The Review of the Stability and Growth Pact : A Personal Appreciation


THE REVIEW OF THE STABILITY AND GROWTH PACT : A PERSONAL APPRECIATION OF THE STATE OF THE DISCUSSION BEFORE THE START OF THE LUXEMBOURG PRESIDENCY

Jean Guill, Directeur du Trésor, Luxembourg

Introduction

The review of the SGP is well underway. To conclude it in a timely and orderly fashion will be one of the major challenges of the Luxembourg presidency.

Six years into EMU, the need for a review is by no means unnatural and it should be underlined that the communication put forward by the European Commission in September this year outlining possible ways to reform the Pact, was by no means the first initiative in this direction. Commissioner Solbes had, in preceding years, well before the discussions about the presently pending EDP and before the ECJ had been called to rule on some aspects of the Pact’s implementation, outlined the need to review some aspects of the Pact and shown ways forward.

That the Pact may be in need of a review should by no means be construed as a failure of the Pact. The Pact has underpinned the strong and stable euro; it has helped to deliver a better fiscal performance than in previous economic cycles, better than in the other regions of the industrialised world.

There is no doubt that public recognition of the Pact’s requirements has led to considerable pressure on governments to respect the criteria imposed on their public finances.

However, the Pact also stands accused of having led to a preference for procyclical policies over the long-term achievement of the Lisbon goals, and of having delivered lower growth in the eurozone than in the rest of the world. Its Member States are criticised for spending the growth dividends of the upward swing of the cycle and of lacking the political will to enforce sound and sustainable fiscal policies.

It is but common sense therefore that the Pact’s owners should be looking for ways and means to infuse its implementation with an increased dose of sound economic judgement, as the Treaty not only allows, but even calls for.

The declared aim of both the EC and the Council is to strengthen, clarify and better implement the Pact.

Key issues to achieve this have been defined, and brought under six headings at the last meeting of the Ecofin Council.

1.
Avoidance of pro-cyclical policies, i.e. symmetric implementation
of the SGP over the economic cycle

The Bible and many well-meaning fables since tell us that we should save during fat years in order to survive the meagre years. It has become painfully apparent that over the first years of EMU the European Union has strayed from this fundamental rule. During the upswing from 1999 to 2001 too many Member States were allowed to follow pro-cyclical policies which the fiscal surveillance procedures, intent on the single purpose of spotting breaches of the 3% deficit-rule, did not catch and which then led precisely to excessive deficits when the cyclical downturn came unexpectedly in the second half of 2001.

Fortunately, there appears to be a fairly general consensus now that the Pact ought to be applied taking account of the whole economic cycle and in a symmetric fashion during good and less good years. 

However, beyond a general recognition that good times, which might conceivably be defined as times characterized by a positive output gap, ought to bring forth increased fiscal consolidation and reform efforts, notably also with a view to reduce high debt levels, there are few indications as to the precise means through which this policy change could be achieved.

Although formal early warnings for deviations from the straight and narrow path during good times could be considered, increased peer pressure in the framework of the BEPG and their monitoring may well in the end be considered to be more appropriate in this context where the lack of precise definitions and data calls for a considerable amount of carefully calibrated judgement.

To put good times to good use will require a high degree of national ownership and therefore a solid national policy framework. To this end, ideas which may be novel to many Member States, but which have proven effective, are required. Since Luxembourg has consistently followed a policy of setting aside reserves from budget surpluses with a view to spending them during downturns, let me elaborate in a more detailed fashion on this topic which has until now received less attention than the more highly publicised parts of the SGP under review:

Introducing a spending rule into the Pact would remove its present asymmetry:

If the economy is above trend, the public sector is not needed as an engine of growth. As a corollary, there is a strong argument in favour of a cap on public expenditure growth, ensuring consolidation in ‘good times’ and allowing stabilization in ‘bad times’, while simultaneously shifting the focus from the revenue side to the expenditure side.

The EU member states would not be the first to introduce such a rule. In the US most federal states have spending rules in place, along with a balanced-budget requirement. 

