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FiscaL PoLicy AND MACRO-
ECONOMIC STABILISATION IN
THE EURO AREA: POSSIBLE
REFORMS OF THE STABILITY
AND GROWTH PACT AND
NATIONAL DECISION-MAKING
PROCESSES

The recent economic-policy debate in the EU has
largely focused on fiscal policy and the Stability
and Growth Pact. The reason is the current bud-
getary problems of some member states. Portugal
breached the three-percent-of-GDP deficit ceiling
in 2001 and 2002. Germany breached it in 2002, and
may also do so in 2003. France and Italy have
abandoned their commitments to earlier agreed
budget objectives and there is a clear threat that
they may violate the deficit ceiling, too. These
events have contributed to a revival of the debate
on the fiscal policy framework in the EU. The
European Commission has recently proposed a
number of changes in the Stability and Growth
Pact (European Commission, 2002b). There have
also been calls for more fundamental revisions of
the EU fiscal policy framework including propos-
als to scrap the Stability and Growth Pact al-
together (see, for example, Financial Times,
2002a,b,c; Economist, 2002; de Grauwe, 2002; or
Walton, 2002).

A key issue is the need to combine long-run sus-
tainability of fiscal policy with short-run flexibility
as a tool for macroeconomic stabilisation. The cur-
rent EU fiscal rules mainly reflect a desire to
enhance long-run fiscal discipline. This is explained
by the earlier rapid accumulation of government
debt, but also by the view that discretionary fiscal
policy is unsuitable as an instrument of counter-
cyclical stabilisation. At the same time, the risk of
asymmetric cyclical developments in individual
euro countries creates a potential need for using
national fiscal policy as a stabilisation tool. This has
led to a criticism that the EU fiscal rules are too
rigid and hamper the use of fiscal policy for stabil-
isation purposes in an inappropriate way. The rules
have also been criticised for being arbitrary. At the
same time, the current discussion illustrates very
clearly that it may be very difficult to apply the
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rules in a sufficiently disciplining way when they
are put to a real test.

One aim of this chapter is to analyse what role fis-
cal policy should play as a stabilisation tool in the
euro area. In line with other recent contributions,
we argue that this role should be larger than
according to the conventional wisdom that has pre-
vailed in recent years. We also argue that this
requires changes in the fiscal policy framework at
the EU level. Recent proposals of the European
Commission seek to make the EU fiscal rules more
flexible through changes in the interpretation of
the Stability and Growth Pact and a greater
reliance on discretionary judgements. We argue
that this approach is potentially harmful and that
more fundamental reforms, implying changes in
the Maastricht Treaty, are required. There is a case
for letting the deficit ceiling in the Treaty depend
on the debt level in a transparent way. Countries
with low debt should be allowed to run larger bud-
get deficits than three percent of GDP. This would
serve both to give low-debt countries greater scope
for stabilisation policy and to enhance the incen-
tives for fiscal discipline. Another recommendation
is that the decisions on sanctions against EMU
member states that violate the deficit ceiling
should be moved from the political level of the
Ecofin Council! to the judicial level of the
European Court of Justice. This would make the
enforcement of the fiscal rules more credible.

Changes in the EU fiscal rules involve difficult
trade-offs. On the one hand, if the rules are per-
ceived as too rigid and arbitrary by the public, their
legitimacy will gradually evaporate and they will
become unsustainable. On the other hand, the
credibility of the fiscal policy framework must not
be undermined by an impression that the rules are
changed in a discretionary way as soon as they
begin to bite, especially for the large EU countries.
There is a continued need for fiscal rules at the EU
level to enhance the incentives for fiscal discipline.
The future burdens of ageing populations make
large reductions of government debt highly desir-
able. Therefore, the medium-term budget objective
of “close to balance or in surplus” should be main-
tained, although it should be made explicit that it is
set in cyclically adjusted terms.

1 The Council of Ministers of the European Union is termed the
Ecofin Council when it is made up of the economics and finance
ministers of the member states.




Current events have, however, illustrated that
there are limits to how much fiscal rules at the EU
level can achieve on their own. Governments are
likely always to shun away from political conflicts
about each others’ fiscal policies. This is an argu-
ment for relying to a much larger extent than hith-
erto on national institutions that are conducive to
both long-run fiscal discipline and effective short-
run stabilisation policy. This can be seen as an
application of the general principle of subsidiarity
(see Chapter 3). One step in this direction would
be to require the member states to adopt laws on
fiscal policy that set well-defined long-run sustain-
ability goals which are consistent with the common
EU objectives, but also outline clear principles for
the use of fiscal policy as a stabilisation tool.

