
Sylvester Eijffinger– Deficit and Debt Dynamics in the Reformed SGP

1

DIRECTORATE GENERAL FOR INTERNAL POLICIES

POLICY DEPARTMENT A: ECONOMIC AND SCIENTIFIC POLICIES

ECONOMIC AND MONETARY AFFAIRS

Ideas for the relationship of deficit and 
debt dynamics in the reformed SGP

NOTE

   Abstract

After the European debt crisis of May 2010 it became clear that the fiscal 
framework of the Economic and Monetary Union, the Stability and Growth Pact 
(SGP), had failed. In reforming the SGP, we have to take into account debt, 
deficits and growth and the dynamics between them. We have to respect the 
inter-temporal budget constraint of the government to keep the fiscal position 
sustainable. This leads us to focus on a stable debt-to-gdp ratio in the medium 
term, with the accompanying fiscal deficit rules. The consequence of the 
dynamics between debt, deficits and growth is that “one sizes does not fit all”, 
which should be taken into account. When reforming the SGP a solution could 
be to formulate country-specific deficit ratio’s for the term of office of the 
government, e.g. for a period of 4 years, incorporating the present and future 
debt-to-gdp ratio’s for each country based on various scenario’s for real growth. 
Countries with higher debt-to-gdp ratio’s should have lower deficit ratio’s than 
countries with lower debt-to-gdp ratio’s. For example, the deficit ratio for a 
country could be 3% at maximum in case of a debt-to-gdp ratio of 60 % or less. 
Additionally, enforcement of the new rules has to be carried out by a politically 
independent body, such as the European Commission. This will lead to a swifter 
enforcement and a more credible fiscal framework for Europe.
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Introduction1

After the European debt crisis of May 2010 it became clear that the fiscal framework of the 
Economic and Monetary Union (EMU), the Stability and Growth Pact (SGP), had failed. 
Enforcement of the rules turned out to be weak, while the EMU member countries have 
realised that the focus on government deficits was too narrowly oriented towards the short 
term. The main conclusion from this debacle is that government debt has to be taken into 
account more explicitly, next to the annual government deficit. The reform of the SGP 
should include explicit rules on the government debt target, together with accompanying 
deficit rules. However, moving from deficit focus to debt sustainability one needs to keep in 
mind the dynamics and interaction of these variables. The Commission Communication 
COM (2010) 367/2 makes more concrete suggestions to this end (Ch. 3) and states that an 
"overall assessment should be made, taking into account a range of parameters" listed 
therein. How can these rules on fiscal sustainability best be written into workable provisions 
in the reformed SGP? Furthermore, we should pay attention to the enforcement of these 
reformed rules, as this has turned out to be another major SGP flaw during the crisis in 
May. The political nature of the Excessive Deficit Procedure (EDP) has to be changed, as it 
were politics that stood in the way of an orderly resolution of the Greek debt problems. We 
will pay attention to these issues in turn, starting with an overview of what we have 
learned from the literature on debt sustainability.

1. Lessons from the literature

The economic literature on fiscal policy and budgetary rules has long argued for taking a 
long-term view and thus for a focus on debt sustainability. Many authors have advised to 
combine a deficit and debt target in European fiscal rules, to replace the focus on deficits 
that is prevailing at the moment. Quite recently, public debt sustainability has received 
attention in a volume edited by Neck and Sturm (2008), in which several authors 
recommend a sustainability assessment of public finances. In the introduction to this 
volume, the editors introduce two ways of considering debt sustainability. The first one is 
long-term sustainability, which relies on the government budget constraint and the fact 
that the government cannot run Ponzi games. This means that the government cannot 
issue ever increasing new debt to service and repay its old debt, which leads to the 
following condition:
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where td is the primary budget to GDP ratio, g the nominal growth rate, i the discount rate

and 0b the current government debt ratio. This equation tells us that governments can run 
deficits, as long as they are met with sufficiently high surpluses in the future. A second 
useful definition of debt sustainability concerns the evolution of debt in the medium term. 
Here, the reduction of the debt ratio to a given target over the medium term is key. The 
intuition behind this view is that a low debt ratio provides governments with more room to 

                                               

