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Reflections on the Stability and Growth Pact’s Preventive Arm in

Light of the COVID-19 Crisis

Over the last decade and in light of the past great finan-
cial crisis, the EU’s fiscal framework has been modified
in many respects. One major modification with mate-
rial consequences for the euro area’s aggregate fiscal
stance pertains to the introduction in 2015 of a so-called
matrix of fiscal adjustment requirements under the pre-
ventive arm of the Stability and Growth Pact (SGP).! For
countries that have not achieved their medium-term
budgetary objectives, these fiscal adjustment require-
ments need to feed into their budgetary planning for the
next year. Importantly, the matrix has also become the
guiding post for adjustment requirements in countries
with high government debt ratios, de facto replacing the
application of the SGP’s debt rule, which had been in-
troduced with the six-pack and two-pack regulations in
2011.
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1 On 13 January 2015, the European Commission issued a Commu-
nication on “Making the best use of the flexibility within the existing
rules of the Stability and Growth Pact”, which entered into force with
immediate effect.
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By the end of 2019, all euro area member states were
subject to the SGP’s preventive arm. As the devastating
COVID-19 shock hit Europe, however, they were allowed
to deviate from the fiscal adjustment requirements that
would normally apply thereunder, and for the first time
since it was introduced in 2011, the SGP’s general es-
cape clause was activated. Although deployed indepen-
dently, this has allowed fiscal and monetary policy to
counteract the economic impact of the pandemic in a
mutually reinforcing manner. Once the economies have
sufficiently recovered, the important fiscal support pro-
vided during the crisis will need to be withdrawn and
government debt must be reduced.

This article argues that the application of the SGP’s
preventive arm matrix should cease to be the reference
point for such future fiscal adjustment. Among others,
the matrix is a reflection of the many inconsistencies
in the EU’s fiscal framework that have built up over the
years. These need to be addressed within the upcom-
ing so-called economic governance review to support
a sustained recovery from the deep coronavirus crisis.
The shortcomings identified in this article also speak
in favour of shifting the EU’s fiscal framework towards
government debt as an anchor, something that is ad-
vocated frequently in the debate on SGP reform. From
a central bank perspective, it will be particularly impor-
tant that a future reform of the fiscal framework internal-
ises the important interactions between monetary and
fiscal policies as well as considerations related to the
overall macroeconomic policy mix.

The SGP’s preventive arm matrix
As shown in Table 1, the SGP’s preventive arm matrix

modulates countries’ fiscal adjustment requirements for
the next year according to the output gap, i.e. the dif-
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Table 1
Matrix specifying the annual fiscal adjustment
requirements under the SGP’s preventive arm

Required fiscal adjustment
(in percentage points of GDP)

Debt < 60% of Debt > 60% of
GDP and no GDP or

Condition sustainability risk sustainability risk

Exceptionally Real growth <

No adjustment needed

bad times OorOG<-4
Very bad times -4<0G<-3 0 0.25
Bad times -3<0G<-1.5 0ifgrowthbelow 0.25if growth be-

potential, 0.25 if
above potential

low potential, 0.5
if above potential

>0.5[0.6]

>0.75 if growth
below potential,
>1 if above
potential

Normal times -1.5<0G<15 0.5

Good times 0G=>15 > 0.5 if growth
below potential,
>0.75 if above

potential

Note: ‘OG’ refers to output gap.

Source: Stability and Growth Pact, Code of Conduct.

ference between real GDP and potential output, and
whether the government debt-to-GDP ratio is above or
below the Maastricht Treaty’s reference value of 60% of
GDP. Specifically, the requirements for the budget year
t+1 are set in spring of year t. Compliance with these re-
quirements is reviewed in spring t+2 based on outturn
data. The partitioning of the business cycle and the out-
put gap as well as the resulting adjustment needs for the
structural balance are highly granular. As a result, small
decimal-point changes in output gap estimates can be
associated with a difference in a country’s annual struc-
tural adjustment requirement of a quarter percentage
point of GDP.

Problems for policy guidance based on the matrix
The unobservable output gap

The steering of countries’ fiscal stance in the EU’s fiscal
framework based on the unobservable output gap — the
key element of the matrix — is prone to making policy mis-
takes in real time (Kamps et al., 2014).

