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    Abstract 

This briefing considers the options facing the European Union to reform its fiscal 
framework. The first option is to take steps that complement market discipline 
of individuals Member States. In order for market discipline to play this positive 
role, three conditions need to be met: 1) markets need to have accurate 
information on Member State finances; 2) market valuation of a given state also 
has to be an accurate valuation of the sustainability of that state’s finances; and 
3) populations need to interpret market discipline as a signal about their 
government’s competence and punish governments that face market pressure. 
Such a system is possible under the current Stability and Growth Pact, and 
indeed it appears that all three conditions held in summer 2009. Any bailout of 
a Member State, however, undermines this type of system. Markets will focus 
on the probability of a bailout, and populations will focus their blame on Europe 
rather than on domestic issues. More political integration would then be needed 
to prevent a state from getting into a situation where a bailout would be an 
option. The brief reviews the Brazilian model as one that the European Union 
could emulate. The steps required to go this route would require a new Treaty, 
however, and it would be more desirable to reform the existing Stability and 
Growth Pact in ways that preserve market discipline. 
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Three Choices 
 
Europe is at a crossroads when it comes to where it will go on fiscal policy matters. One 
choice is to continue to rely on a mix of the preventive arm of the Stability and Growth Pact 
(SGP) together with financial market pressure to discipline states. This pressure, in turn, 
would encourage populations to demand of their governments that they enforce domestic 
fiscal institutions that promote sound finances. For this first choice to work, a “no-bailout” 
clause must be credible and, where necessary, enforced. As this paper will show, until 
recently the European Union has been largely on this track. Moreover, in the summer of 
2009 it appeared that the system was working remarkably well. In Ireland’s case, markets 
asked for higher returns on bonds because the risk to Ireland’s public finances grew. The 
government focused on what it could change domestically and reacted with meaningful 
policy change and with reform.  
 
The second choice involves more institutionalization and arises when a “no-bailout” pledge 
is not credible. In federations where this situation is common, there are examples where 
institutional structures can still encourage sound fiscal outcomes. The country that may 
provide the best model for the European Union under this scenario is Brazil. After a crisis in 
1999 that arose in part because the central government bailed out state governments, the 
country introduced a comprehensive fiscal responsibility law that has worked well over the 
past decade. The details of the framework are important. States negotiate their budget 
caps with the central government. If state governments do not abide by the caps, they lose 
important fiscal transfers from the national government. The framework includes what 
amount to independent fiscal councils in each state that monitor what the state 
governments are doing. Recent plans floated to reform the European fiscal framework 
share some, but not all, of these characteristics. This option represents more political 
integration. It can solve the same problem, but it requires more political integration and a 
new European Treaty.  
 
The third option is some muddle of the two. In this case, there is little market discipline 
and no credible institutional set-up to prevent chronic deficits and the need for bailouts. 
The current situation appears to be trending towards this outcome. It will likely lead to 
worse fiscal outcomes and should therefore be avoided.  
 
The first section of this briefing describes the institutional structures needed for market 
discipline to play a beneficial role under the current SGP. The second section evaluates the 
current European-level fiscal framework and critiques the degree to which the system fits 
the market discipline system. Fiscal performance has generally been good under the SGP 
until the recent financial crisis when compared to similar periods before the Pact’s 
introduction. Performance has been especially robust in countries where European fiscal 
rules reinforced pre-existing domestic fiscal institutions. One weakness of the framework is 
that it has not provided consistent information to domestic populations about the 
robustness of domestic fiscal policies. But the broader point is that Europe would be best 
off if it could find a way to channel market discipline in a positive way. This is possible 
under the current set-up, but only if that set-up is enforced. The final section argues that 
Brazil may provide a useful model for the European Union if bailouts in the present and the 
future cannot be avoided. The institutional device is to have more direct control of Member 
State fiscal policy so that bailouts are not needed. This step would require a new Treaty, 
however, and it would be more desirable to reform the existing Stability and Growth Pact in 
ways that preserve market discipline. 
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Prerequisites for Effective Market Discipline 
 
Politicians and scholars alike have attacked the role of markets in the Greek crisis. Some 
claim that Greece would not have problems if “speculators” were not trying to benefit from 
Greece’s problems.  
 