1 The author gratefully acknowledges the very helpful comments of Mr. Edin Mujagic, MSc and the
excellent research assistance of Mr. Rob Nijskens, MSc.
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respond to economic shocks. In the medium term, fiscal policy should satisfy the following 
equation:
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where 1tg is the nominal GDP growth rate. This means that the government deficit should 
not exceed the capacity of the economy to repay debt, which is given by the growth of 
GDP. Equation 2 holds with equality for a deficit of 3%, a growth rate of 5% and a debt 
ratio of 60%, which are exactly the numbers used in the SGP. Both ways of assessing debt 
sustainability are used in the literature, with many arguments for and against each 
definition and with different policy recommendations. However, most authors agree on one 
point: fiscal policy rules need to take debt into account much more explicitly, as the debt 
ratio (and not the deficit ratio) ultimately determines the viability of a country’s fiscal 
position. De Grauwe (2003), among others, criticizes the SGP’s focus on deficits instead of 
debt. He states that the aim for a zero deficit de facto reduces to an aim for zero debt; a 
criterion for which there exists no sound economic rationale. This also forces countries to 
continuously reduce their debt ratio, thus reducing the effect of automatic fiscal stabilizers 
in a recession. To explicitly account for a government debt target, De Grauwe proposes the 
following: each member state government defines a target debt ratio (subject to scrutiny 
by the Commission) that should not exceed 60% of GDP. Short-term deviations from this 
target are possible, given business cycle fluctuations. The target also defines the maximum 
deficit ratio as in equation (2) above, which can be exceeded during recessions as long as it 
declines during booms (see equation 1 above). The main advantage of this proposal is that 
the government can commit to a debt target, which gives a strong signal that the 
accompanying deficit rule will be applied symmetrically. The proposal also means that the 
deficit ceiling of 3% cannot be maintained, which has already been acknowledged in the 
reform of 2005. The above proposal changes the objective of the pact should to stabilizing 
debt ratios instead of purely decreasing them, to make countries converge to long-term 
stable public finance positions. 

A similar idea has been put forward by Calmfors and Corsetti (2003). They suggest that 
conditioning the deficit ceiling directly on the current debt level instead of a pre-set target. 
This method still adheres to a 60% target, but rewards governments with lower debt ratios 
by increasing the deficit ceiling, thus giving them more room to manoeuvre in bad times. 
Other stated advantages are that this is a public commitment to stabilisation, increasing 
the legitimacy of fiscal rules and enhancing long-term credibility, and that it reduces pro-
cyclicality. The authors argue that such a reform makes the fiscal policy framework more 
viable in the long run, by combining long run stability with short run flexibility. This idea is 
criticized because of its arbitrariness; indeed, Calmfors and Corsetti do not specify in which 
way the debt and deficit should be related.  Saraceno and Monperrus-Veroni (2004) 
propose instead to set a country-specific deficit target that is related to an EU-wide deficit 
ceiling. This pre-set (Maastricht) deficit ceiling is weighed by the EU-wide debt ratio (60%)
divided by the country’s debt ratio. This will allow low debt countries to run a higher deficit, 
and will force high debt countries to lower their deficit, decreasing the debt. Next to this 
main advantage, this method is operationally simple and prohibits discretion. 

Coeuré and Pisani-Ferry (2005) extend this idea by additionally taking into account the 
incentive for structural reforms. Their main contribution is that governments should strive 
for a certain net government value as a percentage of GDP. This concept of government 
value comprises the present value of age-related liabilities, a large part of future public 
expenditures in the EU (and subject of future structural reforms). Governments should then 
draw up a fiscal plan, a reform plan and a contingency plan (for shock response) for the 
course of three years. 
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The first plan is similar to the current stability programmes, but the second plan should 
explicitly add structural reform proposals to these programmes. Finally, the authors advise 
that the reforms be ex ante assessed, and then monitored, by an independent body 
(preferably the Commission). The main advantage of this method is that it is very complete 
and does not allow for discretion. The main disadvantage is that this proposal lacks 
operational simplicity and political feasibility. To conclude this review on changes to fiscal 
rules, we can summarize the necessary principles that a reformed SGP should contain as 
follows, taking into account many of the reforms proposed above (Wyplosz, 2005). First, 
annual budget ceilings should be replaced by debt commitments. Second, country-specific 
debt targets should be established based on the debt starting position. Third, commitments 
should be national and should also be enforced at the national level (De Grauwe, 2003) to 
increase national ownership of the fiscal rules. Finally, any national solution must be 
compatible with euro area-wide fiscal rules.  Adhering to these principles will make it 
possible to focus on long run debt stability. 

