduced the potential for contagion since investors would have known 
that there would not have been any significant losses on Spain with a debt-to-GDP ratio of 
not significantly more than 60 percent at the start of the debt crisis (Belke, 2010a, Gros and 
Mayer, 2010). Finally, the EMF could also engage in preventive action if its prior analysis 
has shown weak policies. This would correspond to the Feio report's request of clear rules 
for monitoring. 

EMF – Legal issues 

An EMF would (probably) be compatible with the Treaty (i.e., necessitate only small 
changes of it). A sovereign insolvency mechanism to which the EU Council has committed 
itself could represent a half-way compromise between a “complete liquidation” and infinite 
financing of weak countries (and banks). This mechanism has to embrace a controlled 
rescheduling or even a debt restructuring in order to avoid the emergence of addicted 
countries being on the drip in the periphery of the euro area (Gros, 2010b). An EMF, for 
instance, fulfills these conditions – even if one would not be forced to call it “EMF”.  

Haede (2010) comes up with a quite skeptic legal evaluation of a Monetary Fund (Haede, 
2010). However, it should be argued that higher payments to the EMF linked to excessive 
deficits are not to be considered as ‘sanctions’ and, thus, not as compatible with the Treaty, 
but as contributions to a mutual insurance scheme. This makes them compatible with the 
basic EU principle that any ‘sanction’ must be somehow related to the aim that is supposed 
to be achieved. Sanctions such as withdrawing voting rights or zero interest bearing 
deposits (which go to the EU budget) have no direct link to the aim, which is financial 
stability. Also from this point of view, the Commission package seems to be unworkable 
(see section 2). 

If one follows the implicit objectives of the Council and wants to keep Treaty changes to a 
minimum in order to avoid any significant opposition from the member countries, there are 
at least three alternatives (for the first two see in detail Gros, ó Broin and Kaczyński, 2010): 
(1) one could enlarge the scope of Art. 122 TFEU by adding “or if the stability of the euro is 
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threatened”19, (2) one might add a reference to 143 TFEU in 136 TFEU and, by this, enlarge 
the scope of Art. 143, or simply delete the term “with a derogation”. According to Art. 143 
TFEU, only member states with a derogation (those which have not adopted the euro) can 
receive financial assistance to deal with balance of payments problems (Giavazzi and 
Spaventa, 2010). In order to structure a ‘planned insolvency’ one could refer to Art. 114 
TFEU (dealing with the completion of the internal market by adoption of harmonising 
legislation).The probability of getting through with a very small Treaty change thus seems 
to be rather high. However, a couple of uncertainties still have to be tackled and resolved.20 

Seen on the whole, thus, legal concerns should not represent a main barrier for the 
materialisation of an EMF, particularly since it was a core ingredient of the summit 
agreement that Art. 122 TFEU shall be extended. The van Rompuy Task Force should rather 
spend its time until December to clarify, when exactly the conditions are fulfilled to claim 
that „the whole euro area is in danger“ and to pull the trigger for debt exchange and how to 
cope with the reactions of the financial markets which may anticipate the date of reckoning 
coming even beforehand. 

Problems with EMF debt workout, stage II  

The fact that in the future private creditors will take a share in the costs of a default is 
believed to be the main trigger for panic spreading on the markets in the previous two 
weeks. The EU heads of state have already decided that it will end up like that. Until their 
next summit in December proposals shall be available how this will be managed in the time 
after mid-2013 when the current rescue package will run out. The uncertainty about what 
will happen thereafter, the fear to be asked to pay up before that date and that collective-
action clauses are still in the debate are making investors extremely nervous.  