Such a spending rule should apply to government consumption as opposed to investment. In essence, the spending rule would imply that, if growth accelerates, consumption expenditures can follow suit without ever growing faster than the economy. If the economy decelerates, public expenditures have a stabilizing effect on the economy as they are permitted to grow relatively faster. Nevertheless, if the downturn is protracted, the spending rule applies a tightening effect. And there is an economic rationale as well: the more protracted the downturn, the higher the likelihood that the economy suffers from structural weaknesses too. Thus, the rule forces governments to implement structural policies in order to avoid throwing good money after bad. 

As illustrated by fiscal policy conduct in the US and Canada, spending rules are complementary with the introduction of budget stabilization funds (‘rainy day funds’). The accumulation of assets in budget stabilization funds would be treated as expenditure, thus reducing the budget surplus. On the other hand, drawing money from the funds would be treated as revenue, not as expenditure and therefore it would not adversely affect the public sector balance.

Currently, drawing money from reserve funds is considered as expenditure and therefore worsens the public sector balance. This clearly provides a disincentive to accumulate assets during ‘good times’ and thus it contributes to perpetuate the asymmetry of the Pact.

This modification of the Pact would reconcile the two views that the 3% rule ought to be adhered to and that the 3% rule is silly. In fact, if sufficient reserves are accumulated during good times, the ESA95 deficit may well exceed 3% of GDP, under the condition that the reserve operations bring it back below 3%.

2.
Better definition of the national medium-term budgetary objective

There appears to be fairly broad support for the Commission’s view that a Union of 25 cannot afford a “one-size-fits-all” fiscal policy and that countries with low debt and sustainable public finances should be given more budgetary leeway.

Indeed, the medium-term objective of “close to balance or in surplus” has evolved in a prescriptive and restrictive way over the first years of EMU. It was first intended as a minimal benchmark designed to prevent a breach of the 3% ceiling throughout the cycle and to ensure the sustainability of public finances confronted with looming contingent liabilities in the future. It has become a uniform target which some may well feel to be a straitjacket which does not sufficiently take into account their specific present and foreseeable situation.

A redefinition of the medium-term budgetary objective, which would integrate more economic variables, could be a strong incentive for countries to seek to regain budgetary room of manoeuvre for structural reforms. Such a redefinition, which calls for a fairly sophisticated level of case-by-case appreciation, should not be hampered by too precise rules expressed in numbers. Rather, a reference to the relevant economic factors or, possibly, a list of these factors, might show the way forward to apply the medium-term objective in a country-specific perspective. 

3.
Making the debt criterion more operational

Whereas the 3% public deficit criterion has become an icon, relevant even to the general public, the 60% public debt criterion, although it is enshrined at the same Treaty level, has been pushed into the background. As the focus of attention moves to more economic than mechanic analysis of a country’s public finances and as sustainability of the fiscal position over the medium and long term is given more weight, it is generally recognised that there is an obvious link between the debt and the deficit, and that surveillance of the public debt is at least as important as surveillance of the public deficit.

However there is still some way to go to agree a framework for implementing that surveillance. One option could be to introduce a new set of numerical parameters for judging a country’s debt situation. However, considering that the discussion about the review of the Pact is precisely about moving away from purely mechanic implementation towards a higher degree of economic appreciation, this may not be the most promising approach. Rather, references should be introduced which would ensure that a quality assessment of the public debt is part of the overall judgement on a country’s public finances.

In this assessment, although the absolute level of public debt will inevitably be part of the equation, the future path of the debt is more and more seen as to be of higher relevance, since debt dynamics essentially impact on the sustainability of public finances, in the light of future costs such as those resulting from ageing populations.

4.
Improving the implementation of the EDP

The most sensitive part of the review of the Pact is dealing with possible ways to improve the implementation of the EDP; this sensitivity is of course heightened by the fact that the discussion cannot be held “à froid”, but is conducted at a point in time where a significant number of Member States are in excessive deficit. Trying to put it carefully, I believe it is fair to say that the right balance will have to be struck in a certain trade-off between the rules for starting an EDP and the rules to be applied once an EDP has been started.