Although it is clearly not on the political agenda
now, one should also explore the future possibilities
of reforming the national decision processes for fis-
cal policy along the lines of monetary policy, as has
recently been suggested in a number of contribu-
tions. Notwithstanding that the idea may seem unfa-
miliar to many, there is a case for trying to separate
fiscal policy decisions with the aim of stabilising the
economy from other types of fiscal policy decisions.
One possibility might be delegation to an indepen-
dent national fiscal policy authority. Such delegation
would be in line with developments in other areas
such as competition policy as well as financial regu-
lation and supervision, where in many countries the
operational conduct of policy has been delegated to
various bodies, and politicians have focused more on
setting the overall objectives. Delegation of national
fiscal policy decisions could also be seen as an alter-
native to the larger role in fiscal policy surveillance
desired by the European Commission (European
Commission, 2002b).

The underlying motive for del- ~ Figure 2.1

egation at the national level is a
desire to mitigate the problems
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possibility in the near future might be to require
the government to consult with an independent fis-
cal policy committee before making its budget
decisions and to base these on the committee’s
estimates of the cyclical situation and its forecasts
of government revenues and expenditures.

The chapter is structured as follows. Section 1
reviews the role of fiscal policy as a tool of stabili-
sation policy both in general and in the specific
EMU context. Section 2 analyses the case for mod-
ifications of the current fiscal policy framework in
the EU. Section 3 discusses the possibilities to
strengthen the fiscal policy framework at the
national level and the case for letting an indepen-
dent fiscal authority play a larger role.

1. Fiscal policy as a stabilisation tool

The perception of the role of fiscal policy has
changed radically over recent decades. Discretion-
ary fiscal policy to stabilise the economy has come
to be regarded with great scepticism. Instead, the
conventional wisdom today is that monetary policy
should be the main stabilisation tool.

One explanation of this development is, of course,
the large accumulation of government debt in most
OECD countries in the 1980s and early 1990s,
which is unprecedented in peacetime (see Fig-
ure 2.1). As a consequence, fiscal sustainability has
become the main fiscal policy issue, and major
reforms of the fiscal policy framework have been
undertaken in nearly all OECD countries. These
reforms include both various fiscal policy rules,
like the ones in the Maastricht Treaty and the
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Stabilisation and Growth Pact, and procedural
changes in the national budget processes in various
countries (see, for example, Kopits and Symansky;,
1997; and von Hagen et al., 2002). In terms of aca-
demic research, the problems with accumulating
government debt have stimulated a large body of
literature explaining why unconstrained fiscal pol-
icy may involve a permanent deficit bias (see
Alesina and Perotti, 1995, for a survey).

Two major types of theoretical objections have
been raised against using fiscal policy for stabilisa-
tion purposes. The first one questions the technical
effectiveness of such policies. The second objection
questions the ability of policy makers to use fiscal
stabilisation policy in an effective way.

The discussion of the technical effectiveness of fis-
cal policy takes its starting point in the notion of
so-called Ricardian equivalence (see Elmendorf
and Mankiw, 1999, for a survey). The argument is
that tax reductions or transfer increases that raise
the disposable incomes of households will fail to
increase private consumption if they involve larger
budget deficits: households will realise that their
life-cycle incomes have not increased, as they will
have to pay for the deficits through higher taxes or
lower transfers in the future. Another argument
holds that tax reductions or government expendi-
ture increases could even give rise to perverse neg-
ative demand effects if they are associated with
credibility problems that lead to increased interest
rates or to expectations of future *“crisis adjust-
ments” that will lower life-cycle incomes (see, for
example, Giavazzi and Pagano, 1996; and Giavazzi
et al., 2000).

There are a number of arguments why discre-
tionary fiscal policy may be used in a less effective
way as a stabilisation tool than monetary policy.

Decision lags are longer, as tax and expenditure
changes have to go through a lengthy parlia-
mentary decision-making process, which is usu-
ally annual in contrast to the almost continuous
decision-making process for monetary policy.
The political character of fiscal policy decisions
makes it much harder to reverse decisions when
circumstances change than is the case for mone-
tary policy (Taylor, 2000).

Fiscal policy has other central goals than stabil-
isation, viz. income distribution and resource
allocation. In addition, fiscal policy measures
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are often influenced by attempts of incumbent
governments to enhance their reelection
chances. Hence there is the serious risk that the
stabilisation aspects will carry a low weight.
The risk of an expansionary bias is much larger
for fiscal policy than for monetary policy, as the
former is run by policy-makers engaged in day-
to-day politics, whereas the latter has been del-
egated to independent central banks, which can
take a more long-run view.

The conclusion has been that fiscal stabilisation pol-
icy is likely to be badly timed and procyclical, espe-
cially in booms because it is politically much more
difficult then to pursue restrictive policies than it is
to pursue expansionary policies in recessions.?