What is more, financial market actors could speculate against a country as soon as the 
expectation manifests itself that it will utilize the crisis mechanism. Some even argue that 
the crisis would be even caused by these linkages. Also the banking system of the default-
prone country might “collapse” since it is dependent on government guarantees. The social 
and political consequences of such a development are incalculable. In the end, exactly the 
opposite of the original intentions would be reached: speculative investors would take 
advantage of the current situation while many small savers suffer damage. Over the 
previous days investors have already withdrawn their money from endangered countries 
like Ireland und Portugal (Bini Smaghi, 2010) 

However, this view appears to be overly pessimistic because the available academic 
literature on the effects of creating a sovereign-debt resolution mechanism on bond yields 
tells us that the introduction of rules (with the involvement of creditors) for coping with 
sovereign default will corroborate the inclination of markets to differentiate between high 
and low quality borrowers and to evaluate loans and bonds accordingly. An insightful study 
in this respect is Eichengreen and Mody (2004) who examine the implications of including 
collective-action clauses in loan contracts for borrowing costs. For a sample of some 2,000 
international bonds, they compare the spreads on bonds subject to UK governing law which 
typically include collective-action clauses, with spreads on bonds subject to US law, which 
do not. Contrary to the assertions of some market participants, they find that collective-
action clauses in fact reduce the cost of borrowing for more credit-worthy issuers who 
appear to benefit from the ability to avail themselves of an orderly restructuring process. In 
contrast, less credit-worthy issuers pay higher spreads. They conjecture that for less credit-
worthy borrowers the advantages of orderly restructuring are offset by the moral hazard 
and default risk associated with the presence of renegotiation-friendly loan provisions.  

Without much ado a straightforward implication would ceteris paribus be for the euro area 
that the introduction of rules for dealing with sovereign default would reinforce market 
discipline and support “the goal of sustainable public finances laid down in the European 
Treaty, and thereby to the sustainability of the euro itself” (Gianviti et al., 2010). However, 
current and future research should urgently focus on the applicability of the ceteris paribus 

 
19 Note that the German Constitutional Court is about to check whether this would impact on the “no-bail-out” 
clause in Art. 125 TFEU and, hence, change the nature of monetary union and transform the latter into a transfer 
union. See Haede (2010). 
20 Gros, ó Broin and Kaczyński (2010) enumerate examples in which the ratification even of a minimal Treaty 
change might have to pass certain obstacles. 
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clause. As mentioned in section 1, there appears, for instance, to be a legal vacuum how to 
organize orderly and unscheduled default in the euro area (in contrast to the detailed 
descriptions underlying international bonds issued by emerging market countries). 
Moreover, empirical results by Bradley et al. (2010) indicate that the judicial injection of 
uncertainty into the meaning of crucial contract terms is priced by capital market 
participants in a predictable way. Decisions that increase the risk of repayment by 
sovereigns raise the rate return sovereigns must pay in order to attract international capital. 
Decisions that reduce this risk, in turn, tend to lower the cost of capital that sovereigns 
face. At first glance, this might contradict the findings by Eichengreen and Mody (2004). 
However, the main question to be answered in this context is, of course, whether the 
introduction of rules for dealing with sovereign default enhances or lowers uncertainty about 
repayment.  

A second argument against the (pessimistic) Bini Smaghi view might be that the new 
European crisis resolution mechanism could be designed in a way that private creditors 
would not have any reason to panic. For instance, the new crisis resolution mechanism 
could be formulated in a way that it is not applicable to old debt but only to new credit from 
mid-2013 on. Such kind of a solution would correspond to suggestions put forward by 
Germany’s finance minister Mr. Schaeuble: as soon as a country gets into payment 
difficulties, an austerity and stabilization programme will be activated – just like in spring 
this year in the case of Greece. As a first step, the maturity of those bonds could be 
prolonged which become due within this critical phase. If this is not effective, private 
creditors would have to accept haircuts on their claims as a second step. In return, they 
would be granted guarantees on the remaining parts (both measures are also main 
ingredients of the EMF proposal). 