In 2005, the SGP underwent a serious reform. However, after this reform, several problems 
remained unsolved, the result of which we have seen this May. Buti, Eijffinger and Franco 
(2005) have assessed the outcome of the 2005 reform. While the new Pact puts more 
emphasis on long-term sustainability and increases flexibility in (country-specific) crises, 
reducing pro-cyclicality, the new framework is also more complex and the extended 
deadlines for correcting deficits may lead to more lags in the EDP. Furthermore, the 
enforceability of the rules has barely changed. De Grauwe (2007) states that, although the 
reform goes in the right direction by allowing for exceptional circumstances, it still did not 
explicitly account for a government debt target. Additionally, keeping the 3% deficit ceiling 
but allowing for many exceptions, the reform has created a political minefield in 
enforcement of the rules. Buti (2007) comes to the same conclusion: while flexibility has 
increased, political accountability at the national level has to be stepped up and 
enforcement has to be depoliticised. The European Council of Ministers of Finance (Ecofin) 
may be vulnerable to collusion as it now has greater discretion; increased flexibility has 
lead to less strict enforcement.

Therefore, many authors argue for more independent enforcement of the rules. This, 
however, will not be easy: Inman (1998) already concluded that the political will is lacking 
to set up independent enforcement of the EDP rules. Furthermore, Wyplosz (2005) has 
proposed that the enforcement of these principles (or rules) should be carried out by newly 
established national Fiscal Policy Committees, analogous to the ECB’s Monetary Policy 
Committee. 

However, this requires setting up new institutions at the national level while there are 
already EU institutions that can enforce the rules, such as the European Commission.  
Calmfors and Corsetti (2003) have suggested increasing the political independence of the 
European Commission by allowing the European Court of Justice to judge violations of the 
Pact. While this clearly solves the independence problem, it will complicate the EDP and 
increase the lag with which sanctions are applied (if necessary). De Grauwe (2007) argues 
that the Commission should mainly focus on monitoring member states with very high debt 
ratios, while states with low debt ratios should implement debt targeting at the national 
level. We will return to this in section 4.
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2. Empirical evidence of sustainability

Much like the SGP, empirical evidence of fiscal sustainability in the EU has focused on 
containment of the deficit instead of debt reduction. For instance, Collignon and 
Mundschenk (1999) have analyzed fiscal policy in the EU during the run-up to EMU-III and 
concluded that, mainly due to low growth, deficits have become unsustainable. They also 
assess debt sustainability; their conclusion from this exercise is that it mainly depends on 
growth rates whether government debt is sustainable, especially for Italy, Belgium and 
Greece. Collignon (2006) confirms this result several years into EMU-III. He finds that 
under the favourable conditions of the mid-2000’s, the fiscal position of the Eurozone 
countries is sustainable, although the fiscal policy stance has not changed.

Figure 1: Growth in the Euro Area 1999-2011

Source: Eurostat

This is exactly the problem we are currently facing: while fiscal policy behaviour has not 
changed much, growth rates are declining and are expected to stay low for quite some 
time. This can be seen in Figure 1, depicting the evolution of growth rates in the Eurozone 
until 2011 (forecast).

Furthermore, Collignon (2006) has calculated the level of sustainable debt under the policy 
stance in 2006, assuming different growth rates. Even in the most optimistic scenario he 
found that only 2 out of the then 15 Eurozone countries could sustain their debt below 60% 
of GDP. Let us do a similar exercise with new information on the debt ratios after the crisis. 
First, we will assume a 3% government deficit, and show what the sustainable debt ratio 
will be using each country’s average nominal growth rate of GDP from the beginning of 
EMU until now. We will calculate the level of sustainable debt by setting equation (2) to 
equality, which means that the growth of the debt ratio is zero. The results are in Figure 2. 
As we can see, under the current rules and assuming the growth trend of the last decade to 
continue, many countries (including Italy, Belgium and even Germany) will end up at a 
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sustained debt ratio far above 60% of GDP. The euro area wide ratio will also be above 
that, around 80%. Although we have to note that these figures hold when the government 
deficit is at 3% (which is above average over the last decade) we may expect deficits to be 
high over the coming few years, given the stimulus that the European economy may need 
to return to solid growth. 

