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Introduction 
 The July 2004 judgment of the European Court of Justice closed the annus 

horribilis of the Stability and Growth Pact (SGP). In June 2004, the Heads of State and 

Government, in conjunction with the Constitution for the European Union, adopted a 

declaration committing them to strengthening and clarifying the implementation of the 

SGP. 

 Several proposals for reforming the SGP have been put forward.1 However, before 

rushing to reform the Pact, an assessment should be made of what is, or has been, wrong 

with it. Changes that are not justified by clear evidence of a shortcoming of the SGP should 

be considered with great caution. 

Views differ on how the SGP has performed.  One view is that the SGP has led to 

wrong budgetary policies in the Member states. This view is shared by those that consider 

that budgetary policies in Europe have been excessively tight and are largely responsible 

for the slow economic growth and those, at the other extreme, that believe that budgetary 

policies have instead been too lax, as the larger countries in particular have failed to adjust 

their underlying budget position.2 According to the former, the SGP should be relaxed and 

allow for more room for maneuver. According to the latter, the SGP should instead be 

tightened and made more binding.  

A more balanced view, which combines parts of the previous ones, is that budgetary 

policies in the euro area have been somewhat pro-cyclical: too expansionary in good times 

and too tight in bad times. Was this the fault of the SGP? It is interesting to note that, 

according to the IMF: 

“The SGP has been instrumental to the pursuit of sound policies. 
Specifically, it needs to be given credit for the shift to a largely 
appropriate euro-area fiscal policy stance in a challenging 
cyclical environment. This improvement in policy behavior is 
remarkable when viewed against the standards of the area’s own 
pro-cyclical fiscal policy history and the concurrent drastic 
weakening of underlying fiscal positions in other major currency 
areas.”3 

 

                                                 
1  See in particular the Communication by the European Commission (2004b). 
 
2  See European Commission (2004). 
 
3  IMF Concluding Statement of the 2003 mision.  A similar judgment was expressed in the May 2004 

concluding statement of the euro area article IV consultation 
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This IMF view is supported by recent academic research, in particular by Gali and 

Perotti (2003). The data confirms that the large pro-cyclicality in budgetary policy, which 

used to be one of the weaknesses in European policy-making, has been markedly reduced, 

although not fully eliminated, since the inception of the euro. Automatic stabilizers have 

been allowed to play and, although adjustment towards balanced positions has been 

insufficient, the underlying structural balance in the euro area has not deteriorated as in 

other major industrial countries.4  

To sum up, the glass is half empty, but also half full. This doesn’t mean that 

everything is fine and well with the SGP and that no improvements are needed. There are 

two main problems that need to be addressed in a revision of the SGP.  

First, the implementation of the procedures underlying the SGP has been difficult. It 

entailed much learning by doing, with unavoidable mistakes and tensions between EU 

institutions and with the Member States, that undermined the credibility of the Pact. 

Experience has shown that some of the current provisions of the Pact have created 

obstacles in achieving the desired result and thus need to be changed.  

 The second problem is that the SGP has been more about stability than growth. This 

has nothing to do with budgetary policy itself but with its (lack of) interaction with other 

policies, in particular structural reforms. The political survival of the Pact requires that 

more attention be given to growth, by further reducing its pro-cyclicality and by integrating 

it with the Lisbon Agenda.  

 The next two sections examine these two issues and possible solutions. The main 

conclusion from this paper is that most of the initial shortcomings of the SGP have largely 

been addressed over time through learning-by-doing. This process has however generated 

conflicts and led to undermining the credibility of the Pact. Some limited changes are thus 

needed, but the reform process should avoid the risk of overshooting, making changes that 

would modify the nature of the SGP and possibly entail different type of problems for the 

future. 