While market discipline has its issues (more on this below), it does not make sense to 
abandon the potentially beneficial role of market discipline under the current framework. 
There is a simple fact--all countries that borrow to finance their deficits have to come to 
terms with markets. Markets provide the money states need to finance their debts. Any 
solution to the current crisis has to anticipate the reaction of markets and their role in the 
future. Moreover, there are good reasons to believe that market discipline should be more 
effective in restraining states within Europe’s monetary union than outside of it. First, 
exchange rate risk is not a cause of fluctuations in government bond prices like it is for 
countries with flexible exchange rates. Second, any euro-zone country can receive 
emergency liquidity from the European Central Bank. As Eichengreen argues (2009), 
especially smaller non-euro zone countries faced market pressure during the fall of 2008 
because of investor concerns about liquidity in these countries. Euro-zone countries can of 
course still have problems raising funds on markets, but they do not face the same liquidity 
concerns as non-euro-zone countries. 
 
The question is, under what conditions can market pressure play a beneficial role in 
encouraging fiscal discipline in a monetary union? 
 
The ideal scenario is as follows. Markets have reliable information on the fiscal policies of a 
given Member State. This is necessary for markets to be able to evaluate what a given 
government is doing. Markets also need to believe that the state by itself is responsible for 
that policy--if the state finds itself in dire circumstances, it will have to find its own way out 
of its crisis. Under these circumstances, markets should price bonds on their assessment of 
the likelihood that the given Member State will be able to pay back its debt. Investors 
demand higher interest on bonds that they consider to be of greater risk. Again considering 
the ideal scenario, financing costs therefore become more expensive the more debt a given 
country assumes and the less sustainable that debt appears to be. Governments realize at 
some point that it is cheaper to make expenditure cuts and/or to raise money through 
taxes at home than to continue to borrow, and they change their behavior. Market pressure 
therefore leads to an equilibrium where some borrowing occurs.  But it provides an 
important signal to governments when investors are worried about the future solvency of 
the state.  
 
The American municipal bond market is such a case under a monetary union where the 
conditions described above may hold. The market is liquid, cities with credibility issues pay 
higher interest rates, and neither state nor national governments bail out cities that are in 
trouble. 
 
But there are some common problems with this model even when the institutional 
conditions generally hold. First, investors may not have full information on a government’s 
fiscal plans. Second, even if they have information, they may not apply pressure on 
governments in the fashion described above. Rather than a continual increase of basis 
points on bonds in proportion to increases in debt, markets may be satisfied with buying 
ever more debt at approximately the same interest rate. The market decision that a 
country’s fiscal position is no longer sustainable may then be abrupt. As some scholars 
have noted, market pressure then comes “too late,” and it seems to “overreact” (Mosley 
2000). Third, there does not seem to be a fixed cutoff point where markets decide that 
they need much higher interest rates. Argentina suffered through a fiscal crisis in 2001-02 
when its debt-to-GDP was below 60%, while Japan continues to have no difficulty financing 
a debt-to-GDP level that is approaching 200%.  
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In fact, there is anecdotal evidence that policy-makers are often surprised at the ease with 
which they are able to get additional financing on world markets in the build-up to any 
crash. 
 
Despite these problems with the ideal model, market discipline can still play a useful, and 
important, role, if the right conditions are met. An increase in long-term interest rates may 
not come as quickly and as gradually as observers may want, but it does send a clear 
signal that something is wrong. Moreover, the spreads among countries can indicate which 
countries are facing potentially more difficulties. Finally, one should remember that there 
are places where market discipline works well. 
 
The first requirement is that markets have accurate information on the status of current 
fiscal policy and on future developments. If markets do not have such information, they 
cannot send useful signals.  
 
Second, the market valuation of a given state must be approximate the expected solvency 
of that state. The anticipation of a bailout by another state or by another level of 
government usually severs the link. In this case, the market signal is mostly about the 
credibility of the government doing the bailout, not the credibility of the government itself. 
Such guarantees, in fact, lead to a well-known moral hazard problem. That is, they 
encourage the very behavior they are meant to insure against. Governments that know 
that another level of government will bail them out will run larger deficits, and carry larger 
debt burdens, than states in systems where governments do not have a bailout guarantee.  
 
