~ A Service of
’. b Leibniz-Informationszentrum

.j B I l I Wirtschaft
) o o o Leibniz Information Centre
Make YOUT PUbllCCltlonS VZSlble. h for Economics ' '

Budimir, Kristina

Article

Debt Crisis in the EU Member States and Fiscal Rules

ifo DICE Report

Provided in Cooperation with:
Ifo Institute - Leibniz Institute for Economic Research at the University of Munich

Suggested Citation: Budimir, Kristina (2017) : Debt Crisis in the EU Member States and Fiscal Rules,
ifo DICE Report, ISSN 2511-7823, ifo Institut - Leibniz-Institut fir Wirtschaftsforschung an der
Universitat Miinchen, Miinchen, Vol. 15, Iss. 4, pp. 53-57

This Version is available at:
https://hdl.handle.net/10419/181263

Standard-Nutzungsbedingungen: Terms of use:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen Documents in EconStor may be saved and copied for your personal
Zwecken und zum Privatgebrauch gespeichert und kopiert werden. and scholarly purposes.

Sie durfen die Dokumente nicht fiir 6ffentliche oder kommerzielle You are not to copy documents for public or commercial purposes, to
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich exhibit the documents publicly, to make them publicly available on the
machen, vertreiben oder anderweitig nutzen. internet, or to distribute or otherwise use the documents in public.
Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen If the documents have been made available under an Open Content
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten, Licence (especially Creative Commons Licences), you may exercise
gelten abweichend von diesen Nutzungsbedingungen die in der dort further usage rights as specified in the indicated licence.

genannten Lizenz gewahrten Nutzungsrechte.

Mitglied der

WWW.ECONSTOR.EU é@“}


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/181263
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

Kristina Budimir?

Debt Crisis in the EU Member
States and Fiscal Rules

The financial turmoil in September 2008 provoked an
economic downturn with a sharp slump in production,
followed by slow growth resulting in persistent high
unemployment in many EU member states. Bank bail-
outs, stabilising measures, high spending on transfers
and lower revenues increased sovereign debt in all EU
member states. With the exception of Bulgaria and
Malta, theincreaseinthedebtratioin all other member
states is also due to the sharp decline in their GDP in
2009. In some countries, GDP continued to decrease in

*ifo Institute.
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the following years, with additional negative effects on
the debtratio, especiallyin Cyprus, Greece, Italy, Portu-
gal, Spain, Croatia and the Czech Republic. Cyprus,
Estonia, Latvia, Lithuania, Slovenia, Spain, Bulgaria,
Croatia and Romania experienced an increase in the
debt ratio of over 100% since 2008 and most of the
member states are still beyond the Maastricht debt
ratio criterion of 60% of GDP (see Table 1).

The significant negative effects on public finances
triggered the introduction of additional fiscal rules at
the national level in addition to those pre-existing at
the supranational level, that were created to ensure
financial stability for EU member states like the pre-cri-
sis Stability and Growth Pact, as well as the Maastricht
Treaty and the post-crisis European Stability Mecha-
nism. But whether fiscal rules are followed largely
depends on their design and how they are institution-
ally integrated into the budgetary process. To assess
whether a fiscal rule is likely to be followed, the DG
ECFIN has constructed a Fiscal Rule Index considering

General Government Consolidated Gross Debt-to-GDP Ratio in EU Member States 2008-2016, in Percent
Excessive deficit procedure (based on ESA 2010) and former definitions (linked series)