Involvement of private creditor participation is, for instance, also supported by Bruegel (see 
Gianviti et al., 2010) and the German Council of Economic Advisors (Sachverständigenrat, 
2010).  Bruegel recommends that euro area countries should be allowed to issue new bonds 
only if a fixed crisis resolution mechanism including an involvement of private creditors is in 
place. The German Council of Economic Advisors even goes a step further. It proposes that 
private creditors should participate in a stabilisation programme if the EU Commission has 
proposed sanctions against a deficit country. This proposal refers to countries which have 
actively offended the rules of the SGP but not to governments which got into payment 
difficulties through no fault of their own, for instance, by a financial crisis. Whereas the 
more general line of Bruegel deserves support, the latter recommendation might go too far. 
It appears to be too early to involve private creditors before payment difficulties have 
occurred. Moreover, for all practical purposes it turns out rather difficult to distinguish 
whether a country got into distress through no fault or fault of their own. Seen on the 
whole, thus, this briefing paper argues that private creditors should (be forced to) take into 
account (by an incentive structure like the EMF) that a solvency problem postponed is a 
problem made intractable and that it is better to make a painful break than draw out the 
agony. 

EMF: Further caveats 

The remaining caveats with respect to the EMF proposal are both related to the EMF’s 
“trigger of debt workout stage 2” issue. Another open flank of the EMF proposal consists of 
the fact that it is not clear up to now how and whether to treat countries suffering distress 
due to excessive private and public consumption (e.g., Greece) differently within the debt 
workout scheme than countries whose budgetary stance suffers from collapsing banks (e.g., 
Ireland). Finally, the issue of how much authority creditors like the EMF have over the 
future stance of the primary surplus and, hence, the extent of austerity in the first period 
after restructuring still remains critical. This is because the rewards to the government’s 
taxing authority depend on the quality of institutions and the citizens’ allegiance which in 
turn is related to sound principles of democracy (Gianviti et al., 2010, Raffer 1990). These 
are truly decisive questions, also addressing the proponents of an otherwise preferable EMF-
type solution.  
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5. Is an EMF a realistic option? Perspectives after the EU summit 

How large is the probability that something like an EMF will substitute the current 750-
billion euro rescue package? Or is this issue put on the cold storage or even procrastinated? 
The facts point at a high probability that this issue will be decided upon in the near future. 
The Germans have made a package (deal) between the prolongation of the current 
mechanism which will run out in 2013 and the decision about a new follow-up system. The 
willingness of France to talk about a Treaty change is strikingly new. But Germany and 
France might have underestimated the fact that there are 27 national governments within 
the EU and one needs the support of each of them. As could be observed, for instance, at 
the most recent EU Summit, this will be a hard way to go. From a purely legal perspective, 
there are only a few changes in paragraphs necessary. However, these changes have to be 
supported by 27 governments and have to pass the parliaments and potentially even 
referenda.  

Moreover, as already argued above, the EMF’s probability of realisation could be larger if it 
were not be seen as a competitor of the IMF on an international level and especially so from 
the US. Will there be enough political leadership to cope with implicit US pressure with an 
eye on the fact that IMF involvement is not explicitly dealt with in the Commission package 
(section 2)? At the same time it can be shown that the IMF and the EMF can well co-exist 
(see section on EMF in this briefing paper). 

Our considerations in the section on “EMF – legal issues” have demonstrated that a slight 
change in Art. 122 should be enough to satisfy the German Constitutional Court and at the 
same time provide a solid legal basis for the “new post-2013 permanent EFSF” (Gros, ó 
Broin and Kaczyński, 2010) which will probably not be explicitly referred to in any Treaty 
changes. The new mechanism could then probably be developed and made effective on an 
intergovernmental basis. In case of too much resistance against an EMF as such, it might 
not necessarily involve the creation of a new institution. Instead, it could take the form of 
an emergency financing mechanism which is run by the EU Council. Its activation would, 
however, for political reasons necessitate unanimity as is the case in the existing EFSF 
(Gros, ó Broin and Kaczyński, 2010).  