 

                                                 
4 The average euro area budget deficit has remained substantially unchanged during the past 6 years, in both 
nominal terms (from 2.3 per cent of GDP to 2.7 per cent) and cyclically adjusted terms (from 1.8 to 1.7 per 
cent). The overall debt has remained unchanged, slightly above 70 per cent of GDP. 
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1. The hard "learning-by-doing" 

At the start of EMU there was little or no experience at all with fiscal policy 

frameworks in monetary unions that could be used as a guide for the application of the 

SGP. Implementation had thus to be based on learning-by-doing, which explains much of 

the problems and shortcomings of the Pact. Reviewing the experience in implementation is 

useful to understand some of the changes that the Pact might need. 

 
1.1  From Maastricht(1991) to Amsterdam(1997): from procedures to rules 

 Some of the difficulties in implementing the SGP derive from the change in 

philosophy that took place in Europe between the signing of the Maastricht Treaty and the 

start of EMU. There are two main changes worth mentioning.  

 The first change is that while the Treaty aimed at achieving budgetary discipline 

through a procedure (the so-called Excessive Deficit Procedure), the SGP is based on a set 

of specific rules for national policies. According to the Treaty, the identification of an 

excessive deficit should be the result of a judgment, taking due account of a series of 

elements, including two reference values and other parameters, such as “whether the 

government deficit exceeds government investment expenditure and …all other relevant 

factors, including the medium-term economic and budgetary position of the Member 

State”.  

The preparatory work of the Monetary Committee made this point very clear. For 

instance, the Chairman’s Report on “The State of the Committee’s Discussion on Excessive 

Deficits in EMU”, dated 25 June 1991, stated in particular that:  

“This procedure must address deficits representing gross errors of 
budgetary policy which jeopardize the stability of the Union or of a 
member state. It must be designed to identify such deficits and 
enforce their reduction. By its nature the initiation of this special 
procedure should not be a frequent event in full EMU”.  

 

The Report went on to state that: 

The Council’s excessive deficit procedure will involve the exercise 
of judgment. It should on the other hand be started automatically 
when there is evidence that one of the agreed principles may have 
been broken…The principles and the reference values can be seen 
as together constituting ‘trigger mechanisms’”. 
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On the level of the reference values, while the 60 per cent debt:GDP ratio, which 

was about the EU average at that time, received a broad consensus, the reference value for 

the deficit was the subject of discussion until the very end: 

“As a Chairman, I have the impression that the figure ultimately 
agreed will be in the range of 3-4%” 
 

The SGP, agreed at the Amsterdam June 1997 European Council, marked a drastic 

change in philosophy. The European Council Resolution committed: 

“all parties, the Member States, the Commission and the Council, 
to implement the Treaty and the SGP in a strict and timely 
manner.”   

 

If the implementation of the excessive deficit procedure had to involve the exercise 

of judgment, as initially thought, how could such a judgment be implemented in a “strict 

and timely manner”? In fact, the drafters of the SGP did not intend the Treaty’s Excessive 

Deficit Procedure as a procedure, but as a rule. This is reflected in the text of the 

Regulations, starting with the first recital: 

“the provisions of this Regulation…constitute…a new integrated 
set of rules for the application of article 104c.” 5 

 

What was the reason for such a change? The main one was that not all members of 

the Council trusted that the procedure foreseen in the Treaty would be implemented in a 

rigorous way. Since membership in the Monetary Union was less restricted than initially 

thought, there was a risk, according to some, that countries traditionally less acquainted 

with budgetary discipline would create obstacles to a firm implementation of the Treaty. 

The lack of trust led Finance Ministers to accept tying their hands with rules that turned out 

to be so strict as to hamper, on some occasion, the exercise of judgment.  

The second change in philosophy that took place after the signing of  the Maastricht 

Treaty had to do with the purpose of budgetary surveillance. Whereas initially the main 

objective of budgetary surveillance was to avoid excesses, the SGP gave the EU a role in 

prescribing countries' budgetary policies, in particular the target of achieving a position 

close-to-balance or in surplus over the cycle. While the Treaty limited itself to defining 

reference values for the deficit and the debt, on the basis of which the Council would 

decide whether a country’s budget would be excessive, the SGP put at the center of 
                                                 
5  Regulation 1467/97 of 7 July 1997. 
 



 6

budgetary policy cooperation a specific budget target, similar for all countries. In short, 

although this might not have been fully understood by the signatories, the SGP shifted 

power from the Member States to the Union.  