Country 2008 2009 2010 2011 2012 2013 2014 2015 2016 2&?;/2%?6
Austria 68.4 79.6 82.4 82.2 817 81.0 83.8 84.3 83.6 222
Belgium 92.5 99.5 99.7 102.6 104.3 105.5 106.8 106.0 105.7 143
Cyprus 45.1 53.8 56.3 65.7 79.7 102.6 1075 1075 107.1 1375
Estonia 45 7.0 6.6 6.1 9.7 10.2 10.7 10.0 9.4 108.9
Finland 32.7 417 471 485 53.9 56.5 60.2 63.6 63.1 93.0
France 68.0 78.9 816 85.2 89.6 92.4 95.0 95.8 96.5 419
Germany 65.1 72.6 80.9 78.6 79.8 77.4 74.6 70.9 68.1 46
Greece 109.4 126.7 146.2 172.1 159.6 1774 179.0 176.8 180.8 65.3
Ireland 424 615 86.1 110.3 119.6 119.4 104.5 76.9 72.8 717
Italy 102.4 11255 115.4 1165 123.4 129.0 131.8 1315 132.0 28.9
Latvia 18.2 35.8 46.8 0.7 412 39.0 40.9 36.9 406 123.1
Lithuania 14.6 28.0 36.2 37.2 39.8 38.8 40.5 426 40.1 174.7
Luxembourg 14.9 15.7 19.8 18.7 22.0 23.7 2.7 22.0 20.8 39.6
Malta 62.6 67.6 67.5 70.1 67.8 68.4 63.8 60.3 57.6 -8.0
Netherlands 54.7 56.8 59.3 61.6 66.3 67.8 68.0 64.6 61.8 13.0
Portugal 717 83.6 96.2 1114 126.2 129.0 130.6 128.8 130.1 8L5
Slovak Rep. 28.5 36.3 412 437 52.2 54.7 53.5 52.3 51.8 81.8
Slovenia 21.8 346 38.4 466 53.8 70.4 80.3 82.6 78.5 260.1
Spain 39.5 52.8 60.1 69.5 85.7 95.5 100.4 99.4 99.0 150.6

EA-19* 68.6 78.4 84.1 6.0 91.4 93.7 94.2 92.1 91.1 32.8
Bulgaria 13.0 37 15.3 15.2 16.7 17.0 27.0 26.0 29.0 123.1
Croatia 39.6 49.0 58.3 65.2 70.7 81.7 85.8 85.4 82.9 109.3
Czech Rep. 28.3 336 37.4 39.8 445 449 422 40.0 36.8 30.0
Denmark 333 402 426 46.1 449 44.0 44.0 39.5 37.7 132
Hungary 71.0 772 79.7 79.9 776 76.0 752 74.7 73.9 41
Poland 463 49.4 53.1 54.1 53.7 55.7 50.2 51.1 54.1 16.8
Romania 13.2 232 29.9 34.2 37.3 37.8 39.4 37.9 37.6 184.8
Sweden 37.8 414 38.6 37.9 38.1 40.8 455 442 422 11.6
United Kingdom 49.9 64.1 75.6 813 84.5 85.6 87.4 88.2 88.3 77.0

EU-28** 60.7 72.7 78.5 81.6 85.2 87.3 88.2 86.1 84.8 39.7

*Non-consolidated for inter-governmental loans (year: bn EUR): 2009: 0.9, 2010: 21.2, 2011: 69.3, 2012: 193.4, 2013: 231, 2014: 240.5, 2015: 231.0 and 2016: 231.0.
**Non-consolidated for inter-governmental loans (year: bn EUR): 2009: 0.9, 2010: 21.2, 2011: 69.8, 2012: 196.4 and 2013: 236.3.

Source: European Commission (2017a).
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Table 2

Scores per Criterion of the Fiscal Rule Strength Index

Scores Criterion
(1) Statutory/legal base of the rule

3 Constitutional base

2 Legal act (e.g. Public finance Act, Fiscal Responsibility Law).

1 Coalition agreement or an agreement reached by different general government tiers
(and not enshrined in a legal act).

0 Political commitment by a given authority (central/local government, minister of finance).

(2) Room for setting or revising objectives: The rule...

3 cannot be changed or temporarily suspended except in well-defined situations,
i.e. escape clauses encapsulated in the document underpinning the rule.

2 can only be changed with parliamentary approval.

1 can be changed by the Government, but it is legally obliged to publicly justify its objectives.

0 can be changed by the Government at any time: the statutory base of the rule merely contains broad
principles of the obligation for the government or the relevant authority to set targets.

Average of (3) Body in charge of monitoring
a) respect of the rule

3 Independent authority (i.e. fiscal council type of institution).

2 Court of auditors (if not hosting an independent fiscal council) and/or parliament.

1 Ministry of finance or other government body.

0 No regular public monitoring of the rule (no report systematically assessing compliance).

+1 If there is real time monitoring of compliance with the rule,

i.e. if alert mechanisms of risk of non-respect exist.

and b) the correction mechanism in case of deviation from the rule

3 An independent authority (e.g. fiscal council or court of auditors endowed with appropriate mandate).

2 The court of auditors and/or parliament.

The ministry of finance or other government body.

