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Fiscal Compact:
not as bad as it seems

The Fiscal Compact, the European
treaty regulating public finances
signed inMarch 2012, has been crit-

icized – even by those who ratified it – for
being excessively rigid and imposing on
Italy a reduction of the public debt by €50
billion per year, whichwill be impossible to
implement in practice. The need to rene-
gotiate the treaty has been advocated in
several circles.

Unfortunately, not many people have
read the documentation related to the Fis-
cal Compact. Even less people have really
understood the contents. This has pro-
duced several misunderstandings.

The first is about the size of the debt re-
duction which must be achieved by coun-
tries whose debt exceeds 60% of GDP. The
treaty specifies that the reduction has to
be at least 1/20 of the excess over 60%,
which for Italy means 3.5% per year, given
that the current debt amounts to over 130%
of GDP. The mistake is to express the re-
duction of the debt-to-GDP ratio in billions
of euros, which in the specific Italian case
is equivalent to about €50 billion. Indeed,
a ratio can decline either through a fall in
the numerator or through an increase in the
denominator. The ratio can fall even if the
numerator rises, as long as the denomina-
tor rises by even more.

In the case of Italy, for instance, with a
debt toGDPof 130%, the ratio decreases by
3.5% if the budget is in balance, i.e. the nu-
merator does not rise, and nominal GDP
rises by 2.8%. If instead the deficit is 1%, the
debt ratio would decline by 3.5% if GDP
rises by 3.6%. In other words, the stronger
the growth rate, the less restrictive the
budget required to achieve the target.

The second mistake which is generally
made by those who comment on the Fiscal
Compact is to consider that the target debt
reduction requires a fiscal adjustment of
3.5% of GDP every year, or€50 billion. This
is not the case. Once the budget reaches a
level consistentwith a 3.5% reductionof the
debt, for a given growth rate, there is no
need for further fiscal adjustment.Thedebt
reduction is automatic. Using the previous
example,with a 2.8%nominalGDPgrowth,
maintainingabudgetbalancewill guarantee
a 3.5%debt reduction every year thereafter.

This assessment depends on the as-
sumption that the economic slowdown is
temporary, and not structural. If instead
the trend growth has fallen close to zero, a
balanced budget or even a surplus will be
needed to reduce the debt in a systematic
way. Without economic growth the whole
sustainability of the debt is at risk. Fiscal ad-

justmentmaynotbesufficientanymoreand
extraordinarymeasuresmay be required.

To sum up, the Fiscal Compact is not
the straightjacket that many contend, as it
contains safeguard clauses that take into
account the cyclical conditions of themem-
ber states. On the other hand, the experi-
ence of the last few years has shown that

when countries are not able to reduce the
burden of the debt they become vulnerable
to financial crises. The Fiscal Compact
helps countries reduce their debts. It also
prepares the ground for a greater mutual-
ization of public finances in Europe.

Incidentally, the Fiscal Compact re-
quires a 1/20 reduction of the excessive
debt each year, whichmeans that the fiscal
effort tends to decrease as the debt falls
over time.When the debt is at 130%of GDP,
the requirement entails an annual reduc-
tion of the debt by 3.5%, i.e. (130-60)/20, but
when the debt falls to 110% the 1/20 re-
quirement is satisfiedwith a debt reduction
of 2.5% per year, i.e. (110-60)/20. In the
above example, with a 2.8% nominal GDP
growth, the debt reduction can be achieved
with a 0.5% deficit once the debt falls to
110%, rather than the budget balance re-
quired when the debt was at 130%.

In sum, the main fiscal adjustment re-
quired by the Compact is achieved at the
start of the process. Once the primary sur-
plus consistent with the debt reduction
path is reached, it is sufficient to maintain
it at that level to meet the requirement of
the Fiscal compact. After a few years it is
even possible to relax the adjustment.

Reducing the debt by 3.5% per year is
not easy, especially with low growth. The
previous example shows that with a 2.8%
nominal GDP growth and interest rates
around 4%, the primary budget balance
(i.e. net of interest payments)must reach a
surplus of about 5.7%. This is not easy, es-
pecially in a recession.

The treaty takes into account the rea-
sons why a country may not be able to re-
duce the debt by the required 1/20, such as
the contribution to the European Stability
Mechanismor the state of the economic cy-
cle. If the country is in a recession, or its
GDP is below potential, the target is no
longer to reduce the excessive debt by 1/20
but to achieve a cyclically adjusted deficit of
at least 0.5% of GDP. If such a deficit is
maintained as the economy recovers, the
debt will fall over time in line with the long
term objective.

Looking at the data for Italy, the cycli-
cally adjusted deficit fell to 0.6% of GDP in
2013, according to European Commission
estimates. The differencewith the target of
the Fiscal Compact is thus 0.1-0.2%of GDP.
In other words, the adjustment requested
for Italy to be in line with the Fiscal Com-
pact is €2-3 billion, not €50 billion as is
generally stated.
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Misunderstandings have led to
skewed perceptions regarding
the EU’s Fiscal Compact. A
deeper knowledge of how it
works shows that it is not the
straightjacket many contend.