What were the reasons for this change in philosophy? The justification was that: 

 “adhering to the close-to-balance objective will allow all Member 
States to deal with normal cyclical fluctuations while keeping the 
government deficit within the reference value of 3% of GDP”. 6  

 

In sum, the SGP was supposed to create an instrument for crisis prevention, to help 

countries avoid reaching the reference values. This interpretation is not fully convincing. 

Had this been the case, the target for budgetary positions over the cycle would have been to 

be below the so-called "minimal benchmark", which measures the level of the cyclically-

adjusted deficit consistent with allowing automatic stabilizers to play fully while respecting 

the 3 per cent limit even in the case of particularly unfavorable, but still possible, cyclical 

conditions.7 This approach would have implied that, for most countries, a deficit around 1 

per cent of GDP would be broadly appropriate. In fact, from the start of EMU countries 

were asked to produce budgetary plans achieving a zero-balance budgetary positions within 

the four years program horizon. As the Commission itself recognizes:8 

“ an additional safety margin, estimated to be in the order of 0.5% 
and 1% of GDP, was also deemed necessary... .In aggregate, these 
estimates imply that broadly balanced budgets are an appropriate 
medium-term target for most Member States, and that a surplus 
would be advisable for some.” 
 

As new safety margins were added to previous margins, the SGP evolved from a 

preventive to a prescriptive instrument. Countries’ balanced budgetary targets were 

systematically missed, because they were unnecessarily ambitious and did not take the 

underlying economic conditions into due account. As an example, until June 2002, nearly 

one year after September 11, countries were requested to achieve budget balance by 2003 

or 2004, with an adjustment of 1 per cent of GDP or more in spite of the sharp slowdown 

of the economy. These targets were not only pro-cyclical; they were not credible. They 

                                                 
6  European Commission (2004b). 
 
7  See European Commission (2004b) and Buti et al (1997). 
 
8 See European Commission (2004b), p. 65. 
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were not respected, thus partly reducing the pro-cyclicality of budgetary policies, but 

undermined the credibility of the Pact itself.  

The second reason for the change in philosophy was that the excessive deficit 

became a criterion for entry to the euro area. The fear that entry might be decided mainly 

on political, rather than economic, grounds transformed the excessive deficit procedure into 

a rule and the 3 per cent deficit:GDP ratio from a trigger point to a ceiling. This 

interpretation continued after the start of EMU, to the point that any deficit above 3.0 per 

cent would be considered as “excessive” by definition, while any notch lower would not. 

For example, the 3.2 deficit recorded by the Netherlands in 2003, with an economy in 

recession, was considered excessive, while the 2.8 per cent deficit in Portugal in 2000, with 

a booming economy, was not. Entry into EMU limited the Council’s ability to exercise 

judgment.  Again, the fear that Member States would help each other out, in exchange for 

future favors, led the Council to bind its ability to exercise judgment with rules that proved 

ex post not easy to implement in a rational way. 

The third reason derives from the deterioration of the economic and public finance 

environment in Europe during the 1990s. The growth potential initially assumed for the 

euro area as a basis for setting the 3 per cent reference value proved to be over-optimistic. 

The 3 per cent deficit was calculated as being consistent over the medium term with a 60 

per cent debt:GDP ratio, on the assumption of a 3 per cent real GDP growth and 2 per cent 

inflation. Over the 1990s, trend growth in the euro area declined from 3 to around 2 per 

cent. The appropriately calculated reference value consistent with a 60 per cent debt:GDP 

ratio should thus be reduced accordingly, to around 2 per cent.  

The problem with this reasoning is the confusion between a limit and an average. 

What the above debt dynamic rule suggests is that a 3 per cent average deficit entails a 

declining debt:GDP ratio towards a 60 per cent level. If the 3 per cent becomes a ceiling, 

instead of an average, the debt converges towards a lower level than 60 per cent.  