Several analyses have shown that in favourable (weak)
economic times, unobservable potential output tends to
be over(under-)estimated and the output gap under(over-)
estimated. As a consequence, in real time, postulated fis-
cal adjustment requirements risk being smaller (larger)
than what the matrix would prescribe for the actual posi-
tion in the cycle. For the period 2007-19, the output gap
as measured by the Economic Policy Committee’s com-
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Figure 1
Revisions to the AMECO output gaps, real time
versus ex post, 2007-19
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Source: AMECO, own calculations.

monly agreed methodology? (European Commission,
2014) has been underestimated by on average two-thirds
of a percentage point (Figure 1).> Consequently, with the
benefit of hindsight, fiscal adjustment requirements over
this period should have been higher on average, notably
by way of building higher fiscal buffers in good economic
times.*

The granularity of the matrix’ recommendations for fiscal
adjustment and the associated fine-tuning of the fiscal
stance based on the unobservable output gap adds a lay-
er of unreliability to the policy prescriptions.® To illustrate

2 The Economic Policy Committee’s Working Group on Output Gaps has
the mandate to improve on the methodology, which is frequently hap-
pening, such as the recent introduction of a so-called plausibility tool.

3  When looking only at the period since the inception of the matrix, the
average underestimation of the output gap in real time rises to three-
quarters of a percentage point. As Figure 1 shows, the forecast er-
ror is captured as the difference between the output gap estimate for
year t as put forward in autumn t-1 and the ex post output gap outturn.
Capturing the forecast error as such implies that at least a small part
refers to possible errors made in forecasting developments in GDP.

4 Due to a so-called freezing principle, countries are shielded from the
need to deliver after the finalisation of the budget year an additional
structural adjustment in case the ex post estimate of the output gap
would have warranted a higher adjustment. In contrast, in case the
output gap turns out worse than expected, the adjustment require-
ment declines ex post.

5 The European Commission has shown evidence of such misspeci-
fications of policy advice in real time resulting from the choice of a
“wrong” matrix category for a number of years and countries, though
it considers that these have not been broad-based across its own
forecast vintages. See for details European Commission (2018) on
the review of the flexibility under the Stability and Growth Pact, which
captured the years 2000-17.
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Figure 2
Output gap estimates: European Commission versus
IMF, 2007-21
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Notes: The bars capture the number of euro area countries in percent of
the total, for which the European Commission’s and the IMF’s forecasts
of output gaps fall into a different category under the SGP’s preventive
arm matrix and would thus tend to imply different structural adjustment
requirements.

Sources: European Commission Spring 2020 Economic Forecast and
IMF World Economic Outlook, July 2020.

this point, Figure 2 compares the measures of the euro
area output gap over 2007-21 as prepared by both the Eu-
ropean Commission and the IMF. For the period 2007-19,
for which ex post data are available, the output gap esti-
mates of both institutions are closely aligned. As ex post
data on real GDP should be broadly the same for both
institutions, differences in ex post output gaps should
solely reflect differences in potential output estimates.
Notwithstanding the closely aligned potential output gap
estimates during 2007-19, the fiscal adjustment that both
institutions would have prescribed the individual euro ar-
ea countries to deliver according to the matrix would have
differed widely. As the grey bars indicate, if the institu-
tions’ policy advice would have been given based on their
ex post estimates of the output gap, the policy guidance
that both institutions would have issued based on the ma-
trix for 2019 would have differed for 60% of the euro area
countries. This risks undermining countries’ ownership of
recommendations for fiscal adjustment under the EU’s
policy framework.

Governments’ responses to the COVID-19 shock

Governments’ responses to the unprecedented shock
and the recovery from the coronavirus pandemic make it
even more difficult to gauge the unobservable output gap
in real time over the medium to long term.

As the COVID-19 crisis hit, European governments en-
acted economy-wide lockdowns, the impact of which on
potential output is very difficult to capture. One extreme
interpretation is that the temporary lockdown of an econ-
omy does not affect its full production capacity as factors
of production remain in place. For example, in most coun-
tries, short-time work schemes have allowed workers to
maintain ties with their employers. The other extreme in-
terpretation is that a large part of the factors of production
have become unavailable during the lockdown, implying
a sizeable decline in a country’s productive capacity. The
choice of interpretations or a mixture thereof has direct
consequences for the assessment of an economy’s cycli-
cal position.®

As Figure 2 indicates, the European Commission and the
IMF had very different assessments in mid-2020 of the
pandemic’s impact on the euro area’s potential output.”
According to the European Commission, potential output
is gauged to decline only marginally in 2020, giving rise
to a large negative output gap estimate. In contrast, the
IMF estimates potential output to decline rather strongly
as a result of the pandemic with in a comparably smaller
size of the negative output gap. Actually, however, risks
of mismeasurement of the output gap during the acute
phase of the COVID-19 crisis will not immediately trans-
late into potentially inadequate structural adjustment re-
quirements according to the matrix. This is because the
SGP’s general escape clause will remain in place at least
in 2020. However, the difficulty with assessing the extent
to which the COVID-19 shock and the associated excep-
tionally high degree of uncertainty translates into lasting
scars and thus lower potential output in the long run will
prevail. This will undermine the meaningfulness of granu-
lar adjustment requirements over the coming years.