The current conventional wisdom is that fiscal pol-
icy should mainly be confined to letting the auto-
matic stabilisers work, that is to let the automatic
variations in the budget balance that follow from
the cyclical variations in tax receipts and some gov-
ernment expenditures, such as unemployment ben-
efits and costs for labour market programmes,
dampen the business cycle (see, for example,
Taylor, 2000; Buti and Martinot, 2000; Buti and
Giudice, 2002; or European Commission, 2002a).
Because of their “automatic” character, such poli-
cies do not raise the same problems of decision
lags, deficit bias and problems of reversing policies
in new situations as have traditionally been associ-
ated with discretionary fiscal policy. The size of the
automatic stabilisers are positively related to the
share of government expenditure in GDP, the
degree of tax progressivity and the generosity of
unemployment compensation. Recent empirical
research does indeed confirm that large govern-
ment sectors, and thus large automatic stabilisers,
reduce output volatility to a significant degree
(Gali, 1994; Fatas and Mihov, 2001, 2002).3

1.1 The case for discretionary fiscal policy
Adopting a more long-term perspective, it has

been noted that there have been large swings over
time in the relative emphasis given to fiscal and

2This seems indeed to be vindicated by past experiences according
to, for example, Leibfritz et al. (1994), Buti et al. (1997), and
European Commission (2001). But these empirical conclusions
have to some extent been challenged by Mélitz (2002) and Wyplosz
(2002).

3 According to Fatas and Mihov (2002), an increase in the ratio of
government expenditure from 40 to 50 per cent of GDP reduces
the standard deviation of real GDP growth among the OECD
countries by around 0.5.




monetary policy as stabilisation tools (Wyplosz,
2002a). This raises the possibility that the present
downplaying of fiscal policy as a stabilisation
instrument may have gone too far. Indeed, this has
recently been suggested in a number of contribu-
tions, such as Ball (1997), Wren-Lewis (2000, 2002),
von Hagen (2001), Seidmann (2001), Blanchard
and Perotti (2002), Fatas and Mihov (2002), and
Wyplosz (2002a), who all have argued for a revival
of the role of fiscal policy.

There are several reasons why relying on discre-
tionary monetary policy may not be enough in
many situations.

A well-known argument is that monetary policy
may be impotent in a depression when it can be
caught in a liquidity trap, because it is impossible
to achieve negative real interest rates in situations
with falling prices. Japan is an obvious case in point
(see the Box on Japan in Chapter 1 in this report).
But also in more normal situations, there may be
limitations to monetary policy because central
banks are reluctant to change interest rates by
much in the short run, as this would imply large
variations in the prices of outstanding debt (inter-
est rate smoothing).

It has also been claimed that fiscal policy can more
easily be targeted in a desirable way than monetary
policy. Ball (1997) and Wren-Lewis (2000, 2002)
argue that fiscal policy can be designed so as to
have more even effects across the economy than
monetary policy, which will have a greater impact
on construction and investment goods sectors than
on service sectors. These more even effects may be
desirable in some situations. In other situations,
one may want to target measures more specifically,
for example to counteract a real property price
boom, which may be easier through targeted fiscal
policy (such as reductions of tax relief for mort-
gage interest rates) than through monetary policy.

The strongest argument in favour of fiscal policy in
the euro area is the risk of asymmetric cyclical devel-
opments in individual countries. In the event of such
macroeconomic disturbances, national fiscal policy is
the only remaining stabilisation policy tool. There is
an obvious case for such stabilisation policy in reces-
sions, as money wages, and thus also prices, tend to
be rigid downwards (Calmfors, 1998; Calmfors et al.,
2001). The case for stabilisation policy in booms is
somewhat more complex. A relative price increase
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vis-a-vis other countries (a real exchange rate appre-
ciation) may be a proper adjustment to macroeco-
nomic shocks that raise output growth. Whether or
not this is the case depends, as was discussed in last
year’s EEAG report (EEAG, 2002), on the character
of the shocks. In the case of permanent structural
changes, such as a permanent increase in the relative
demand for a country’s output or a permanent
increase in the relative productivity of a country,
prices could just be left “to do their job”. But this is
not an appropriate response in the case of a tempo-
rary asymmetric demand increase. The main reason
is again downward money wage rigidity: inflation in
a temporary boom tends to cause “permanent” wage
increases that are hard to reverse and therefore
“lock in” real exchange rate appreciations. This
makes it more difficult to stabilise the economy in
the next recession, as the real exchange rate appreci-
ation requires a more expansionary fiscal policy with
larger budget deficits than would otherwise be the
case (Swedish Government Commission on
Stabilisation Policy in the EMU, 2002). The main
rationale for fiscal stabilisation policy in a boom is
thus intertemporal considerations relating to future
stabilisation possibilities.4

A related intertemporal argument for fiscal stabil-
isation policy in booms in the EMU countries is the
risk of strong asset price reversals, that is boom-
bust cycles in asset prices where first large asset
price rises reinforce the upswing and then large
asset price falls exacerbate the downswing. Again,
the most obvious recent example is Japan. The
macroeconomic consequences of such excessive
asset price volatility has recently been studied by
Bordo and Jeanne (2002), who find boom-bust
cycles to be much more common in real property
prices than in stock prices and to be associated
with large cyclical swings in output. This finding is
highly relevant for stabilisation policy in the EMU
countries, because cycles are much more likely to
be country-specific in real property prices than in
stock prices. Interestingly, Bordo and Jeanne
(2002) also find boom-bust cycles in real property
prices to be more common in small than in large
countries, which they explain by the larger relative
importance of local markets in small countries (the