For evidence, one only needs to look at the German fiscal federalist system. The German 
Constitutional Court in 1992 ruled that the federal government must assist Länder that face 
financial difficulties because of the loyalty principle (“Bundestreue”) of the German 
federation.1 As a result, market valuations of Land debt vary little from valuations of 
federal debt even when Land debt levels vary greatly, which indicates that investors 
anticipate that the federal level will bail out troubled Länder when necessary.  
 
There is also a lesson from the German example about the credibility of “no-bailout 
clauses” under monetary unions and even the need to state them explicitly. The German 
Länder directly control only about 2% of their revenues. The rest of their funding comes 
either from shared taxes with the national level or transfers (either vertical from the federal 
government or horizontal from other Länder). Eichengreen and von Hagen (1996) find that 
explicit bans on bailouts are not needed in countries where sub-national governments have 
their own resources at their disposal to deal with their own problems. It is then credible for 
a higher level of government to claim that the given state has the ability to finance its own 
way out of the crisis. Explicit bans on bailouts usually appear in places where a “no-bailout 
clause” is not credible in the first place. 
 
Third--and closely related to the previous point--market discipline works best when 
populations understand that the reason why a given government is having problems is the 
government’s own behavior. It is not enough that the economic costs of debt increases; 
political costs must go up as well. Populations then punish “bad” behavior. Politicians then 
have an incentive to put in place fiscal institutions that make it much less likely they will be 
at the mercy of markets, and of angry populations. If populations think instead that market 
signals are coming only from “locusts” out to destroy a country, however, even if the 
market signal is accurate it may not lead to domestic institutional change. The role of 
domestic populations and what they think of market signals is under-appreciated in much 
of the academic literature.  
 

 
1 Bremen and Saarland were the Länder that were in financial difficulty at the time. The court ruled that they were 
entitled to payments equal to 20% of their expenditures, and both began receiving payments in 1994. Each Land 
government promised to use the money only for debt repayment and to limit expenditure growth, but in practice 
debt continued to increase at the same rate as before. 
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Precedents of the Beneficial Effects of Market Discipline 
 
When these conditions are in place, further “fiscal federalism” institutions are not 
necessary. To put in the European context, monetary integration can work without further 
political integration.  For a relevant example, consider the development of fiscal federalism 
in the United States. There is one currency that circulates across fifty states but there is no 
constitutional ban on the federal government bailing out state governments. At the same 
time, the American states went through a learning process where market pressure played 
an important role. In the 1840s, several state governments faced fiscal crises after a 
decade of splurging on investment projects, such as railroads, canals, and state banks. 
Nine states defaulted while another four states partially repudiated their debts. The states 
in greatest trouble clamored for a federal bailout, and they floated a proposal to make fiscal 
transfers to every state of the union based roughly on the number of representatives and 
senators each state had. The costs of a bailout of the troubled states would have required 
the federal government to issue $200 million in stock (approximately $ 1.2 trillion dollars in 
today’s money). The federal government failed, however, to act on the states’ behalf. As a 
consequence, state populations blamed their leaders for the fiscal mess and they that fiscal 
rules be added to state constitutions to prevent similar situations in the future.  By 1857, 
most state constitutions had a balanced budget amendment in their constitutions, and 
today 49 of 50 states have some version of this restriction (Wibbels 2003; Sbragia 1996). 
 
But one does not have to go back to 19th century American history to find precedents for 
how market pressure can contribute to domestic fiscal reform. Sweden faced similar 
circumstances in the early 1990s in a period of time before it was a European Union 
member. It experienced a financial crisis in its banking sector as well as growing market 
doubts about whether it could finance its bulging public debt, which increased abruptly 
from 47% of GDP in 1989 to 69% just three years later. Its domestic fiscal institutions 
were also decentralized, and the government felt voter pressure to reform the way it made 
budgets. Parliament then passed domestic fiscal reforms that fit well the underlying 
Swedish political system, which is characterized by minority governments and a rotation 
between two blocks on the centre-left and centre-right of the political spectrum. The 
reforms contributed to a remarkable recovery and to impressive fiscal results the last 
decade, with budgetary surpluses in most years. This healthy fiscal performance also 
allowed the country to have the largest fiscal expansion as a percent of GDP of any OECD 
country as a response to the fiscal crisis because it could afford it (OECD 2009).  
 