Public finances deteriorated in the course of the 1990s also as a result of the aging 

population, an issue which was not raised in the discussions leading to the Maastricht 

Treaty. Aiming at a budget close-to-balance or in surplus was advocated as a way to tackle 

the unresolved pension problem in many countries. This was the wrong reasoning, 

however. For most countries with increasing pension expenditure no reasonable surplus can 

be sufficient to compensate for future deficits in the Welfare system. The only reasonable 

solution to the ageing problem is a reform of the pension system. In fact, the SGP’s major 
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failure has been the lack of incentives for countries to adopt structural reforms aimed at 

improving the sustainability of their public finances, as will be examined in the next 

section.  

A reform of the SGP should start by going back to the roots of the Maastricht 

Treaty, focusing more on the objective of avoiding excesses rather than on prescribing  

specific policies for the member states, which is a primary responsibility of national 

Parliaments. The 3 per cent deficit and 60 per cent debt should be considered again as 

reference values, that trigger an assessment of whether the deficit is excessive or not, rather 

than being used automatically. The assessment should take all elements into consideration, 

particularly debt sustainability and the cyclical position of the country. Some of the 

existing provisions of the SGP do not allow to take these factors into account. For instance, 

the provision whereby it is only the country concerned that can invoke the clause of 

"exceptional circumstances", to justify a deficit above 3 per cent, should be removed.9 Had 

this clause not existed, the Council would have had no difficulty in considering the 3.2 per 

cent deficit of the Netherlands in 2003 as not excessive (contrary to what actually 

happened), given the recession experienced by the country. 

 

1.2 The difficult fight for automatic stabilizers 

 As mentioned above, the SGP was initially based on nominal budgetary targets, to 

be achieved within set deadlines and without taking into account the underlying cyclical 

position. This gave rise to problems since the very beginning. In April 1999, Italy’s 

Minister Ciampi wrote to the Commission and the EU Council indicating that, in light of 

the lower than previously expected growth (1.3 per cent instead of 2.5), the Italian deficit 

target for that same year would have to be revised upward, from 2.0 per cent of GDP 

indicated in the Stability Programme to 2.4 per cent. Keeping budget target unchanged with 

a slower than expected growth would have required the immediate adoption of corrective 

measures that would have produced a pro-cyclical effect. At the May 1999 Ecofin Council, 

the incoming Italian Minister Amato had to face a line of fire against Italy’s request. The 

main argument was that the budgetary objectives set in the Stability Programmes could not 

be considered as “moving targets” and could not be adjusted in light of economic 

developments. According to this view, the SGP was based on nominal targets, which 

                                                 
9 This restriction applies when GDP contraction is less than 2 percent. 
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should not be changed. The assessment of any deviation from the targets should be made 

only ex post. 

Only after an intense discussion in the Ecofin was Italy allowed some room for 

maneuver and avoid having to take corrective action. Although the Pact proved to allow for 

some flexibility, the media interpreted the decision as a first breach of the Pact. It took 

quite some time, and many difficult discussions, in the EFC and on the Council, to move 

away from purely nominal targets and take cyclical developments fully into consideration 

in the assessment of budgetary positions. The concept that automatic stabilizers should be 

allowed full rein, so long as the 3 per cent reference value was not breached, was not 

agreed until as late as June 2002, three years after the start of EMU. 

 One of the drawbacks of the 1999 Italian experience is that Finance Ministers 

became aware of the difficulties they would encounter in discussing openly potential 

budgetary problems as soon as they emerged. It proved easier to keep nominal targets 

unchanged, even if unrealistic in light of changing economic environment, and eventually 

wait for the final budgetary data to reveal divergences. This created the incentive to admit 

budgetary overruns as late as possible, most often too late to make any timely correction. 

One example of the distortion created by the SGP is that the latter requests that the 

correction of an excessive deficit be implemented in the year following the one in which 

the excessive deficit is identified (not the year in which the excessive deficit occurs). Thus, 

the later a deficit is identified as being excessive, the longer is the time allowed to correct 

it. No wonder excessive deficits have only been identified in the following year.  