4 Some of the discussion on to what extent “prices should be left to
do their job” has focused on whether demand shocks are internal
or external. It has been argued that price adjustments are appro-
priate only in the latter case (Blanchard, 2001; European
Commission, 2002a). In our view, these are not the relevant consid-
erations, because a temporary increase in external demand is as
problematic as a temporary increase in internal demand if it leads
to a real exchange rate appreciation that is hard to reverse.
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relative size of the Stockholm area in Sweden is
larger than that of the Berlin area in Germany).

Why are automatic stabilisers not likely to be a suf-
ficient fiscal policy tool in the case of large cyclical
asymmetries in the euro area? There are a number
of reasons.

By their very nature automatic stabilisers can
only cushion macroeconomic shocks, but not
fully offset them. According to most estimates,
automatic stabilisers reduce output fluctuations
by around a third in the EU countries (see, for
example, van den Noord, 2000; and European
Commission, 2002a).

As discussed above, the size of the automatic sta-
bilisers is positively related to the share of gov-
ernment expenditure in GDP, the degree of tax
progressivity and the generosity of unemploy-
ment compensation. But the decisions on such
structural parameters have not been influenced
much by stabilisation concerns: instead the size of
automatic stabilisers is a by-product of other con-
siderations, such as preferences over private ver-
sus public consumption or over income distribu-
tion versus allocative efficiency. There is no rea-
son, therefore, to believe that the automatic sta-
bilisers give an optimal degree of stabilisation.
Nor should one expect that differences in the size
of the automatic stabilisers among countries, for
example due to differences in the share of gov-
ernment expenditures in GDP, as shown in Table
2.1, reflect differences in the preferences for sta-
bilisation. Countries with small automatic stabilis-
ers may therefore want to use discretionary fiscal
policy more than others.

Structural reforms in the European economies
with the aim of raising long-run employment and
growth has weakened the automatic stabilisers.
This is evident from Table 2.1, which shows the
reduction in the size of government in recent
years (from an unweighted average in the EU of
45.0 percent of GDP in 1994 to 41.7 percent in
2002). In addition, tax progressivity and the gen-
erosity of unemployment benefits (mainly in
terms of coverage but also to some extent in
terms of benefit levels and duration) have — for
good reasons — been reduced (see EEAG, 2002; as
well as the Box on Germany in Chapter 1 in this
report).

Finally, if there are permanent supply shocks,
the automatic stabilisers tend to prolong the
adjustment process and cause budget effects

10)

Table 2.1
Government spending, excluding interest payments,
as a percentage of GDP in the EU countries

1994 1998 2001 2002
Austria 49.2 47.0 477 48.2
Belgium 415 40.7 40.3 404
Germany 431 427 427 43.0
Denmark 54.7 515 48.9 49.5
Spain na 352 346 348
Finland 56.4 46.4 43.6 44.2
France 485 46,7 459 46.6
Greece 321 349 366 372
Ireland 366 299 299 314
Italy 41.7 39.8 405 40.8
Luxembourg 437 409 395 433
Netherlands 43.2 39.2 39.3 403
Portugal 366 367 389 384
Sweden 629 527 501 509
United Kingdom 400 346 363 370
Unweighted average 450 413 410 417
Standard deviation 8.2 6.4 54 54
Coefficient of variation 018 015 013 013
Note: The budget balance can be written B =tY - G, where
B is the budget surpuls, t is the tax rate, Y is real GDP and
G is real government expenditure. Dividing by Y, we have
b =B/Y =t - G/Y, where b is the budget balance as a ratio
of GDP. Differentiation with respect to b and Y gives
db = (G/Y) dY/Y. So, G/Y is the semi-elasticity of the
budget surplus as a percentage of GDP with respect to real
output, that is it indicates by how many percentage points
of GDP the fiscal balance improves when output rises by
one percent.

Source: OECD Economic Outlook 72 (December 2002).

that must ultimately be eliminated through dis-
cretionary action.

1.2 How effective is fiscal policy as a demand
management tool?

The discussion on Ricardian equivalence has con-
tributed to the impression that fiscal policies are
not very effective (see Elmendorf and Mankiw,
1999). Much of this discussion is, however, rather
superficial as it tends to lump together various fis-
cal policies that should theoretically be expected to
have very different effects.