While such crisis episodes were extremely painful for domestic populations, they also 
provide an important part of the story for why some countries in the European Union have 
effective fiscal institutions today while other countries do not. It is no coincidence that 
important domestic reforms arose when populations demanded change after market 
pressure in other countries, such as in the Netherlands and Ireland in the 1980s and 
Finland in the 1990s, or that Germans continue to be haunted by the effects of fiscal 
indiscipline as long ago as the 1920s. This consciousness of the consequences of 
consistently weak public finances, in turn, go a long way towards explaining why fiscal rules 
seem to “stick” in some countries and not in others. 
 
How well does the current European Union framework approximate the conditions needed 
for effective market discipline today? 
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Box 1: Preconditions for Effective Market Discipline 

1. Markets have accurate information on Member State finances 
2. Market valuation of a Member State is an accurate valuation of the 

sustainability of that state’s finances 
a. This is not possible when bailouts are expected 

3. Populations interpret market discipline as a signal about their 
government’s competence and punish governments that face market 
pressure 

Fiscal Policy Under the Stability and Growth Pact 
 
Preventive and Corrective Mechanisms 
 
The designers of the current European fiscal framework understood the potential moral 
hazard problem that could arise. The Maastricht Treaty had its version of a “no-bailout 
clause.” But soon after its passage, policy-makers worried that the clause would not be 
credible. It would be better to adopt measures that would encourage states to perform well 
so that the “no-bailout clause” would not be tested. There were also penalties included in 
the Pact if states consistently ran “excessive” deficits, although institutionally this has 
always been a weak part of the Pact. The Stability and Growth Pact was the institutional 
response.  
 
The Stability and growth Pact has both a preventive and a corrective mechanism. Under the 
preventive mechanism, Member States report their economic plans over the period t-1 to 
t+3 annual to the European Commission in the form of either Stability Programmes (euro 
members) or Convergence Programmes (non-euro members), and the Programmes explain 
how they are to achieve middle-term budgetary objectives. Prior to March 2005, the 
objective was common across Member States and constituted a budget balance “close to 
balance or in surplus,” but since March 2005 Member States are allowed to present their 
own objectives that should still provide a safety margin below a 3% deficit.  
 
The Commission, in turn, evaluates these programmes. While the evaluation of the various 
programmes is at least an annual exercise, the Commission is also responsible for 
monitoring whether an excessive deficit may be expected or whether it in fact already 
exists and it makes recommendations to the Council. Once the Council decides that a 
Member State has an excessive deficit, the corrective mechanism comes in force.  
 
The European framework also increasingly recognizes the importance of domestic-level 
institutions. Stability and Convergence Programmes are now to report on the Quality of 
Public Finances in Member States, and one indicator they should discuss is “Fiscal 
Governance”. In practice, the European Commission has defined this term according to the 
use of concrete fiscal rules, such as a budget balance requirement or debt restriction, the 
use of medium-term budget frameworks, elements of top-down budgeting, and 
transparency of government policy (see Public Finances in EMU 2009). The European 
Commission has also signaled its support for domestic fiscal councils that monitor the 
behavior of Member State governments. Both of these domestic factors are expected to 
reinforce the European-level preventive mechanism. 
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The corrective mechanism establishes the type of punishment possible under the Pact once 
a Member State has an excessive deficit. Prior to 2005, there was a set timetable under 
which a country was to address its excessive deficit. If the Member State failed to comply, 
it would have had to make a non-interest bearing deposit, which was then to become a fine 
at a later date if the Member State continued with its non-compliance. After the March 
2005 reform, extensions of procedural deadlines are possible if “other relevant factors” are 
present. Punishments today range from requiring a Member State to provide additional 
information before it issues any new bonds and securities to the imposition of fines (Article 
124.11 of the Lisbon Treaty). 
 
Has the SGP Worked? 
 