The recent EU summit agreement on a limited Treaty change gives leeway for deciding 
about the important details of the new “permanent EFSF”. Given that only a few weeks 
remain until the EC meeting in December and with an eye on the fact that any solution will 
hinge on Germany’s financial contribution, it appears not unlikely that we will see a mere 
prolongation of the EFSF but with new livery. So this briefing paper buys the view taken by 
Gros, ó Broin and Kaczyński (2010) that “the new permanent EFSF” will be of a rather light 
structure, probably resembling a ‘Berlin Club’ as it is currently discussed in German 
government circles.21 The task now is to design this structure in such a way as to allow for 
an orderly sovereign default including the participation of private creditors mentioned in the 
Council Conclusions. As mentioned above, this is likely to be the most difficult part of the 
new mechanism. Some sound first proposals in that direction can be found in Gianviti et al. 
(2010).  

Finally, some stylized facts stand out. First, it seems as if the inclusion of collective-action 
clauses (CACs) in sovereign-bond contracts is target-aimed.  Since banks are de facto under 
government control, gaining a creditor share of 75 percent does not appear to be out of 
reach in the case of the euro area. Second, a free-will commitment of large investors to 
stick to and continue to hold their investments in euro area sovereign bonds also in times of 
crisis is no incentive-compatible and full-fledged alternative. Seen on the whole, thus, the 
looming institutional follow-up to the EFSF framework does not differ too much from the 
EMF proposal.  

Recently, on November 12, Mrs. Merkel was quoted in the FT as follows: “Let me put it quite 
simply: in this regard there may be a contradiction between the interests of the financial 
world and the interests of the political world. … We cannot keep constantly explaining to our 
voters and our citizens why the taxpayer should bear the cost of certain risks and not those 
people who have earned a lot of money from taking those risks.” Whereas this appears to 

 
21 Similar to the informal Paris Club of public lenders at the international stage. 

http://en.wikipedia.org/wiki/Paris_Club
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be substantially correct, this is the variant of issue which should preferably be clarified when 
there is no crisis. For twelve years now, especially German officials continued to deny that 
crises of this nature could ever happen. This means that the clarification of the “no bail-out” 
principle has now become the fundamental cause of the bond market crisis. Investors have 
hitherto acted based on the view of a shared euro area default risk which has clearly 
aggravated the debt crisis. Hence, the final recommendation by this briefing paper is that 
rating agencies should be forced go for stand-alone ratings. 

6. Stand-alone ratings for countries – remedial action in case of 
market failure 

Last week, the EU Commission has published a consultation note addressing the further 
procedure with respect to rating agencies. The deadline for answers will be January 7. Also 
the IMF has devoted a complete chapter of its recent Financial Stability Report to the rating 
agencies. The assessment of the PIGS states by rating agencies has up to now been 
severely misguided, insofar as a bail-out of these countries by the euro area was factored 
in. Any country rating without the inclusion of external assistance would be much more 
transparent. Such “stand-alone-ratings” are endowed with a couple of advantages: they are 
more precise, they allow for a responsive price setting and they provide quality criteria 
concerning the evaluation of government’s work. Furthermore, “stand-alone-ratings” make 
it possible to derive more accurate assessments of the present value of the explicit and 
implicit assumptions of liability for the respective countries (Belke and Burghof, 2010). 

The recent and still ongoing euro area debt crisis and its provisional (pseudo-) solution by 
this year’s  9/10 May rescue measures has revealed not only obvious elements of state 
failure – in particular the failure of the disciplinary devices of the EU – but also a significant 
dimension of market failure. If the markets had assessed the creditworthiness of certain 
countries more realistically, the apparent convergence of interest rates could have been 
avoided. This convergence had originally been the core objective of the creation of EMU. 
However, it was achieved by the - originally not at all intended - de facto abrogation of the 
‘no bail-out’ clause. This had devastating consequences, as the acute EU-debt crisis with its 
flickering sovereign bond spreads has impressively shown. 

Interest rates: here too low, there too high  

The currently growing divergence of government bond yields in the euro area clearly reveals 
that yields on German government bonds were too high and yields on PIGS bonds were too 
low over an extended period in the past. Market participants throughout relied on the 
political fiction that one could and would not let fall any euro area member country. Hence, 
potential savior countries such as Germany were forced to pay higher borrowing costs since 
markets anticipated that they would not only be destined to bail out the weaker countries 
but in the end also potentially had to save some of the savior countries. Countries like 
Portugal or Greece, in turn, benefited from too low real interest rates which led to excessive 
consumption, rapidly rising wages, falling competitiveness, higher trade balance deficits 
and, eventually, to a high private and public indebtedness. Notwithstanding Ireland and 
Spain where too low real interest rates fueled asset price bubbles. The consequences are 
well known by now.  