The ineffectiveness postulate of Ricardian equiva-
lence applies only to tax and transfer changes that
affect the real disposable income of households.
The postulate holds only under very restrictive
assumptions: households must have a long enough
time horizon for taking into account offsetting
future tax and transfer changes and they must not
be credit-constrained. One would expect the for-
mer assumption to be more valid in situations of
pressing government debt problems when the pub-
lic debate focuses on sustainability issues (as in the
1990s) than in more normal times (like now). One
would always expect those tax and transfer




changes to be effective that are targeted on low-
income groups, which to a large extent are credit-
constrained (Wren-Lewis, 2000, 2002). Such target-
ing may also be motivated from a welfare point of
view, as these groups are more exposed to cyclical
income volatility than groups with higher incomes
(Storesletten et al., 2001).

Most empirical evidence seems to support substan-
tial demand effects of tax changes. The evidence
that automatic stabilisers, which work mainly on
the tax side, reduce the volatility of output and
consumption, is not consistent with Ricardian
equivalence (Gali, 1994; Fatas and Mihov, 2001,
2002). Blanchard and Perotti (1998) recently found
a multiplier of close to one for discretionary tax
changes in the U.S., whereas other studies have
found somewhat lower multipliers (Wren-Lewis,
2000, 2002; Wijkander and Roeger, 2002; Swedish
Government Commission on Stabilisation Policy in
the EMU, 2002; European Commission, 2002a).

Temporary changes in government consumption also
have an effect on aggregate demand under
Ricardian equivalence. This is obvious if an increase
in current government consumption is financed
through a reduction in future government consump-
tion, as this involves no change in the taxes paid by
households and hence no change in private con-
sumption. But a similar conclusion holds also if a
temporary increase in government consumption is
financed through future taxes. The explanation is
that the short-run direct demand effects are larger
than the short-run effects on private consumption
due to future tax changes: this is so because the
changes in private consumption resulting from the
changes in life-time incomes will be spread over the
whole future, as households want to smooth con-
sumption over time, whereas the entire change in
government consumption occurs in the short run.
The positive output effects of increases in govern-
ment consumption have been confirmed in a number
of recent empirical studies (for example, Rotemberg
and Woodford, 1992; Ramey and Shapiro, 1997;
Edelberg et al., 1998; Fatas and Mihov, 1999; and
Blanchard and Perotti, 1999). In most cases multipli-
ers around one are found. Some of the studies find
that increases in government consumption are asso-
ciated with increases in private consumption — and
not decreases as implied by Ricardian equivalence
(Blanchard and Perotti, 1999; Fatas and Mihoy,
1999). Other work has found that the fiscal multipli-
ers for government consumption are larger than for
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income taxes (Wren-Lewis, 2000, 2002; Wijkander
and Roeger, 2001; European Commission, 2002a).

In the economic-policy discussion there is a tenden-
cy to associate fiscal policy mainly with measures
that affect aggregate demand either via direct expen-
diture changes or via tax and transfer changes that
have an impact on the disposable income of house-
holds. But fiscal policy can also work by changing
relative prices. One such policy, which has been used
at times in Sweden, is temporary changes in VAT
(see also Blinder, 2001; Wijkander and Roeger, 2002;
European Commission, 2002a; Swedish Government
Commission on Stabilisation Policy in the EMU,
2002; and Wren-Lewis, 2002). A temporary change in
VAT affects private consumption in a similar way as
a change in the real interest rate: by changing the rel-
ative price between consumption in different time
periods, households are induced to reallocate con-
sumption spending intertemporally. One could also
conceive of a similar use of investment taxes or sub-
sidies to affect the timing of private investment
(Swedish Government Commission on Stabilisation
Policy in the EMU, 2002; Wren-Lewis, 2002). There is
some evidence that the fiscal multipliers are consid-
erably larger for VAT than for income taxes (Wren-
Lewis, 2000, 2002; Wijkander and Roeger, 2002;
European Commission, 2002a).

Cross-border trade usually limits the possibilities
to set VAT rates according to national priorities.
But this does not apply in the same way to tempo-
rary VAT changes as a stabilisation tool in the case
of asymmetric cyclical developments. On the con-
trary, if a temporary rise in national VAT in a boom
shifts consumption purchases abroad, this, too,
tends to reduce demand domestically. A potential
risk of using temporary VAT increases to dampen
an asymmetric boom in a euro country is, however,
that they could trigger “permanent” wage increas-
es, although the risk is much smaller than in the
case of permanent VAT changes.