 

1.3 From Judgment to “Justice” 

 The 1999 Italian case made it clear what a country, and particularly its Finance 

Minister, experiencing budgetary difficulties should expect from the implementation of the 

SGP: a public trial. The Pact contains no incentives, except for the threat of sanctions, to 

achieve cooperative solutions. Country ownership for policy recommendations is not a 

priority. The result is that the implementation of the SGP has often given rise to conflicts, 

between institutions and between member states.  

 The 25 November 2003 episode is worth recalling. On that date, after long 

discussions with France and Germany, the two countries finally agreed to take action, 

broadly in line with what the Commission had requested, to correct their excessive deficits 

by 2005, rather than 2004 as previously requested. Both countries had agreed to the 
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commitments and the policy recommendation. There was, however, a divergence of views 

regarding the article of the Treaty under which the policy recommendations should be 

issued. France and Germany requested article 104(7) to apply: the Commission wanted to 

apply article 104(9). The lawyers were brought to the table. What mattered, at that point, 

was not the substance, and in particular the fact that the peer pressure had produced the 

desired policy result, but the procedure. What seemed to be the only matter for budgetary 

policy in the Union was the legal interpretation of the Regulation. The fundamental 

warning by Lord Keynes – “lawyers on tap, not lawyers on top” – was sadly ignored! 

 Eight months later, the European Court of Justice indicated that the Commission 

had the choice of proposing the policy recommendation according to either article 104(7) 

or 104(9).  The decision of the Council to vote down the Commission Recommendation 

under article 104(9) could have led the Commission to present the same Recommendation 

under article 104(7). The Commission chose not to do so, thus leaving a vacuum in the 

procedure. This is why the Council adopted so-called “political” Conclusions, that actually 

proved to be unlawful in the absence of a new Commission proposal.  

The 2004 experience with the early warning to Italy shows how peer pressure can 

work, even without resorting automatically to all the steps provided by the formal 

procedures.  

The lesson to be learned is that the diversity of cases and circumstances, both 

political and economic, make it impossible to implement budgetary discipline only through 

rules and automatisms. Judgment must be exercised, as the founding fathers of the 

Maastricht Treaty suggested. Constraints on the exercise of judgment are bound to lead to 

conflicts and sub-optimal results. On the other hand, a totally unconstrained exercise of 

judgment may not lead to optimal results either, given the incentives that countries may 

have to absolve each other, in exchange for future favors. This creates the usual trade-off 

between rules and discretion. The SGP may have erred on the side of excessive rules. An 

adjustment may thus be required, aiming at ensuring greater accountability in the decision-

making process.  

 
 
2. Too much emphasis on stability and none on growth  
 

This is the greatest criticism to the SGP. There can be two ways of putting greater 

emphasis on growth. The first is to take more account of cyclical conditions in assessing 
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budgetary performance and in prescribing adjustment from an excessive deficit, so as to 

avoid short term negative repercussions on the economy. The second is to take account of 

longer term factors of growth in the implementation of the SGP so as to create incentives 

for reform. 

 

2.1 More account of cyclical conditions  

An increasing role has been given to the use of cyclically-adjusted indicators in the 

implementation of the SGP, although this development has not been without its difficulties, 

as seen in the previous section. As mentioned earlier, there is little evidence that policies in 

EU member states have been pro-cyclical over recent years. However, the implementation 

of the SGP has led to some pro-cyclicality, notably in the Netherlands and Portugal.10 It is 

interesting to note that these were the only two countries that implemented the October 

2002 Eurogroup agreement to reduce the cyclically-adjusted deficit by at least 0.5 percent 

of GDP, independently of the cyclical position. The two countries experienced a recession.  

Pro-cyclicality has been avoided partly as a consequence of the fact that some of the 

policy commitments were not fully respected. This has led to a loss of credibility of the 

commitments, and thus of the Pact itself. The obvious example is the 2003 policy 

recommendations to France and Germany to reduce the deficit to below 3 per cent that 

were formulated on the basis of growth assumptions that did not materialize.11 The two 

countries did not implement the recommendations fully and were granted one more year to 

make the adjustment, although this was not originally allowed for in the SGP rules. Pro-

cyclicality was avoided but the credibility of the Pact suffered. 