Although arguments have been put forward to allow for more consideration of economic circumstances before starting an EDP, mainly by referring to the “exceptional” circumstances clause, there exists probably more sympathy for an approach which would ensure that an EDP is started automatically, but which would then allow for more judgment to be exercised within the implementation of the procedure. In this context it should be underlined that judgment, at the level of both the Commission and the Council, is perfectly called for under the existing Pact, and that the ECJ ruling has confirmed this non-mechanistic nature of the Pact. Nevertheless, some mechanistic elements, which may even in some cases have led Member States to resort to “quick fixes” rather than to sustainable reforms, will have to be reviewed. This is the case in particular for some of the time limits prescribed in the implementation rules of the Pact. Extending the deadlines and, in particular, taking advantage of the possibility to issue repetitive recommendations on the basis of article 104 (7) would go a long way towards remedying the short-term and therefore sometimes procyclical bias of the present implementation of the Pact.

Under no circumstances however should inaction by Member States be condoned; thus nobody has advocated putting into question the sanctions mechanism that is in place against recalcitrant countries. A gradual application of the available range of sanctions continues to be seen as a necessary “ultima ratio”.

5.
Taking structural reforms into account

There is a general awareness that an assessment of the quality of a country’s public finances is as much required as the surveillance of its deficit and its debt. The aim should be to better prioritise budgetary expenditures, directing public funds towards the attainment of the Lisbon goals.

Ideas put forward in this context still reflect to a large extent national preferences: while some talk in a general way of “spending for growth, for the future”, or draw the line between investment and consumption, others focus on specific reform expenditures, such as pension reforms, or focus on special situations, such as the net contributor of beneficiary status towards the EU budget, or the costs of accession or – in the case of Germany – reunification. More work has to go into a clearer definition of how and which structural reforms should be taken into account in the assessment of a country’s public finances.

It seems to be recognized however that no expenditure should be automatically taken out from the calculation of a country’s deficit.

6.
Improving governance

There appears to be a generally shared view that the working of the Pact could be improved through an enhanced cooperation between all the institutions that are involved.

Such an enhancement, which obviously has to respect each institution’s prerogatives and rules for functioning, may well require a delicate balancing between the need to have confidential exchanges of views and the necessity and usefulness of going public when applying the successive stages of the Pact’s procedures.

No mean role in improving the Pact’s governance will devolve to the President of the Eurogroup, who will now be endowed with more permanence in his tenure.

On the national level, better governance of the Pact might be achieved through a stronger implication of national Parliaments and a more efficient extension of the Pact’s rules to regional or local public finance levels, possibly through so-called national stability pacts. 

Lastly, but not least, the Pact’s working can only be credible if it relies on better, timely and reliable data. Efforts under way to strengthen the statistical underpinning of the Pact’s implementation are therefore highly relevant.

Conclusion

This quick overview of the key issues to be considered under the ongoing review of the Pact was meant to underline that there appears to be a fair amount of common ground between most Member States, roughly in line with the Commission’s September communication, which seeks to keep to a well-defined, simple and clear rules-based system, ensuring equal treatment to Member States finding themselves in similar situations. 

This analysis should by no means lead to the conclusion that a successful review of the Pact will be easy to achieve.

The Pact is a mechanism of fiscal and economic policy coordination. But it is also a legal instrument, reflecting the rules-based character of the system.

Nobody advocates changes to the Treaty articles, which form the basis of the Pact; neither the 3% deficit ceiling nor the 60% debt limit are put into question.

But although there is a general agreement that changes to the regulations governing the Pact should be kept to a minimum, it may well prove neither possible nor credible, considering that the system should remain rules-based, to restrict formal changes to the less formal legal texts, i.e. to the Council Resolution and the Code of conduct, which are an integral part of the Pact.

Any changes to the secondary legislation which is at the core of the Pact, will have to be skilfully done if agreement is to be reached on changes, which are sufficiently significant to be understandable and communicable, and to put an end to the discussion on the Pact.

The common aim of all parties to the review underway should be to strive toward such an agreement as soon as possible.
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