The question then becomes, how well has this fiscal framework performed? Until very 
recently, it would appear that Member State discipline has been higher than many of the 
Pact’s detractors anticipated when it was originally passed in the mid-1990s. Figure 1 below 
provides information on cyclically adjusted budget balances of the EU-15 for the time 
period 1991-2010 in the form of a boxplot, which in turn is an effective way of presenting 
data because it indicates not only the average value of a given variable but also its spread. 
The “box” represents the 75% confidence interval, the “whiskers” the 95% confidence 
interval, and the line in the centre of the box the median value. One should focus in 
particular on the fiscal performance of these countries during the recession in the early 
1990’s (prior to the SGP) and the recession that hit several countries again in the early 
2000’s (post-SGP). The boxplot indicates that fiscal performance was much better in the 
latter recession--the countries did not test the lower bounds found in the early 1990s, and 
the median performance was several percentage points of GDP better based on cyclically 
adjusted figures. The smaller “boxes” in the latter period indicate that more of the Member 
State balances were grouped together. 
 
One should, however, be careful about attributing all of the improvement in fiscal 
performance to the Stability and Growth Pact. One reason for positive change is the reform 
of domestic-level fiscal institutions, which happened in several countries in the mid-1990s. 
As case studies make clear, some of this reform is due to domestic efforts to join Economic 
and Monetary Union, but there are also purely domestic reasons why countries decided to 
initiate such reforms (see Hallerberg 2004). 
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Figure 1: Boxplot of EU-15 Cyclically Adjusted Budget 
Balances

 
Figure computed using Autumn 2009 AMECO forecasts. 
 
SGP Effectiveness and Markets—Focus on the Preventive Mechanism 
 
Some observers rightly point out that the “preventive” mechanism has not been used to 
any effect. There have never been any governments fines, and efforts to “punish” France 
and Germany in 2003 came to naught. This is true, but from a market-based 
perspective this is besides the point--the preventive mechanism of the Pact is 
sufficient to ensure fiscal discipline without the corrective mechanism. 
 
To see why, consider the history of market pressure under the Pact where the preventive 
mechanism has been the main mechanism used.  
 
In terms of the effectiveness of market pressure, such pressure on Member States was 
indeed low prior to 2008, with spreads in basis points small (usually no more than 50 basis 
points above Germany on 10-year bonds), but such pressure did exist, and spreads in basis 
points also reflected differing assessments of domestic fiscal institutions--countries that 
had more robust domestic institutions had lower bond spreads against German bonds 
(Hallerberg and Wolff 2008).  
 
At the same time, markets were more sensitive to changes in deficits in countries outside 
the euro-zone (Eichengreen 2007). This suggests that markets did anticipate some 
probability of a bailout for euro zone countries. Another reading is that markets may have 
taken comfort from the presence of the Stability and Growth Pact and anticipated that 
budget deficits would not increase as much in euro states as in non-euro states 
(Eichengreen 2009). 
 

7 



Policy Department A: Economic and Scientific Policy 
____________________________________________________________________________________________ 

Since the middle of 2008, bond spreads have widened for some countries from the 
positions they had before the financial crisis. In a thoughtful piece, De Grauwe (2009) 
suggested that these increasing spreads indicated that markets were panicking. During 
such market panics, he argued that investors flock to a handful of bonds from countries 
they deem safe (e.g., Germany, the United States). This means that the pressure put on 
Irish, Greek, Spanish, and Italian bonds in 2009 was not proportional to the fiscal troubles 
those countries faced. 
 
But, as Eichengreen (2009) notes, the countries in the euro-zone faced less pressure than 
those outside the zone. From a market-based perspective, one could take these increasing 
spreads as a positive development (at least in the euro-zone). The spreads with the 
German rate increased as fiscal performance diverged. This behavior indicated that 
markets were differentiating risk profiles within the eurozone and meant that Point Number 
2 of the pre-conditions for the effective use of market discipline was coming into place. In 
addition, the reaction of Ireland to its predicament, which amounted to both pressure from 
the population to reform as well as to a concerted government response to rein in public 
spending, would leave an observer optimistic that condition Number 3 was also in place—
despite the international finance crisis, politicians understood that they needed to make 
amends at home. Once again, there was no need to use the corrective mechanism of the 
Stability and Growth Pact. Market pressure on its own seemed to address the problem. By 
the summer of 2009, there was evidence that all three features needed for effective market 
discipline were in place. 
 