Policy objectives and recommendations, especially for countries that have excessive 

deficits or budgetary positions distant from balance, need to take the cyclical position into 

account. Indeed, it is easier to reduce the cyclically-adjusted deficit by 0.5 per cent of GDP 

when the economy is above potential, rather than when the output gap is negative.  

When the economy is above its potential there must be incentives for stronger 

budgetary adjustment. The main responsibility for the budgetary problems experienced in 

recent years resides in the lack of adjustment in 2000, when euro area growth was strong. 

The euro area cyclically-adjusted deficit raised to 1.9 per cent of GDP in 2000, from 1.7 in 

                                                 
10 IMF (2004). 
 
11 The Autumn 2002 Commission forecast on GDP growth for France and Germany in 2003 was 2.0 and 1.4 
per cent, respectively. The actual results were 0.2 and –0.1. 
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1999.  In Germany, the increase was 0.4 percentage points, in France 0.1, in Italy 0.6. The 

inability to correct the deficit in good times reduced the margins of maneuver in the 

following years, when economic conditions turned out to be worse than expected.  

 To be fair, it is not always easy to know when the good times are there, and when 

they are expected to end. For instance, although the good growth performance in 2000 was 

largely unexpected, the sharp slowdown in the following years was also unforeseen. To be 

sure, the Autumn 2000 Commission forecasts projected euro area growth of 3.2 per cent in 

2001 and 3.0 in 2002 (against an outcome of 1.6 and 0.9, respectively). Several European 

countries expected the good times to last longer and decided to use the extra fiscal revenues 

to reduce their tax burden rather than to trim their deficit. This decision, which was the 

subject of intense political debate (“la cagnotte” in France), was not seen at that time as 

being pro-cyclical.12 The extra proceeds from the sale of the UMTS licenses also 

contributed to giving the illusion of better longer-lasting budgetary outcomes.  

 Creating incentives for greater budgetary adjustment in good times is one of the 

changes necessary to make the SGP more effective. This is not easy, however. The Council 

tried once to pressure for such a policy, but it turned out to be a mistake. This is the case of 

the 2001 Early Warning to Ireland. On the basis of existing projections, the Irish budget for 

2001 was considered excessively expansionary and pro-cyclical. These projections were 

however too optimistic. Irish growth turned out to be much worse than expected, and the 

Irish expansionary budget policy proved ex-post to be anti-cyclical, rather than pro-

cyclical. 

 

2.2 More incentives for structural reforms 

One way to improve the functioning of the SGP is to create incentives, or eliminate 

the disincentives, for countries to undertake structural reforms in the fields of welfare and 

labor markets. Disincentives may exist when reforms have short term budgetary or political 

costs. For instance, implementing a widespread pension reform, with the creation of a 

second pillar, might create additional net public expenditure in the short run, subtracting 

room for maneuver for budgetary policy, especially when growth is slow. A country 

adopting wide-ranging welfare reforms that improves the sustainability of its budgetary 

                                                 
12 The Spring EU Commission forecasts considered that the 2000 average euro area budgetary position  was 
actually restrictive compared to 1999 (-0.8 against –0.9 per cent of GDP). The same assessment was made by 
the OECD.  
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position could be allowed some margin of maneuver in the short term, in particular to adopt 

fiscal reforms.  

This approach has begun to be implemented pragmatically, for instance with the 

Council Opinion on the 2003 Austrian Stability Programme, which looked favorably at the 

2005 tax cut, by about 1 per cent of GDP, in light of the beneficial effects on debt 

sustainability produced by the pension reform enacted in 2003. 

