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The debate about what, whether and when fi scal rules should 
be reinstated is of existential relevance for the European Un-
ion for at least two main reasons. First, the recovery is, or 
should be, a public good that governments must take care 

of (Shapiro, 2019). Previous attempts to privatise the burden 
of recovery have failed and a quick return to austerity entails 
serious economic, social, environmental, and probably po-
litical risks. Second, the European fi scal framework impacts 
much more than just the size of the budget defi cit. It infl uenc-
es defi ning aspects of the social contract, including universal 
access to healthcare, pensions, inheritance taxes and social 
mobility, youth employment and the gender divide.

As much as economists, as citizens, should contribute to the 
discussion, the problem is essentially political (Roncaglia, 
2015; Di Majo, 2020). But no fair intra-European debate can 
occur if the fi nancial stability of the euro area is not some-
what secured. This, alas, may amount to a conundrum.
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ments (Tooze, 2020) and on the ECB keeping its current 
course, any legitimate concern or debate that risks throw-
ing the bumblebee off balance – such as on the national 
uses of common funds, or on monetary policy – is instantly 
‘weaponised’, i.e. strategically abused on one side to gen-
erate market reactions, and branded as irresponsible on 
the other.

At once a trap and a hostage, the eurozone and the EU are 
stuck: the obstacles to a more stable union are political, 
but no fair political debate can occur without a fi nancial 
stabilsation because the risk of instability cripples the po-
litical debate.

A fi rst step, thus, is to consolidate some basic functional 
innovations to guarantee ‘minimal sovereignty conditions’ 
for countries to be able to represent their electorates at the 
EU tables, and for the political debate within countries to 
happen unconstrained – even when this makes them un-
popular with big fi nancial investors and credit agencies or 
other EU members. We cannot have a repetition of what 
induced Mario Monti in 2012 to agree to an incomplete 
banking union. The minimal conditions are addressed in 
this article.

The second step could amount to a new constitutional mo-
ment for the EU and lead to a reform of economic govern-
ance. The process requires free the fi scal policy framework 
from its technocratic chokehold and reconnect it to its so-
cial and political function. Obscurely estimated targets and 
benchmarks must be abandoned and the mystifi cation of 
independent fi scal authorities rejected. As much as it would 
be nice to separate the technical from the political in eco-
nomic policy, as auspicated by the European Fiscal Board 
(2019), it is simply impossible and usually a strategy to fa-
vour interests that do not command democratic support. A 
better option, as a recent proposal by the Macroeconomic 
Policy Institute (IMK, 2020) of the Hans-Böckler-Stiftung 
suggests, is to set up tables of discussions between ex-
perts, political representatives and the social partners. The 
second and fi nal section of this article discusses some re-
cent proposals for a reform of the Stability and Growth Pact 
and possible alternatives. In particular, I argue that it is nec-
essary to drop the idea of a trade-off between sustainability 
of public fi nances and macroeconomic stabilisation, and 
that any rule must take into account the asymmetric prob-
lems posed by membership in a monetary union without 
fi scal transfers. I re-state the merits of a budget structure 
based on large built-in automatic stabilisers, which can be 
agreed up on in advance and then left alone to do their job 
over the cycle, accompanied by a separate capital budget 
for long-term investment plans with a full employment and 
other social and environmental targets that can, ex post, 
create the savings that guarantee sustainability.

Circumstantial actions have so far allowed the eurozone 
bumblebee to keep fl ying. But key factors of fragility are 
entrenched in its architecture. If the risks associated with 
a monetary union without fi scal transfers have been high-
lighted for a long time,1 some additional factors were intro-
duced during and after the debt crisis of 2010. In fact, what 
was a lost decade for growth, was a productive decade in 
terms of legislative innovation both nationally and at the EU 
level (Costantini, 2017; Clency, 2019).