If interest rates had been allowed to diverge to a stronger extent, this would have provided 
incentives for euro area countries to optimize their budgetary policy risk-opportunity profile. 
However, this does not mean that all countries should have aimed at comparable debt 
ratios. Instead, more risky strategies such as going for debt financed domestic demand 
should have resulted in higher risk premia, though. Above all, the respective countries 
would have been forced to find creditors who consider those strategies as reliable, 
independent from the existence of cross-national rescue mechanisms. What is more, the 
time frame of governments which pursue these kinds of strategies would have been 
shortened significantly. With an eye on the myopia which is typical of governments 
permanently striving for the retention of power, this would have been particularly valuable 
for the containment of an excessive debt policy (Belke and Burghof, 2010). 
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Conceived vs. real solidarity  

Rating agencies play a crucial role in determining market assessments. Weaker EU countries 
received excellent ratings since they belong(ed) to an implicit community of solidarity. 
Although it had become apparent for a long time that, for instance, neither Portugal nor 
Greece was able to keep its domestic capital stock constant by concentrating on domestic 
savings, both countries were downgraded much too late by the agencies. With an eye on 
the fact that those economies slipped downwards only gradually and, finally, were on the 
brink of insolvency, such a rating pattern seems neither appropriate, i.e. true-to-fact, nor 
responsible. The same is valid for Ireland and Spain. Their problems erupted after the burst 
of the housing bubble but had - as is by now well-known – also cumulated in a stepwise 
fashion.  

Basically, it appears to be legitimate to consider the construct of a conceived solidary group 
in the overall rating score, since investors, who are interested in the aggregated default 
risk, are addressed by credit ratings. In the case of the euro area, it proved to be a proper 
assumption to consider this solidary group. However, there are several reasons which 
support the claim that rating agencies should provide and also publish, in addition to the 
aggregated ratings, a stand-alone-rating which does not account for possible financial 
support of third parties in the assessment of the creditworthiness of countries (Belke and 
Burghof, 2010). 

Stand-alone-rating: few additional costs, much more precision 

The necessary information should be already available to the rating agencies. Thus, there 
would be little additional costs. In general, the assessment of the creditworthiness relies as 
a first step on the isolated evaluation of a single entity. This evaluation is modified not 
earlier than in a second step according to collateral and liability relations.  

Stand-alone-ratings may provide information revealing only limited relevance for investors, 
but with a crucially higher precision. The isolated analysis of the creditworthiness of a 
country based on available data on the budgetary stance, economic power and other 
fundamental conditions is a core competence of rating agencies. However, the question 
whether a rescue package is prepared and delivered by a third party, is beyond their reach 
and will be answered in the political sphere. Any forecast in that respect is subject to great 
uncertainty. Whether rating agencies really perform better in this business than others such 
as, for instance, investors appears doubtful at least. 

A central argument in favour of stand-alone-ratings is that they represent an important 
source of information for a more differentiated market perception and a correspondingly 
more responsive pricing. A failed government budget policy as a rule leads to higher 
interest rates and thus to a rapid restriction of the scope of action of the government. 
Hence, stand-alone ratings can help to foster the allocation function of the capital market 
(Belke and Burghof, 2010). 

Stand-alone-ratings also offer the voters important pieces of information about the quality 
of their government – a welcome corrective device in times of too frequent short-term 
orientation of economic policy before election dates. Finally, the comparison of the stand-
alone rating and the aggregated rating allows to asses and quantify the value of implicit and 
explicit assumptions of liability for the respective country. Obviously, keeping quiet about 
information related to stand-alone ratings of countries does not serve the common welfare, 
although, or even because this information is uncomfortable or even inconvenient for 
governments, and might cause them major problems. 
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