The framework underlying the analysis of fiscal sustainability should be 

strengthened and more prominence given to this indicator in the implementation of the 

SGP. Suggestions along these lines have already been put forward in the literature.13 A 

stronger fiscal sustainability framework would create a link between the SGP and the 

European reform agenda, in particular in the context of the Lisbon process, by making the 

incentives for countries to accelerate structural reforms more explicit. If structural reforms 

are effective, by raising labor participation, reducing unemployment, increasing the growth 

potential of the economy, and reducing the cost of pensions to society, they improve the 

sustainability of a country’s debt. A debt sustainability framework, similar to that available 

in the OECD, IMF and the European Commission, can calculate the impact of these 

reforms on the dynamics of the public debt. The Appendix gives a simple example of how 

structural reforms can be incorporated into the SGP through the debt sustainability analysis. 

The proposal to incorporate debt sustainability analysis into the SGP differs from 

earlier proposals (for instance the Autumn 2002 Commission Communication) to 

discriminate budgetary policies according to the level of the debt.14  The economic 

literature does not provide a clue about the optimal level of a country’s debt, which may 

differ according to a series of factors, including national savings. What is essential for 

budget discipline is not so much the level of the debt, but that a country’s debt is 

sustainable. This requires a forward-looking assessment of all liabilities, particularly those 

arising from population aging.  

  

3. Conclusions: fix it, but don't break it  

 Where the SGP really needs changes is in the procedures, to create the right 

incentives to achieve discipline and address problems ex ante rather than ex post. The 

                                                 
13 See for instance Balassone and Franco (2000), Buiter and Grafe (2003). 
 
14 See for instance Sapir et al (2003). 
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assessment of budgetary policies should lead to peer pressure and develop country-

ownership rather than providing solemn judgments on whether countries’ policies are right 

or wrong. This requires a completely new interaction between the Member States, the 

Commission and the Ecofin Council.   

 In this section, we offer a few suggestions on areas where the SGP could be 

rejuvenated, with a view to fostering consistent and credible implementation. 

 The European Council Resolution on the SGP lists a set of separate commitments 

by the Member States, the European Commission and the Ecofin Council. There are no 

joint commitments, perhaps on the assumption that if each party did its duty the Pact would 

be implemented smoothly. This is not the way the world, and democracies, work, 

especially when judgment, most often political judgment, is at stake. It is possible, and 

even frequent in real life, that judgments on the appropriateness of a given policy differ. 

There is therefore a need for mechanisms of reconciliation, to ensure that institutions work 

together and cooperate to find solutions consistent with the spirit of the SGP. The lessons 

of the past few years suggest the following. 

 First, even when the parties involved (the Council and the Commission) dissent, no 

void should be allowed in the implementation of the SGP and the Treaty. A situation 

similar to what happened on 25 November 2003, whereby a negative vote by the Council 

implies the suspension of the Treaty provisions, should be avoided. The Council and the 

Commission should be induced to find a solution before coming to a showdown. This 

entails specific changes to the Regulations. 

 Second, a country which intends to adopt the necessary measures to correct an 

excessive deficit should be encouraged to do so by all means. Before issuing any warning 

or recommendation, the policy intentions of the country should be discussed and analyzed 

in depth, allowing for the necessary time. The policy recommendation ultimately addressed 

by the Commission and the Council to such a country should be “owned” by the latter and 

take the form of a cooperative agreement rather than an imposition by the European Union. 

As in the spirit of the Treaty, sanctions should be considered only as a very last resort, to be 

exercised against a country that is unwilling to cooperate to achieve budget discipline. 

 Third, the assessment of budgetary positions and policy recommendations made to a 

country should consider both the short and the longer term policy measures, placing greater 

emphasis on the latter when countries are grappling with debt sustainability problems. The 

objective of close-to-balance or in surplus should not necessarily be the same across 
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countries but consistent with the need to avoid breaching the 3 per cent reference value and 

take into account debt sustainability. This requires, inter alia, the development of analytical 

tools that are able to take into account the longer term impact of structural reforms and the 

short term cost of these reforms. 

 Incentives should be provided to highlight and address problems as soon as they 

emerge, rather than ex post. This requires that the discussions on budgetary issues are  

loaded with fewer tensions. If there is one lesson to be drawn from the first years of the 

SGP, it is that countries do not want to address budget policy issues in the form of court 

judgments, but through cooperative, peer pressure mechanisms. It is the task of the 

Commission to help the Council to implement these mechanisms in the most efficient and 

useful way, for the Union and for the member countries themselves.  