Some innovations came from a functional, but far from un-
controversial, expansion of the pre-existing rules. Those 
were, if belated, often vital to the survival of the euro and 
include the ECB public bonds purchasing programmes. In 
contrast, the more political evolution seemed to push in an 
opposite destabilising direction, as were the private sec-
tor involvement, and the establishment of an incomplete 
banking union. The fi scal constraints were tightened and 
forced upon some member countries as a condition for ac-
cessing the rescue programmes. All of these reforms took 
advantage of and then reinforced a pecking order among 
the member countries, ultimately establishing austerity as 
a common social and political project (Truger, 2013; Storm 
and Nastepaad, 2016). Nationally, most countries under-
went regressive reforms of public spending – especially of 
pensions, healthcare and other social policies – and the la-
bour market.

While destabilising, this restriction of national policy auton-
omy has not established institutions capable of providing 
prompt response to crises. With the exception of the ECB, 
only intergovernmental action can do that, which helps 
shape the debate as a clash of national interests. Even if 
the current crisis has opened up possibilities previously 
unimaginable, the negotiations at the July heads of state 
meeting proved to be diffi cult, revealing how maintenance 
or acquisition of national privileges are prioritised over 
common solutions. Meanwhile, the European Parliament 
was essentially silenced (Bordignon, 2020).

Crucially, the agreed measures, including the temporary 
suspension of some ECB and SGP constraining rules and 
the provision of additional funds for recovery, do not miti-
gate the risk associated with the EMU architecture that still 
exposes its members and their banking systems to poten-
tially devastating liquidity and solvency risks (Ferguson 
and Kane, 2020). Proof is the continuous capital fl ight out 
of Italy recorded on the Target 2 system, which has intensi-
fi ed since the beginning of the pandemic (Minenna et al., 
2018). In this situation, in which avoiding fi nancial panic 
depends on a shaky agreement between current govern-

1 Godley (1992), Goodhart (1998), Parguez (1999), and Simonazzi and 
Vianello (1999).
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Figure 1
Employment in Portugal, 1993-2019

Source: AMECO.
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nies (especially in the export sector) to workers (Weeks, 
2019).

During that time, the rating agencies repeatedly down-
graded the country’s bonds, eventually to junk, generating 
further tensions and effectively closing Portugal’s access 
to market fi nance. Its growth rate was negative for two con-
secutive years. The unemployment rate reached 16.4% in 
2013, just as a mass emigration started which, together 
with the increase in discouraged workers, contributed to 
contain unemployment fi gures (Figure 1). Portugal still (be-
fore the burst of the pandemic) payed a larger share of out-
put in interest than it did in 2010.

Unfortunately, Draghi’s expression of commitment and 
the subsequent quantitative easing (QE) programmes did 
not always prevent market tensions, arising from intra-EU 
political disputes, from suddenly affecting yields, nor were 
they suffi cient to close the spreads. Part of the reason 
is the capital key rules and the fact that the ECB always 
seems to act discretionally and at the limit of legitimacy. 
For instance, recently, the newly appointed president 
Christine Lagarde’s ‘slip’ reminded the world that the ECB 
could change its stance at any time.

This discretion is not denied and actually positively viewed 
by many at the ECB such as ECB board member Isabel 
Schnabel (2020), who recently reassured us that “sover-
eign bond markets are still performing their disciplinary 
role, in spite of the ECB’s asset purchases.” In fact,

Although interest rates have fallen broadly across ad-
vanced economies in recent years, risk premia in euro 
area sovereign bond markets have not disappeared. To-
day, for example, 10-year yield spreads on Italian gov-
ernment bonds over their German equivalents are high-

The challenge is existential: In a world ravaged by a pan-
demic, an export-led growth strategy is simply not feasible 
(United Nations Conference on Trade and Development 
[UNCTAD], 2020). As the euro appreciates, the eurozone 
members, especially Germany, France and Italy, must rise 
to the challenge and contribute to global development as 
engines of growth rather than subtract resources, savings 
and people from the rest of the world.

Minimal sovereignty conditions: The ECB as a lender 
of last resort and the reform of the banking union

The European debt crisis revealed – once again – how cen-
tral bank policies are crucial to protect the national fi scal 
space from self-fulfi lling prophecies of debt unsustain-
ability. Speculative appetite can nullify the most ‘respon-
sible’ action on the part of governments, whatever that 
is believed to be. This, of course, raises questions about 
the political role of monetary policy institutions and on the 
meaning of their ‘independence’.