 
Suggestions for SGP Reforms if the No-Bailout Clause Is Credible 
 
The situation with Greece has changed the environment in which the Stability and Growth 
Pact functions, but before moving on it is worth pondering what reforms would be helpful if 
the current structure were to remain. There are two reform suggestions that would 
strengthen the preventive mechanism. The first is to reconsider what “fiscal governance” 
means in the domestic context. The current definition the Commission uses when assessing 
Member States, which focuses on multi-annual fiscal frameworks, is too narrow. States 
have managed to consolidate public finances in the past without rigid multi-annual fiscal 
frameworks, for example. In other work, this author has argued that one should focus on 
how fiscal rules enhance coordination of governments, that is, how the fiscal rules help 
resolve political problems within the government. Where there are one-party majority 
governments, delegation to a strong finance minister can coordinate the government, while 
under multi-party coalition governments detailed multi-annual targets in the form of “fiscal 
contracts” can allow coalition partners to keep each other in check (e.g., Hallerberg, 
Strauch, and von Hagen 2009). The current discussion of fiscal governance, where some 
assume that the Scandinavian and Dutch frameworks should be an example for all 
countries, focuses too much on the latter model and not enough on the former. There are 
multiple domestic institutional routes to fiscal discipline.2 
 

                                                 
2 To provide more details on the “fiscal governance” literature, governments need some centralization of decision-
making under the budget process. When decision-makers focus on the benefits and costs of spending on their 
constituencies, they request more spending than if they had considered the tax burden on the entire population. 
For example, an agriculture minister might worry most about the effects of spending and taxation on farmers. 
Countries with one-party majority governments (e.g., United Kingdom, France) or where two parties in 
government are close to one another (e.g., Germany) may delegate strategic powers on the budget to a Finance 
Minister. In countries with multi-party coalitions, such centralization can occur through commitment to multi-
annual fiscal contracts, which often take the form of political commitments in coalition agreements (e.g., Finland, 
the Netherlands). The fiscal rules at the EU level both resemble and reinforce the fiscal contracts approach 
(Hallerberg, Strauch, and von Hagen 2009). For this reason, the Stability and Growth Pact seems to reinforce 
fiscal institutions in so-called “fiscal contract” countries that already use multi-annual fiscal planning (e.g., Annett 
2006), or countries that already rely on medium-term fiscal frameworks to coordinate domestic governments, but 
not in so-called “delegation” countries where the finance minister plays the most pivotal role in coordinating the 
budget. 
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The second suggestion is to clarify the signal that comes out of Brussels on specific country 
plans. In too many instances, the statements on Stability/Convergence Progammes that 
the Council has issued have toned down initial Commission recommendations. In an 
analysis that compared Commission evaluations of Member State Stability/Convergence 
Programmes with the statements that came out of ECOFIN, approximately ⅓ of the time 
from 1998/99 to 2008/09 the final version weakened the language in the initial 
Commission evaluation.3 The weakenings were most pronounced in cases where the 
Commission made a specific recommendation to a Member State to change its fiscal 
behavior. In contrast, except for the very last year of the sample (i.e., after the collapse of 
Lehman Brothers), there were only a handful of cases where ECOFIN strengthened the 
Commission evaluation. This suggests that signals from the European level to domestic 
populations consistently understate the potential fiscal problems Member States face. The 
solution, however, is straight-forward--since the March 2005 reform of the Stability and 
Growth Pact as well as the Lisbon Treaty allow the Commission to issue a direct warning to 
a Member State. The Commission should make wide use of this tool where appropriate. 
 
Both of these suggestions would strengthen the preventive mechanism of the Stability and 
Growth Pact without any revision of the Lisbon Treaty. 
 