 This approach requires each party involved to take account of the views and 

interests of the others in its own process and to give priority to the whole purpose of the 

SGP, which is to ensure budgetary discipline. In particular, the Commission cannot 

consider itself to be a mere technical body, since it has the right of initiative and is 

responsible for providing the Council with policy recommendations. The procedure for 

presenting such policy recommendations should take national economic and political 

conditions into account. The Council should implement the SGP with a view to preserving 

its credibility over the medium term. A credible and efficient SGP is in the interest of the 

Finance Ministers themselves. If there are incentives in the short term to help countries in 

difficulty, in exchange for similar favors in the future, a systematic bias towards leniency 

would in the end undermine the credibility of Finance Ministers themselves.  

None of the above-proposed improvements to the Pact require new rules, but few 

specific changes to existing procedures aimed at creating better interactions between the 

Community institutions.  
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Appendix 

Integrating Structural Reforms into the SGP 

 

 

This note provides an example of how Debt Sustainability Analysis can be used in 

the context of the SGP to create the appropriate incentives for countries to adopt structural 

reforms in line with Lisbon Agenda.  

A country’s budget constraint can be described according to a standard equation 

(where all variables are GDP ratios):  

 

1−+−+= tt
NA
t

A
tt ibtggb    with t = 1, 2,…50 

 

where, tb  is the public debt, A
tg  are the age-related expenditures, NA

tg  are the non 

age-related expenditures and t are the tax receipts. This is the framework which is also used 

by the EPC for assessing debt sustainability. 

We consider a very simple case of a stylized country whose GDP grows at a steady 

state rate of 3 per cent, with a real interest rate of 3.1 per cent. Tax receipts and non-age 

related expenditures grow at the same rate as GDP. Age-related expenditures grow instead 

at a rate faster than GDP (3.5 per cent from t+2 onwards). The initial debt:GDP ratio is 60 

per cent. The basic assumptions can be easily changed. 

Starting with an initial deficit of 1 per cent of GDP and unchanged policies, the 

debt:GDP ratio decreases in the first 6 years but starts increasing thereafter, as age-related 

expenditure rises. As shown in the figure, in the baseline scenario the debt gets on an 

unstable path, approaching 160 per cent of GDP in t+50.  

Under these conditions, a policy aimed at reducing the tax burden would add to the 

instability, even if in the initial years the deficit would remain below the 3 per cent range. 

A 1 per cent tax cut would increase the debt:GDP ratio from the first few years of the 

simulation, and accelerate the increase thereafter. The deterioration of the debt path is 

overestimated, given that for the sake of simplicity it is assumed that the tax cut has no 

effect on GDP growth. However, the pre-existing non-sustainability of the debt is likely to 

hamper any stimulative effect of a tax cut. 
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Let us now assume a new scenario, where the country implements a pension reform 

that aligns the growth of age-related expenditure to GDP growth. In this scenario, the 

debt:GDP ratio falls throughout the simulation period to below 40 per cent after 20 years, 

and 20 per cent in t+50. The pension reform makes the debt profile sustainable. 

If such a reform is politically costly, and the country has difficulties in getting it 

approved, what kind of incentive can be used to encourage the country to embark on it? 

Merging the previous two exercises shows that if the country simultaneously adopts the 

pension reform and the tax cut, the debt remains sustainable even with a deficit close to 2 

per cent for several years. The debt and the deficit are overestimated, also in this scenario, 

given the assumption of the neutrality of tax cuts with respect to GDP. Any positive effect 

would contribute to reducing the deficit over time.  

The “combined policies” scenario shows that the longer terms benefits of a pension 

reform can be brought forward to benefit the present generation, and thereby be made 

politically more “palatable”, through a tax cut that raises the budget deficit above the 

baseline, for several years. Such a deficit is nevertheless sustainable and could therefore be 

tolerated in the context of the SGP. 

This framework can be used to assess other types and combinations of reforms, and 

link them to short term budgetary policy. 
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