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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. Introduction1

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.

                                               
1 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 imbalances2. 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.

                                               
2 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 
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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.

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.
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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 
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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. 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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