1 No specific body in charge of monitoring the correction mechanism.

plus If there is an independent body providing or endorsing the official macroeconomic

2 and budgetary forecasts on which the annual budget is prepared.

1 or budgetary forecasts on which the annual budget is prepared.

(4) Correction mechanisms in case of deviation from the rule is/not triggered automatically (TA)
and there are/no pre-determined rules framing its nature/size (PDR) and/or timeline (TL)

4 TA and PDR and TL (automaticity entails the existence of well-defined criteria for determining
the occurrence of a deviation and activating corrective measures).

3 TA, but no PDR and/or TL.

2 Not TA, but PDR and/or TL.

1 Not TA, no PDR and/or TL, but the government is obliged to take or present corrective measures
before the parliament or the relevant authority.

0 Not TA, no PDR and/or TL, and the government is not obliged to propose or adopt corrective measures.

Sum of (5) Resilience to shocks or events outside the control of the government

1/0 Does the rule contain clearly defined escape clauses which are in line with the SGP?

1/0 Is there a budgetary margin defined in relation to the rule (i.e. the planned spending targets are set
at a lower level than the expenditure ceilings) or a safety margin linked to the MTO which is enshrined
in national legislation?

1/0 Are targets defined in cyclically-adjusted terms or do they account for the cycle in any way
(e.g. targets defined over the cycle)?

1/0 Are there exclusions from the rule in the form of items that fall outside authorities‘ control at least

in the short term (e.g. interest payments, unemployment benefits)?

Source: European Commission (2017a).
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the following criteria for every fiscal rule in force (Euro-
pean Commission (2017b)).? Initially, the Fiscal Rule
Strength Index (FRSI) is calculated taking into account
five criteria: (1) legal base, (2) binding character, (3)
bodies monitoring compliance and the correction
mechanism, (4) correction mechanisms, and (5) resil-
ience to shocks. Each fiscal rule is evaluated based on
the detailed criteria depicted in Table 2. The scores are
standardised to values between 0 and 1, and subse-
quently aggregated using an equal weighting-scheme.
These fiscal rule strength indices, which are available
for each fiscal rule in each period of time, are then
aggregated to a single comprehensive score per coun-
try per year. This Fiscal Rule Index is obtained as fol-

2 Inthe old methodology the strength of fiscal rules is calculated by sum-
ming up the scores from the following five criteria: (1) the statutory base of

therule, (2) room for setting or revising its objectives, (3) the body in charge
of monitoring respect and enforcement of the rule, (4) the enforcement me-
chanisms relating to the rule, and (5) the media visibility of the rule.

Table 3
Fiscal Rule Index, 2008 - 2015

DATABASE

lows: firstly, the fiscal rule strength indices are multi-
plied by the coverage of general government finances
by therespectiverule. Secondly, the products obtained
are summed up. If more rules apply to the same general
government sub-sector, then the rule with the higher
fiscalrules strength index score is assigned weight one,
while the second and third weaker rules obtain weights
1/2 and 1/3 respectively. The assigned weights are
mainly determined by the fiscal strength of the rule and
its coverage. This weighting is adopted to reflect
decreasing marginal benefit of multiple rules applying
to the same sub-sector of general government.

The values of the Fiscal Rule Index for the Euro-
pean Union countries displayed in Table 3 reveal the
impact of the financial crisis. Since then almost all EU
countries have enforced additional fiscal rules at the
national level besides the EU wide rules in force. Nota-
ble exceptions are the Czech Republic where the Fiscal