Another possibility, which has also been over-
looked in much of the international discussion, is
to use temporary variations in the payroll taxes
levied on employers as a discretionary stabilisation
tool. By changing wage costs, such a policy directly
affects the real labour cost and the real exchange
rate. It thus represents a way of letting prices do
their job in the case of asymmetric cyclical devel-
opments. However, since real exchange rate
changes are known to affect trade volumes with

Chapter 2

EEAG Report



Chapter 2

EEAG Report

substantial lags, such a policy would seem relevant
mainly in the case of relatively drawn-out distur-
bances. It is not only temporary reductions in pay-
roll taxes in downswings that may be of interest. In
fact, temporary rises in employers’ payroll taxes
may be a very appropriate policy if an individual
euro country experiences an asymmetric boom.
The reason is that higher payroll taxes for employ-
ers raise domestic wage costs and output prices, but
not domestic wages. On the contrary, wages are
likely to fall to the extent that the demand for
domestic output falls and the tax is shifted back-
wards on to employees because the “room for
wage increases” is reduced.>

The upshot is that a temporary increase in employers’
payroll taxes may be a desirable way of dampening a
boom, because wage costs are temporarily raised at the
same time as the risk is reduced that wages are bid up
more permanently. The idea of using cyclical variations
in employers’ payroll taxes in this way has large simi-
larities with the system of so-called buffer funds that
was set up in Finland in connection with the entry into
the EMU. According to this system, funds have been
built up through a temporary increase in various
employer contributions to the social security system
with the intention to use the proceeds of these funds to
hold down contributions in downswings (Calmfors,
1998; Holm et al., 1999; Swedish Government Com-
mission on Stabilisation Policy in the EMU, 2002).6

Our conclusion is that discre-
tionary fiscal stabilisation policy

however, require a fiscal policy framework that pre-
vents misuse of stabilisation measures that causes
excessive debt accumulation. It also requires address-
ing the problems of long decision lags and irreversibil-
ity of fiscal policy measures. The problem of decision
lags is perhaps most obvious in the case of temporary
VAT changes: it is a serious problem if, for example, a
temporary increase in VAT in a boom can be decided
only in a lengthy political process, as the anticipation
of the measure will lead to effects that are the reverse
of those desired in the period before the measure
came into force. The problem of irreversibility is most
clear-cut for increases in government consumption in
a recession. As we have argued, this is likely to be a
more effective stabilisation tool than general cuts in
personal income taxes, but there is a serious risk of
political “ratchet effects” making it impossible to
reduce government consumption again in the next
boom (Wijkander and Roeger, 2002). We shall return
to these issues in Section 3, after first having discussed
the fiscal rules at the EU level and their impact on the
possibilities to pursue stabilisation policies.

2. Possible reforms of EU fiscal rules

The “raison d’étre” for the fiscal rules in the EU is
the desire to ensure long-run sustainability of pub-
lic finances, which came under threat in the 1980s
and early 1990s because of the rapid build-up of
government debt in most member countries. This is
shown in Table 2.2.

is potentially effective and that Table 2.2
occasions are likely to arise in the Gross government debt as a percentage of GDP in the EU countries,
euro countries when its use 1980 - 2003
would be desirable. We are not 1980 1990 1995 2000 2001 2002 2003
thinking about “fine tuning”, but Belgium 786 1202 1339 1092 107.6 1056 1017
about countercyclical stabilisa- Denmark 36.5 578 69.3 468 447 440 424
. . . Germany 31.7 435 570 602 595 609 61.8
tion in the event of major macro- Greece 250 796 1087 1062 1070 1058 102.0
economic disturbances. This doeS, Spain 16.8 43.6 63.9 60.5 57.1 55.0 53.2
France 19.8 351 546 573 57.3 586 59.3
Ireland 752 1015 826 391 364 353 350
. L Italy 58.2 97.2 1232 1106 109.9 1103 108.0
5 This latter tax-shifting effect has been Luxembourg 93 4.4 5.6 5.6 56 46 39
shown to be empirically strong in the ’ ' ’ ’ ’ ’ '
Nordic countries (see Calmfors and Nethe_rlands 46.0 770 772 558 528 510 50.1
Nymoen, 1991 Rodseth and Nymoen, Austria 3.2 572 692 636 632 632 630
1999; and Calmfors and Uddén Portugal 323 583 643 533 555 574 581
Sonnegdrd, 2001). The effects mentioned Finland 115 143 572 440 434 424 419
in the text could be counteracted, because Sweden 40.3 423 762 553 56.6 538 51.7
compensating wage claims are triggered United Kingdom 532 340 518 421 391 385 381
by the CPI rises associated with higher
output prices when payroll taxes are Unweighted average 380 583 730 606 59.7 59.1 58.0
increased, but this effect is likely to be GDP-weighted average 380 544 702 641 630 630 625
g”;z"ucn%"%%?g??n to the otfer effects. Standard deviation 205 325 302 275 27.7 218 269
financed on a purely “pay-as-you-go” Coefficient of variation 0.5 0.6 0.4 0.5 0.5 0.5 0.5
basis in Finland, variations in employer Note: The 1980 and 1990 figures for Germany refer to west Germany.
contribution rates had a procyclical

impact on the economy with rates going
up in recessions and down in booms.