The direct trigger of the European debt crisis was the dis-
proportionate rise in the public debt burden of some small-
er peripheral economies of the eurozone, due to the failure 
of member countries to share responsibility for stabilising 
the national banking sectors in 2008 and 2009. But it was 
the ECB architecture and policy orientation, that prevented 
it from being the lender of last resort and induced Trichet to 
prematurely raise interest rates, which actively produced 
instability, creating the opportunity for a speculative attack 
that pushed the yields to unsustainable heights. Even at 
that point, the central bank was unable and unwilling to act 
to normalise market pricing, by purchasing the bonds her-
self. It was then that fi nancial contagion also hit countries, 
such as Italy, whose debt had not changed in a signifi cant 
way, as a proportion to GDP, during the crisis.

In fact, the post-2010 European ‘rescue’ programmes were 
based on the idea that austerity would reassure the mar-
kets, but not only did they fail to reduce the spreads, they 
also crippled the economy. By the time Draghi pronounced 
his famous “whatever it takes”, the peculiar European dou-
ble-dip recession was already well underway and bound to 
leave permanent scars on the welfare and demographics 
of the hardest hit regions.

For instance, Portugal asked for a bail out on 11 April 2011. 
The ‘Troika’ required commitment to a programme to cut 
defi cits by more than six percentage points in three years, 
which included extensive privatisations, a forced reduc-
tion of the public and private employee compensation as 
well as of pensions, VAT and income tax increases, cuts 
to all social services and transfers, and a shift of social 
contribution security burden away from selected compa-
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ber countries remained responsible for protecting savers, 
hence maintaining the risk of a doom loop between bank-
ing and a sovereign debt crisis. Furthermore, the resolution 
process requires that a fi xed portion of the uninsured as-
sets be used to absorb the losses (bail in). The decision was 
taken only after many European countries had extended un-
precedented fi nancial support to their national banks, thus 
signifi cantly distorting competition. With holders of subor-
dinated bonds suddenly facing higher risks, the measure 
triggered a bank run, intensifying otherwise manageable 
diffi culties that banks were facing. The rigidity of the bail-
in rule is rather unique in the international landscape and 
its fi nancial convenience has been questioned even by the 
International Monetary Fund (2018).

If the second pillar created risks where there were none, the 
fi rst pillar made sure that the pre-existing high systemic risk 
from some of the larger banks in the area would grow unde-
tected. In fact, not only does the common banking super-
vision system cover various national banking systems very 
unevenly, it also crucially downplays and underestimates 
market risk (linked to fi nancial activity), putting a much 
greater emphasis on credit risk (Kane, 2017; Biondi and Del 
Barrio, 2019).

In the words of the Chair of the European Central Bank’s 
Supervisory Board himself, Andrea Enria (2019):

The banking union has been successful in promoting a 
more resilient banking sector. But it is still failing to deliv-
er an integrated domestic market for banking business. 
Rather than smoothing idiosyncratic shocks to individual 
Member States, the banking sector still operates as a 
shock amplifi er.

Hence, if a broad reconsideration of the principles behind 
the structure of the banking union and supervisory mecha-
nisms is needed, at a minimum, the third pillar should be in-
stituted to guarantee the “minimal sovereignty conditions” 
necessary to even begin such discussion. Given the obvi-
ous system risks that the absence of the third pillar poses, 
its institution should be considered a mere functional inno-
vation.