Country 2008 2009 2010 2011 2012 2013 2014 2015
Austria -0.04 0.26 0.26 0.34 0.51 0.51 0.51 0.49
Belgium 0.04 0.04 0.04 0.04 0.07 0.07 1.54 1.54
Bulgaria 1.34 1.34 1.34 1.75 2.03 2.03 3.87 4.10
Croatia -0.96 0.12 0.12 1.55 1.55 1.55 1.55 0.47
Cyprus -0.89 -0.89 -0.89 -0.89 -0.89 0.65 0.95 0.95
Czech Rep. -0.11 -0.31 -0.31 -0.31 -0.31 -0.31 -0.31 -0.31
Denmark 0.94 0.94 0.94 0.09 -0.58 1.04 1.56 1.56
Estonia 0.74 0.74 0.86 0.86 0.41 0.72 1.26 1.26
Finland 0.27 -0.06 -0.06 0.07 0.04 1.37 1.34 1.34
France 0.35 0.69 0.50 117 117 3.04 2.90 3.03
Germany 0.33 0.99 0.62 1.06 1.06 2.90 2.90 2.90
Greece -0.96 -0.96 -0.96 -0.96 0.66 0.66 0.77 0.77
Hungary 0.33 0.10 0.10 0.10 -0.96 -0.23 1.82 1.91
Ireland -0.76 -0.76 -0.76 -0.76 -0.76 2.08 2.08 1.95
Italy 0.07 0.15 0.19 0.22 0.22 0.26 3.50 3.53
Latvia -0.38 -0.38 -0.38 -0.38 -0.38 2.03 2.93 2.93
Lithuania 0.51 0.51 0.51 0.51 0.53 0.53 0.53 3.09
Luxembourg 1.17 1.17 0.69 0.69 0.70 1.06 1.82 2.00
Malta -0.96 -0.96 -0.96 -0.96 -0.96 -0.96 1.92 1.92
Netherlands 0.44 0.44 0.44 0.44 0.51 0.51 2.82 2.76
Poland 0.73 1.09 1.09 1.41 1.38 1.23 1.52 213
Portugal -0.21 -0.21 -0.21 -0.21 -0.07 1.37 1.49 2.43
Romania -0.48 -0.48 -0.48 -0.48 -0.48 -0.48 2.84 2.84
Sweden 1.28 1.28 1.39 1.39 1.39 1.39 1.39 1.39
Slovenia -0.96 -0.96 -0.96 -0.96 -0.96 -0.96 -0.96 -0.96
Slovak Rep. 0.00 -0.03 -0.03 -0.03 181 181 2.52 2.52
Spain 1113 1,113 1.13 1.94 2.53 2453 2.87 291
United Kingdom 1.38 -0.96 1.13 1.09 1.09 1.09 117 0.53

Source: European Commission (2017b).
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Rule Index decreased from 2008 to 2009 and remained
atthislow level (2009-2015:-0.31) and Slovenia with the
lowest index value within the EU and still stuck at its
pre-crisis level (2009-2018: -0.96). Although the Czech
Republic did not enact further fiscal rules to ensure fis-
cal discipline, its debt ratio increase of 30% since the
financial crisis is very moderate when compared to
other member states, whereas Slovenia with the lowest
Fiscal Rule Index saw the highest acceleration in its
debt ratio (+260%) amongst all EU member states (cf.
Table 1). Nevertheless both countries have still low lev-
els of debt-to-GDP ratios when compared to EU mem-
ber states like Greece, Portugal and Italy (cf. Table 1).

Schaechter et al. (2012) differentiate fiscal rules
according to the type of budgetary aggregate they seek
to control and discuss their advantages and weak-
nesses (see Table 4). As each type of fiscal rule has par-
ticular disadvantages, they are often combined to off-
set them.

Debt rulesrestrict public debt relative to GDP to an
explicit upper limit. Giving a clear-cut orientation to a

Table 4
Properties of Fiscal Rules

debt target, they are easy to comprehend. However,
compliance with them is not suitable for short-term
adjustments. Reason for this is the effect lag, i.e. the
time that austerity measures require to exercise their
effect on stock variables, like debt levels. Moreover, in
the light of mechanical debt developments that poten-
tially arise due to changing interest or exchange rates,
compliance with debt rules might not be the best-in-
formed fiscal policy advice. This is even more the case
considering the procyclical character of debt rules.
Budget balance rules are designed to directly con-
trol those variables that particularly impact the debt
ratio, as each spending needs to be compensated by a
specific revenue. They are usually under the control of
politicians, which ensures a clear link between debts
and policy making. In general, budget balance rules can
be divided into four categories: Overall balance, struc-
tural or cyclically adjusted balance, and balance “over
the cycle”. Only the latter three incorporate potential
effects of economic shocks. Yet, adjustment policies

Type of Rule Advantages Weaknesses
Debt rule « Direct link to debt sustainability +» No clear operational guidance in the short run
« Easy to communicate and monitor as policy impact on debt
« No economic stabilization feature (can be pro-cyclical)
« Rule could be met via temporary measures
(e.g., below-the-line transactions)
« Debt could be affected by developments outside the control
of the government
Budget « Clear operational guidance « No economic stabilization feature (can be pro-cyclical)
balance rule « Close link to debt sustainability + Headline balance could be affected by developments outside
« Easy to communicate and monitor the control of the government(e.g., a major economic
downturn)
Structural « Relatively clear operational guidance « Correction for cycle is complicated, especially for countries
budget « Close link to debt sustainability undergoing structural changes
balance rule « Economic stabilisation function + Need to pre-define one-off and temporary factors to avoid their