Source: European Commission (2002c).
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There are two main motives for fiscal rules at the
EU level. The first — and in our view the most
important — motive is to enhance fiscal discipline in
general. The need for this has been emphasised by
an extensive political-economy literature, which
has pointed out how a large number of factors may
cause a deficit bias (see, for example, Alesina and
Perotti, 1995; or von Hagen et al., 2002). These fac-
tors include: (i) fiscal illusion on part of the gener-
al public; (ii) the fact that it is politically more pop-
ular to stimulate demand in recessions than to
restrain it in booms; (iii) the use of debt by incum-
bent governments as a strategic variable to favour
their own constituencies and constrain the policies
of future governments in favour of other con-
stituencies; (iv) distributional conflicts; (v) lobby-
ing by local constituencies for targeted benefits,
the costs of which are shared nationally; and (vi)
problems of time inconsistency, according to which
governments cannot resist ex post the temptation
to abandon sound fiscal policy even if it is clear ex
ante that this is inappropriate.

The desire to strengthen budgetary discipline in
general is not related to EMU per se. Rather, in a
situation of general fiscal profligacy, monetary uni-
fication offered a unique opportunity to establish
constraints on government budget deficits and
debt accumulation at the EU level. As the creation
of EMU required the set-up of new institutions
anyway, it appeared much easier to establish such
rules at the EU level than to initiate national
reform processes, which could more easily be
blocked by various vested interests. In this per-
spective, the role of an “external enforcer” of bud-
getary discipline that the EU has assumed can be
seen as an outcome of very specific historic cir-
cumstances.

The second motive for fiscal rules at the EU level
is the moral-hazard problems that can arise in a
monetary union because fiscal policies in one
member state have spillover effects on the other
states. A number of such spillover effects have
been identified (see, for example, Buiter et al.,
1993; or Beetsma, 2001). There is a potential risk
that other governments could in the end feel
forced to bail out a bankrupt government of an
individual member country. There is a risk for pres-
sures on the ECB of both direct (buying up the
debt of a highly indebted country in the secondary
market) and indirect bail-outs (setting lower inter-
est rates than are motivated by price stability con-
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siderations). Finally, the recent “fiscal theory of
price determination” emphasises the risk that the
ECB will be unable to control inflation if fiscal
policies are not sustainable (Canzoneri and Diba,
2001). The argument starts from the observation
that solvency of the government requires the dis-
counted value of future primary surpluses (includ-
ing seigniorage revenue of the central bank) to
match the outstanding real value of government
debt. If fiscal policy violates this constraint, and
monetary authorities do not relax their policy
stance, solvency can only be maintained by an
upward jump of the price level, which lowers the
price of nominal government debt in terms of
goods and thus reduces the real value of the debt.

2.1. The present framework

The fiscal rules in the EU are determined mainly
by the provisions in the Maastricht Treaty on the
excessive deficit procedure (Article 104.3) and by
the Stability and Growth Pact (SGP), which is
embodied in two regulations of the Ecofin Council
and two resolutions of the European Council (see,
for example, Buti et al., 2001).7 The Treaty sets out
the basic stipulations, whereas the SGP defines
their operational content. The main rules are as
follows:

The Treaty sets a deficit ceiling (a reference
value) of three percent of GDP for the actual
government budget balance. Larger deficits are
considered “excessive” unless “the excess over
the reference value is only exceptional and tem-
porary and the ratio remains close to the refer-
ence value”. The formal wording of this escape
clause must be regarded as quite stringent, as all
the conditions in it must in principle be fulfilled
for it to apply (Balassone and Franco, 2001; Buti
and Giudice, 2002). According to the SGP, the
exceptionality condition can refer either to “an
unusual event outside the control of the
Member State in question which has a major
impact on the financial position of the general
government” or to an “abrupt cyclical down-
turn”. The formal decision on whether or not a
deficit should be considered “excessive” is taken
by the Ecofin Council, acting on a recommenda-
tion from the Commission. An annual fall of
real GDP of more than 2 percent should auto-

7 The European Council consists of the heads of state or govern-
ment of the EU countries.
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matically be considered as “abrupt” and a fall of
between 0.75 and 2 percent could be considered
to be so after a discretionary judgement by the
Council. The Council could also take into
account the cumulative loss of output relative to
past trends when deciding whether a member
state has an “excessive deficit”. If a member
state does not take corrective action to elimi-
nate an “excessive deficit”, as recommended by
the Council, it will be required to pay an annual
interest-free deposit of 0.2-0.5 percent of GDP.
If the “excessive deficit” persists, this deposit
will be converted into a fine, which is distributed
among the other member states.