That might be controversial, but the challenge is not new 
to European institutions. In fact, the acceptable limits of 
‘functional’ innovation in monetary policy have also been 
repeatedly questioned by the German Constitutional Court, 
which claims that the ECB’s decisions regarding the QE 
were taken beyond the powers granted. In the most recent 
decision, which re-states the prerogative of member states 
to conduct a judicial review of the ECB’s policies, the Court 
demanded that the ECB provide further information to as-
sess if the second QE programme violates the democratic 

er than when the ECB started to purchase government 
bonds in early 2015. They also remain responsive to idi-
osyncratic news. The marked response of Italian sover-
eign bond yields to the 2018 episode of political insta-
bility, which by the way was not countered by monetary 
policy, underlines the disciplinary role played by fi nancial 
markets. (Schnabel, 2020)

Of course, we are left in the dark about why Italy, which has 
primarily run budget surpluses since 1995, except in 2009, 
and has not once defaulted on debt payments in its entire 
history, does not qualify as a credible borrower as much as 
Germany, Portugal or the Netherlands (Cesaratto and Zez-
za, 2018; Storm, 2019). We are also left wondering how the 
concept of political instability is defi ned, if not as ‘whatever 
upsets fi nancial markets’.

But what Schnabel said is nothing new; it is written down 
in the Treaties. The statute of the ECB and its restrictive 
mandate were designed precisely to regulate member 
states with respect to their fi scal policy; that is, to allow the 
fi nancial markets to orient fi scal choices by determining the 
space within which they can move. This idea presumes that 
the markets are effective at pricing correctly and ultimately 
resolve risk differentials by directing capital fl ows; this also 
ignores or downplays the possibility of speculation. After 
the debt crisis, the ECB has not been able to ignore that 
possibility altogether but, as Schnabel’s speech indicates, 
it still considers it an exception.

On the contrary, price movements have represented a risk 
in themselves, largely independent of real conditions: spec-
ulative thinking lies at the heart of how fi nance works (Lin-
cei, 2020). After all, it was speculation that allowed large im-
balances between core and periphery to accumulate during 
the 2000s, which ultimately became unsustainable, causing 
a major bank crisis in Spain, Portugal, Ireland and Germany 
– but not in Italy (O’Connell, 2015).

Indeed, the entire eurozone system is based on the idea 
that freedom-limiting moral hazard comes from the state, 
not the market (Buchanan and Wagner, 1977). In practice, it 
is geared towards letting speculation strive. A perfect case 
in point is the banking union which, in 2012, was presented 
as a three-pillar project that would allow for the recovery 
and full integration of the European banking system. It in-
cluded a common supervision system, a procedure for res-
cue or resolution of banks in crisis, and a common insur-
ance on deposits. In reality, “the banking union generated 
huge asymmetries and unfair competitive conditions across 
the Eurozone” (Giacchè, 2017), furthering fragmentation.

First, the failure to this day to institute the third pillar, i.e. 
the European insurance on deposits, implied that mem-
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sult from fi scal expansion (see IMK, 2020, for a review of the 
fl aws). They are founded on the assumption that actual out-
put, with its cyclical fl uctuations, naturally gravitates around 
a normal or potential level that is supply-determined, that 
is, it does not respond to changes in demand. However, in 
practice, this unobservable potential output is calculated 
as more or less sophisticated average, thus itself moving 
with the cycle and absorbing fl uctuations in actual output 
which are then attributed to changes in the supply-side fac-
tors (Palumbo, 2013; Heimberger and Kapeller, 2017). This 
explains why in the EU, discussions on cyclically adjusted 
budgets have reached, as we know, grotesque dimensions, 
with unemployment rates above 20% considered normal. 
Already in April, the European Commission has revised 
downwards the estimates of potential income for member 
countries, therby reducing the fi scal space that it considers 
to be non-infl ationary in 2021 (Heimberger, 2020).

In addition to their poor technical performance and their 
macroeconomic failure, the severe fi scal supervisory pro-
cedures have intensifi ed instability ‘mechanically’ with 
abrupt admonishments of the national governments, often 
in the form of recurring letters that create fi nancial tensions 
and political pressure (Costantini, 2018).

An even more fundamental problem exists: in a monetary 
union, with countries with different levels of infl ation, pro-
ductivity and industrial specialisation, symmetric budget 
constraints can hardly be appropriate (Irvin and Izurieta, 
2011; Horn and Watt, 2017).