The market and European reaction to the Greek election, however, suggests that the 
European Union is about to undermine the three conditions given above for market 
discipline. A quick review of what has happened is in order to understand why. The crisis 
began because the Greek government undermined the first condition for market discipline--
markets did not know about the extent to which the previous government had hidden its 
fiscal problems. Moreover, the same story had played out prior to the last change in 
government. This suggested that governments of whatever political stripe did not report 
accurately what was going on. This episode also cast doubt on the sufficiency European 
Union reporting.  To make matters worse, the response of Member States in the Union to a 
possible bailout has been inconsistent, with conflicting signals on the likelihood of a bailout 
changing almost daily. 
 
A bailout of any Member State undermines the second condition for market discipline to 
work--the market evaluation of Greece in the future is already at present, and will be in the 
future, a function as much of the market’s assessment of the probability of a bailout as an 
assessment of the Member State itself.4 This, in turn, undermines the Stability and Growth 
Pact more generally. The preventive mechanism of the Pact will not operate effectively 
because market discipline will be absent. Moreover, the corrective mechanism then 
becomes more important, but it is (as before) not credible--how can one impose a fine if 
one is providing funding to the troubled state at the same time? The final condition of 
market discipline is in danger of being undermined as well. The population is increasingly 
blaming market speculators and other actors like the European Commission and the leaders 
of some Member States for the market pressure their country faces rather than the 
government itself. Under these conditions, market discipline cannot play a beneficial role in 
disciplining a Member State. 
 

 
3 From 1998/99 to 2004/05 appears in Hallerberg and Bridwell 2008; additional update through the most recent 
programmes provided by Grzegorz Wolszczak and available from the Brief author on request. 
4 This can be stated more sharply. If the Member State is doing well, then the market signal is that finances are 
fine. If finances are not doing well, then the extent of market reaction will be a joint function of both the country’s 
finances and the probability of a bailout. In this case, the signal to the country and to voters is not clear. In fact, 
voters could argue that high interest rates are the fault of the European Union, not of domestic finances. 
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The Brazilian Precedent 
 
An argument one hears from many quarters to justify a bailout is that Greece needs to be 
supported out of “European solidarity.” This is a political decision, and it parallels the 
domestic debates in Germany on fiscal federalism where state governments receive 
assistance from the federal governments on a similar principle. In the German case, this 
has led to inflated debt levels and to occasional bailouts, and if a Greek bailout is inevitable 
the goal of any SGP reform should be to avoid this precedence at the European Union level. 
Germany, for its part, has recently put in its constitution a “debt brake” (Schuldenbremse) 
that is meant to address the bias towards debt at both the national and sub-national level. 
One advantage of this fiscal rule is that it forces states to save in “good” times, but the rule 
is not yet in place, and it is therefore not possible to consider fiscal performance under the 
rule at the moment. 
 
There is, however, another federation that might provide a useful model for the European 
Union. Brazil made a significant reform to its system of fiscal federalism in 2000. Prior to 
that, it bailed out state governments, and state government finances contributed to the 
financial crisis the country experienced in 1999.  
 
The details of the fiscal responsibility law are important, and they suggest why this rule 
succeeded while similar reform attempts in other countries (e.g., Argentina) at about the 
same time failed.  
 
The law extends restrictions to all levels of governments, not just to the national level. In 
terms of sub-national finance, which are most interesting from a European perspective, 
there are 27 states (26 states plus the federal district of Brasilia). The states negotiate 
budget balance and expenditure caps with the central government, and the national Senate 
approves them. Any new expenditure in the budget requires full information on costs the 
initial year and the following two years. Independent bodies exist in each state that audit 
both state and municipal finances (the Tribunal de Contas). In a European context, these 
approximate some models for “independent fiscal councils” that focus on the reliability of 
government estimates and accounts.  
 
There is also a clear punishment mechanism. Once the caps are in place, any sub-national 
government that exceeds the spending/debt provisions is identified publicly and placed on 
a list. The list is updated monthly. Lower levels of government that continue to exceed the 
caps are denied federal transfers in the following year if they do not correct them.5 
Moreover, the law is connected to criminal law in the Brazilian system. Politicians who 
break the law are liable to a lifetime ban from politics and to possible jail time. Hundreds of 
municipal politicians have faced such bans and a few have served behind bars.6  
 
Criminalizing fiscal behavior is not in the cards in the European Union of course, but one 
can think of useful parallels. Member states would propose their targets for the next year. 
Unlike under the current SGP, where future targets are indicative only, the target would be 
meant to be binding. A European body, be it the European Commission or perhaps even the 
European Parliament, would have approve the target. To allay concerns that the target 
would be enforced too rigidly, this body could rescind the target if the Member State in 
question experienced a severe shock. A politically independent domestic fiscal council 
would monitor whether the government abided by its targets. This would increase the 
country’s ownership of the targets as well as the credibility of the institution that would 
send the signal.  