The Treaty also stipulates that gross government
debt should not exceed 60 percent of GDP. If it
does, the debt ratio should be decreasing “at a
satisfactory pace”. The wording must be inter-
preted to mean that government debt is not
allowed to increase when it is above the 60 per-
cent ceiling. Formally, no escape clause is associ-
ated with this stipulation, but there are no mon-
etary sanctions in the case of violations.
According to the SGP, countries should aim for a
“medium-term” budgetary position of “close to
balance or in surplus”. To ensure compatibility
with this objective, there is a process of multilat-
eral budgetary surveillance. EMU member states
have to submit standardised stability programmes
and non-EMU member states similar conver-
gence programmes specifying budget targets.
These programmes form the basis for the regular
monitoring of the fiscal performance of individual
countries by the Council, acting on recommenda-
tions of the Commission. In the case of a “signifi-
cant divergence” of budgetary outcomes from tar-
gets, the Council can issue an early warning to a
member state. According to the stated principles
of the Commission, it takes both cyclical develop-
ments and the risk of breaching the three-percent
deficit ceiling into account when judging whether
or not there is a “significant divergence” (Euro-
pean Commission, 2002a). A downward deviation
from the budget target due to the response of
automatic stabilisers to unanticipated cyclical
developments is not considered such a divergence
for a country meeting the medium-term objective
of “close to balance or in surplus”, whereas it is
for a country that does not fulfil this criterion and
approaches the deficit ceiling.

One ambiguity in the SGP has concerned the
“close to balance or in surplus” budget objective.
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A common interpretation has been that this is a
target for the cyclically adjusted budget balance
(Balassone and Franco, 2001; Buti and Giudice,
2002; European Commission, 2002a). On this
interpretation, it has been argued that the medi-
um-term budget target should be set such as to
provide a safety margin for both cyclical develop-
ments and unanticipated budgetary risks. High-
debt countries should, in addition, take into
account the objective of reducing their govern-
ment debt levels when setting their budget targets
(European Commission, 2002a). But, as noted in
last year’'s EEAG report (EEAG, 2002), the SGP
does not state explicitly that the medium-term
objective refers to the cyclically adjusted balance,
and the budget targets in the stability and conver-
gence programmes have been stated in actual
rather than in cyclically adjusted terms. Recently,
however, the Commission proposed that the medi-
um-term budget objective should refer explicitly
to the cyclically adjusted balance (European
Commission, 2002b).

An important feature of the fiscal rules is that they
attach greater importance to the current govern-
ment budget balance (the net flow of receipts and
expenditures) than to the stock of government
debt. The monetary sanctions are related to viola-
tions of the deficit ceiling only but not of the debt
criterion. The medium-term objective of “close to
balance or in surplus” also refers to the current
budget balance. However, as the long-run debt is
determined by the cumulated sum of deficits over

Figure 2.2

THE ACTUAL BUDGET BALANCE AS A
FUNCTION OF THE OUTPUT GAP
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Box 2.1

Tax receipts in general and some government expendi-
tures, such as unemployment benefits, vary automati-
cally with the output and employment levels. To assess
the underlying (structural) budgetary situation, one
must therefore adjust the actual budget balance for the
cyclical conditions. Computations of the cyclically ad-
justed budget balance require estimates of both the
output gap, that is the extent to which actual output de-
viates from the equilibrium (potential) level, and of the
sensitivity of the budget balance to such deviations.
Technically, the cyclically adjusted budget balance as a
ratio of GDP, b,, is calculated as:

bc =b-a 9

where bis the actual budget balance as a ratio of GDP,
g is the deviation of actual from equilibrium GDP as a
ratio of equilibrium GDP, and a is the effect on the
actual budget balance of a one percentage point in-
crease in the output gap. The lines in Figure 2.2 show
how the actual budget balance depends on the output
gap and the cyclically adjusted budget balance. The
cyclically adjusted balances are given by the inter-
sections of the lines with the vertical axis. In booms,
when the output gap is positive, the actual budget
balance is more positive (less negative) than the cycli-
cally adjusted balance. In recessions, when the output
gap is negative, the actual budget balance is less positi-
ve (more negative) than the cyclically adjusted one.
Provided that cyclical deviations are symmetrically
distributed around equilibrium output, a given annual
cyclically adjusted budget balance implies the same
given average annual actual budget balance.

The largest problem in computing the cyclically ad-
justed budget balance is how to estimate the output
gap. There exists no universally accepted way of
doing this. Instead, different methods give different
results and the estimates are often subject to large ex
post revisions. One way of estimating equilibrium
GDP for a country is to use purely statistical techniques
to smooth the actual GDP series. This is typically done by
applying a so-called Hodrick-Prescott filter. With this
measure, one tries to strike a balance between obtaining
a smooth time series for equilibrium (potential) GDP on
the one hand and getting a reasonable fit to the actual
data on the other hand.

The cyclically adjusted budget balance

The main problem with applying purely statistical
techniques for estimating the output gap is that the
estimates of equilibrium (potential) GDP are also
influenced by actual GDP developments when there
are persistent deviations from equilibrium, for ex-
ample because of prolonged demand disturbances.
This is an argument for instead using a production
function approach, according to which equilibrium
output is estimated on the basis of assessments of
trends in total factor productivity and of the equili-
brium levels of inputs of capital and labour. The
most critical factor with this approach is probably
how to assess the equilibrium employment rate. This
is typically done on the basis o