But the other reason for the adoption of the Stability and 
Growth Pact was the mere fact that the much sounder al-
ternative, i.e. the creation of a fi scal union, was not politi-
cally acceptable. In addition, the presence of an ‘external 
constraint’ proved useful for governments implementing 
unpopular austerity reforms. Even today, the legitimate con-
cerns about the use each country makes of the common 
recovery funds could be solved by giving more power to the 
Parliament and putting it in charge, in a federal setting, of 
a bigger budget, but national pressures prevent that out-
come. It is unclear whether the creation of a fi scal union can 
be postponed for much longer. But, for now, the Stability 
and Growth Pact is still seen as a necessary compromise.

In the face of widespread criticisms about its formulation, 
however, the Commission initiated a review process and as-
signed the European Fiscal Board the task of producing a re-
port. The 2019 report (European Fiscal Board, 2019) starts with 
the premise that a trade-off exists between debt sustainability 
and macroeconomic stabilisation and envisages a simplifi ed 
set of rules and a recommendation to set up an independent 
fi scal authority. The recommended rules include a ‘fi scal an-
chor’ corresponding to a debt-to-GDP ratio and a declining 

principle by which fi scal policy is a national responsibility 
(Righi, 2020).

The German Court’s ruling is appropriate in so far as it 
poses the question of monetary and fi scal sovereignty in 
political and constitutional terms. Unfortunately, it puts the 
cart before the horse. As conceived from the outset in the 
eurozone, monetary policy is not neutral with respect to fi s-
cal policy, but aims at infl uencing it with action that is inde-
pendent only in accordance with a specifi c economic the-
ory, i.e. independent from elected bodies and reliance on 
the markets’ less-than-perfect risk assessment. No govern-
ment is sovereign in absence of a lender of last resort that 
follows an explicit mandate to protect the fi scal and political 
space and, hence, no fair intra-European discussion can 
occur without such an explicit commitment from the ECB.

Reform of the Stability and Growth Pact

In March of this year, the Stability and Growth Pact was 
temporarily suspended to allow for extraordinary budget 
defi cits during the COVID-19 crisis. However, the spectre of 
a reinstatement looms over the EU, affecting the choices 
that governments make today.

The economic rationale for the institution of the Stability 
and Growth Pact in 1997 was well explained by Isabel Sch-
nabel (2020), in the same previously mentioned speech:

The Stability and Growth Pact was designed to ensure 
that governments would pursue sound fi scal policies 
and that public debt would remain low and stable, or at 
least converge to such levels in a gradual and credible 
manner. The fi scal framework of the European Union 
was meant to shield the ECB from fi scal dominance and 
protect its independence.

What Schnabel did not say is that the SGP failed its purpose.

With the ECB forced to resort to unconventional policies, 
the European fi scal framework induced pro-cyclical budg-
etary measures that reduced growth, increasing unemploy-
ment and reducing tax receipts, and intensifi ed inequality, 
with negative effects on the capacity to reduce the debt-to-
GDP ratio and on the capacity of the ECB to reach the infl a-
tion target. In the past decade, countries in the Southern 
periphery experienced a dramatic impoverishment (Celi et 
al., 2015). Germany – if compared, for instance, with the US 
– had a disappointing economic performance and, in 2019, 
was already on the brink of a contraction.

European fi scal rules are fl awed in many respects; the es-
timates that they are based on need constant revision and 
deny, by assumption, that lower debt-to-GDP ratios can re-
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As a form of fl exibility, the suggested new framework 
would allow for a series of escape clauses that guarantee 
the unconstrained ability to spend during an emergency, 
such as the one we are living. This is consistent with the 
neo-Keynesian recipe for timely, targeted and temporary 
fi scal expansion (Bernanke, 2008). However, it is precisely 
underspending in normal times that produces more violent 
cycles and intensifi es the need for discretionary spend-
ing which often cannot quickly compensate for a lack of 
investment over time. A perfect case in point is the current 
crisis, which exposed underfunding of the health care fa-
cilities (Prante et al., 2020).