(i.e., accounts for economic shocks)
« Allows to account for other one-off
and temporary factors

Expenditure
rule

« Clear operational guidance

« Allows for economic stabilization

« Steers the size of government

« Relatively easy to communicate
and monitor

Revenuerule  «Steers the size of government

« Can improve revenue policy
and administration

« Can prevent pro-cyclical spending
(rules constraining use of windfall
revenue)

discretionary use
« Complexity makes it more difficult to communicate
and monitor

« Not directly linked to debt sustainability since no constraint on
revenue side

« Could lead to unwanted changes in the distribution of spending
if, to meet the ceiling, shift to spending categories occurs that
are not covered by the rule

« Not directly linked to debt sustainability since no constraint
on expenditure side (except rules constraining use of windfall
revenue)

« No economic stabilisation feature (can be pro-cyclical)

Source: Schaechter et al. (2012).

56 ifo DICE Report 4/2017 December Volume 15



rely on estimations, which are not easy to communi-
cate and monitor.

Expenditure rules constrain total, primary, or cur-
rentspendingin absolute terms or growth rates - some-
times relative to GDP - with a mid-term perspective
between three to five years. While debt sustainability
comprises both, the revenue and the expenditure side,
expenditure rules only account for the latter. However,
combined with other fiscal rules as those mentioned
above, they may constitute an instrument to achieve
sustainable fiscal consolidation.

Revenue rules set explicit limits on revenues and
aim to directly affect revenue collection or excessive
tax burden. As this does not consider spending related
issues, the relation to public debt is rather an indirect
one. Difficulties in the application of these instruments
arise when revenues vary substantially with the busi-
ness cycle. Moreover, revenue rules bear the risk of
operating procyclically, when for example a certain tax
revenue floor is binding in an economic downturn.

Even if fiscal rules are successful in achieving fiscal
sustainability, they bear the risk of deepening and pro-
longing recessions with undesirable effects on national
welfare. Cyclical adjustments allow to reduce these
negative pro-cyclical effects, but render the implemen-
tation of fiscal rules complicated and hence much less
effective. A further question arises with respect to the
coverage of fiscal rules (van Eden et al. 2013). All fiscal
rules implemented to date only consider explicit gov-
ernment debts, and completely disregard the even
more important factor of future government debt,
which is rising implicitly within ageing societies (Auer-
bach 2014).

REFERENCES

Auerbach, A. J. (2014), “Budget Rules and Fiscal Policy: Ten Lessons
from Theory and Evidence,” German Economic Review 15(1), 84-99.

van Eden, H., P. Khemani and R. P. Emery (2013), “Developing Legal
Frameworks to Promote Fiscal Responsibility: Design Matters,” in:
Public financial management and its emerging architecture, Washington,
DC:IMF, 79-105.

European Commission (2017a), General Government Data, General
Government Revenue, Expenditure, Balances and Gross Debt, Part II:
Tables by series, Autumn 2017,
https://ec.europa.eu/info/sites/info/files/economy-finance/
ggd_ii_autumn2017_en.pdf.

European Commission (2017b), Fiscal Rules Database, https://ec.
europa.eu/info/publications/fiscal-rules-database_en. 799-821.

Schaechter A., T. Kinda, N. Budina, and A. Weber (2012), Fiscal Rules in
Response to the Crisis - Toward the ,Next-Generation“ Rules. A New
Dataset, IMF Working Paper 12/187.

ifo DICE Report

DATABASE

4/2017 December

Volume 15

57


https://www.econbiz.de/Record/public-financial-management-and-its-emerging-architecture-cangiano-marco/10009763410
https://ec.europa.eu/info/sites/info/files/economy-finance/ggd_ii_autumn2017_en.pdf
https://ec.europa.eu/info/sites/info/files/economy-finance/ggd_ii_autumn2017_en.pdf
https://ec.europa.eu/info/publications/fiscal-rules-database_en
https://ec.europa.eu/info/publications/fiscal-rules-database_en