Figure 2: Sustainability of the debt ratio in the Euro Area

Therefore, and also considering the forecasts in Figure 1, we must also consider what 
happens to the debt ratio in the coming decade when the nominal growth rate does not 
return to 5%2. Scenarios with 3% (minimum) and 4% (expected) growth rates are depicted 
below in Figure 33. This figure shows us that in the 3% growth scenario, it is much more 
likely that debt converges to 80% than to 60% of GDP. Moreover, debt does not decline 
(except for Italy and Greece, who come from a very high debt already) under this 
pessimistic growth scenario. Even in a more optimistic scenario of 4% nominal growth debt 
does not decline towards 60%, although many countries will be able to sustain their debt 
position instead of letting it grow further. Considering that both these scenarios are more 
likely than a 5% nominal growth rate on average, the only way to move to a lower debt 
ratio is to reduce government deficits and stimulate growth in the medium term. 
Furthermore, a lower debt target has to be set to let governments commit to this new type 
of policy. We will discuss these issues in the next section.

                                               

2 As we know this rate, together with a maximum deficit of 3%, yields a convergence of the debt ratio 
to 60%.

3 We have calculated the debt development as 111 )1(   tttt dgbb .
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Source: Eurostat

Figure 3: Debt development under different scenarios, 3% deficit
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3. Implementation in the SGP

From the previous analysis it has become clear that we need to move towards setting 
sustainable government debt targets and accompanying deficit rules. Setting a medium- to 
long-term debt target should urge governments to stimulate growth, and then reduce 
deficits to decrease the debt-to-GDP ratio in the longer run. This requires more explicit 
rules on the debt in the SGP and the EDP (De Grauwe, 2003), instead of focusing almost 
purely on deficits. The framework of the SGP will need a thorough revision. However, 
besides changing the rules we also need to change their enforcement. As we have seen 
during the latest euro-crisis, the political nature of the EDP hampers its effectiveness. This 
has also already been noted in Section 2, where several proposals for improving the 
enforcement procedure have been discussed. Furthermore, in my briefing paper to the 
European Parliament in June 2010 (Eijffinger, 2010) I have already posted the 
recommendation that the European Commission should get more responsibility to credibly 
enforce the rules of the SGP. Besides this responsibility, it should also get disposal over 
better and swifter sanctions when the rules are violated. The suggestion of suspending 
cohesion or structural funds, made by DG ECFIN of the European Commission, is a step in 
this direction. Moreover, the voting procedure on the EDP enforcement should be reformed 
to allow for swifter action, i.e. by moving from unanimity to a qualified majority vote. In 
reforming the enforcement mechanism this way, the Ecofin will “tie its hands” by delegating 
responsibility to the Commission. These measures are necessary to depoliticise the EDP and 
to set up a credible fiscal framework.

4. Conclusion

In reforming the SGP, we have to take into account debt, deficits and growth and the 
dynamics between them. We have to respect the inter-temporal budget constraint of the 
government to keep the fiscal position sustainable. This leads us to focus on a stable debt-
to-gdp ratio in the medium term, with the accompanying fiscal deficit rules. The 
consequence of the dynamics between debt, deficits and growth is that “one sizes does not 
fit all”, which should be taken into account. When reforming the SGP a solution could be to 
formulate country-specific deficit ratio’s for the term of office of the government, e.g. for a 
period of 4 years, incorporating the present and future debt-to-gdp ratio’s for each country 
based on various scenario’s for real growth. Countries with higher debt-to-gdp ratio’s 
should have lower deficit ratio’s than countries with lower debt-to-gdp ratio’s. For example, 
the deficit ratio for a country could be 3% at maximum in case of a debt-to-gdp ratio of 60 
% or less. Additionally, enforcement of the new rules has to be carried out by a politically 
independent body, such as the European Commission. This will lead to a swifter 
enforcement and a more credible fiscal framework for Europe.
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