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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) 



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. 



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.  



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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