In that regard, European fi scal rules have led to a conse-
quence that would seem paradoxical. Designed originally 
to minimise discretion, they actually induced a reduction of 
the built-in counter-cyclical budget elements, such as tax 
progressivity, social transfers and buffers, precisely so that 
the budget defi cit would tend to increase less in response 
to downward income fl uctuations. Similarly, permanent 
programmes, such as health care and education, which 
are countercyclical in the downward part of the cycle, were 
a favoured target of austerity. Hence, a reform of the Stabil-
ity and Growth Pact should take its initial vocation seriously 
and de-emphasise reliance on discretionary spending 
in favour of stronger automatic stabilisers and farsighted 
plans that will smooth the cycles and reduce the need for 
extraordinary defi cits.

Of course, the economy does not normally oscillate around 
its optimal state, and crises can have long-term negative 
effects on growth. Hence, automatic stabilisers alone can-
not guarantee that the path to full employment is main-
tained (Costantini, 2015). For this reason, the idea of a 
golden rule for public investment (Truger, 2016; IMK, 2020), 
which would exempt it from the restrictive defi cit targets, 
should be seriously considered. In an entirely new fi scal 
framework, however, countries could be asked to institute 
separate capital investment budgets2 with a full employ-
ment and other targets.3 In other words, the capital budget 
should be allowed to run a defi cit until they achieve full em-
ployment, as well as a carbon footprint reduction target or 
any other preferred social or environmental objective. In 
the meantime, a process of EU-wide harmonisation should 
help re-orient European policies from self-defeating com-
petition over labour costs or tax rates into a mutually ben-
efi tting coordination. In this framework, there would be no 
need for an expenditure rule, as the current budget would 
balance over the cycle.

2 See for instance Myrdal (1939), Kregel (1985), Seccareccia (1995).
3 Others suggested the reform and involvement of the European Invest-

ment Bank (Arestis et al., 2001; Watt, 2016).

path towards it, and an ‘indicator of fi scal performance’, that 
is a ceiling on the growth rate of net (non-cyclical) primary ex-
penditures for countries with debt in excess of 60% of GDP.

Concretely, the growth rate of the expenditure ceiling 
would be capped by the trend rate of potential output 
growth … Member States with a debt ratio below 60% of 
GDP would not be subject to a net expenditure ceiling, but 
would still have to observe the 3% defi cit. (European Fis-
cal Board, 2019, 88)

Naturally, the impact of this set of rules would depend on var-
ious details, such as how potential output is estimated and 
the timeframe for the debt ratio reduction. The report itself 
notes some caveats:

To bring about a convergence to the 60% of GDP debt 
norm in the Treaty over a relatively short time span of, say, 
15 or 20 years (as envisaged in the current rule) … Italy 
and Portugal would have to run primary budget surpluses 
… in the order of 4-5% of GDP over a decade or more. 
(European Fiscal Board, 2019, 89)

Ultimately, struggling to fi nd a solution to the asymmetric 
burden that debt reduction requires of different member 
countries, the Board envisages shifting to a procedure of 
country specifi c assessments and recommendations, with 
the involvement of technical institutions.

Unfortunately, the report’s suggestions do not seem to dis-
tance themselves fundamentally from the current rules. For 
instance, the idea that countries with debt-to-GDP ratios 
higher than 60% should spend less in order to reduce it re-
mains foundational to the plan.

Several objections can be raised: for instance, that the 60% 
threshold is arbitrary (Pasinetti, 1998). Moreover, there is no 
macroeconomic basis for arguing that a ratio should reduce 
rather than simply stabilise, in a country issuing debt in its 
own currency, with a lender of last resort (Blanchard, 2019). 
But even if there were such a need, an expansionary fi scal 
policy is the fastest way to achieve that goal (Ciccone, 2013; 
UNCTAD, 2020). And actually the countries that have the 
highest debt ratio at the moment are, with the exception of 
France, those that implemented the harshest austerity in the 
past ten years, which caused a deterioration of the quality of 
the public services offered and of the productive capacity: 
they are the countries that should be spending the most.

The report, moreover, remains mute about the lack of tax 
harmonisation in the EU that makes it diffi cult for countries 
to increase tax rates on some categories of incomes and 
wealth, and induces privilege to spending cuts, with regres-
sive consequences.
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