                                                 
5 Note that Brazilian states have a revenue structure that is almost ideal for this type of rule. They receive close to 
⅔ of their revenue from own taxes. This means that pressure on them to service their own problems from the 
central government is credible. At the same time, they receive about 20% of their revenues from central 
government grants. This means that the threat to cut off grants is painful--governors realize that they would have 
to make significant cuts in spending if they violate the fiscal responsibility law and receive the law’s punishment. 
6 Author correspondence with Carlos Pereira, March 2010. See also Alston et. al 2009. 
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A regularly updated scorecard would keep track of progress for countries reaching their 
targets. If a country would not comply by a clear margin, it would lose some European 
Union transfers the following year. Such transfers amount to a much lower proportion of 
GDP in the European Union than in Brazil, so the parallel is not exact. The loss of funding 
would still be painful, however, and it would also signal to populations that their 
government has not performed to expectation. Cohesion funds would be the obvious place 
to start, but one could also think of some agriculture transfers that could be affected to be 
sure that Member States that do not receive a significant proportion of cohesion funds also 
face a credible punishment. 

Box 2: European Fiscal Federalism When Bailouts Are Possible-- 
A Brazilian Approach 

1. Member State agrees to a debt/expenditure cap with a European 
institution 

2. Independent domestic fiscal councils monitor Member State 
government behavior 

3. Monthly public update of whether Member States are abiding by caps 
4. States that fail to comply lose European Union funding 

 
 
 
 
 

Concluding Thoughts 
 
This sort of system based on the Brazilian experience is what becomes necessary when 
bailouts severe the connection between the health of a country’s public finance and the 
rating of its bonds. One can, of course, consider other ways that European action may 
undermine the beneficial role of market pressure. A European Monetary Fund would 
probably have the same effect--if the Fund means that markets do not price domestic debt 
differently, then markets cannot play a useful role in constraining states.7 At a minimum, 
any such Fund needs to be designed so that it does not undermine the possible beneficial 
effects of market pressure. 
 
More generally, one should note that the “Brazilian” road suggested here would require a 
new Treaty. It also represents more political integration, which at least some European 
states seem to oppose. It would be much easier to maintain the “no-bailout clause.” This 
requires no change to the Lisbon Treaty, but rather full enforcement of it.  
 
The immediate situation with Greece of course complicates matters. Rather than say 
“bailout” or “no bailout,” perhaps some sort of partial default could be arranged in the 
worst possible case so that the population as well as the Greek banking system is spared 
the worst effects of a default. But markets need to sense that investors lose in such a 
scenario. A real “haircut” is necessary in this worst-case to be sure that markets play some 
sort of disciplining role in the future.  
 

 
7 Indeed, this effect is exactly what Gros and Mayer (2010) predict would happen under their version of a 
European Monetary Fund. As they write in their discussion of how to finance an EMF, “Basing contributions on 
market indicators of default risk does not seem appropriate since the existence of the EMF would itself depress 
credit-default-swap spreads and yield differentials among the members.” 
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One way to understand the point is to consider what an academic would call a “counter-
factual.” Consider again the reforms that Sweden made in the early 1990s. Instead of 
being outside of the European Union, and outside of the euro-zone, imagine that Sweden 
had been in both. Moreover, in this counterfactual other European Union countries would 
have been willing to provide funding to Sweden when it faced severe difficulties out of 
solidarity concerns. Would the Swedish government have made the painful reforms it 
made, or would it have taken the money and left its domestic fiscal institutions the same? 
In this scenario, could it have responded to the more recent economic crisis so forcefully 
with a big fiscal stimulus, or would its population have suffered even more? To put this 
more broadly, will the future European fiscal framework be one that discourages 
meaningful domestic reform? 
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