An additional factor undermining the quality of the ‘stand-
ard’ methods of gauging potential output over the medium
term relates to the difficulties of assessing the impact of
the EU’s unprecedented measures in support of the re-
covery from the COVID-19 shock. On 17-21 July 2020, the
European Council agreed on an EU recovery package,
called Next Generation EU, worth up to €750 billion. For
the euro area as a whole, this package will provide size-
able financial support of almost 5% of GDP over the period
2021-26 (when measured in 2018 prices). At the heart of

6 See for details a forthcoming article in ECB’s Economic Bulletin
(2020).

7 It should be noted that the European Commission Spring 2020 Eco-
nomic Forecast was released in May, i.e. at an earlier stage of the pan-
demic than the IMF’s projections, which were released in July 2020.
In an updated forecast released in July, the Commission pointed to a
deeper than initially expected economic downturn following the pan-
demic. This forecast, however, does not entail updates of potential
output and output gap estimates.
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Figure 3

The EU’s Recovery and Resilience Fund: Implications
for the euro area, 2021-26

in % of GDP
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Sources: Council conclusions on Next Generation EU, European Com-
mission Spring 2020 Economic Forecast, own calculations.

this recovery package is the EU Recovery and Resilience
Facility (RRF), which makes up about 90% of total financial
support. The RFF is intended to finance investment and
structural reforms in the EU, with a major focus on support-
ing a transition towards greener and more digital econo-
mies. The setting in place of the RFF is associated with two
imponderabilities for the measurement of the output gap.
On the one hand, some countries are expected to receive
a large amount of additional resources for government in-
vestment in a short period of time. For example, over the
period 2021-26, Italy and Greece could receive each year
financial support for additional investment of around 2%
and 3% of GDP, respectively (see Figure 3). This implies
that these countries could potentially double the public
gross capital formation compared to the average of the
past five years prior to the COVID-19 crisis. It will also be
difficult to capture exactly how these additional resourc-
es will translate into higher potential output. This is all the
more so as it is not yet clear to what extent the RRF will be
used for additional investment and increase potential out-
put accordingly, or rather replace existing capital spending
plans. On the other hand, the intended shift towards more
digital economies implies that a larger share of investment
will be intangible. Such intangible investment is difficult
to capture with traditional measures. Some literature has
already pointed out that potential output — and negative
output gaps accordingly - might be underestimated due
to an increasing share of intangibles that are not captured
by standard measures of potential output (Anderton et al.,
2020). The difficulties of capturing such structural changes
in an economy - and thus the size of the output gap - call
for further caution with respect to resting fiscal policy guid-
ance granularly on the unobservable output gap.
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Inconsistencies in the EU’s fiscal framework

The SGP’s preventive arm matrix is a reflection of a major
inconsistency in the EU’s fiscal framework. As it stands,
the anchor of the EU’s fiscal framework is countries’
medium-term budgetary objective, which for signato-
ries of the fiscal compact is defined as a nearly balanced
budget in structural terms. If countries were to achieve
such a balanced budget and maintain it over the long
term, government debt-to-GDP ratios would theoreti-
cally converge to very low levels far below the Maastricht
Treaty’s threshold for government debt of 60% of GDP.
This is in contradiction with the SGP’s debt rule, which is
supposed to steer countries with high government debt
towards but not below the Maastricht threshold. Given
that the SGP’s debt rule has been de facto replaced in
the past years by (broad) compliance with the preventive
arm, the matrix requirements also pertain to countries
with high government debt ratios. Consequently, the ma-
trix can imply fiscal adjustment requirements that may be
counterintuitive from the viewpoints of fiscal sustainabil-
ity and stabilisation. Figure 4 illustrates information on
the euro area countries in terms of different aspects. The
colour coding reflects the European Commission’s latest
overall assessment of countries’ debt sustainability, with
risks rising with higher government debt-to-GDP ratios
(European Commission, 2020a). The triangles refer to the
structural adjustment requirements that countries would
have needed to deliver in 2019, ex post, under the SGP’s
preventive arm.® The following are conclusions that can
be drawn from Figure 4.

The matrix is a reflection of the fiscal framework’s insuf-
ficient provision of room for stabilisation in countries with
low government debt ratios. Notwithstanding low risks to
government debt sustainability and sizeable fiscal space
towards the Maastricht debt threshold, these countries
need to deliver fiscal adjustment towards the SGP’s
anchor, i.e. the medium-term budgetary objective. For
example, although Estonia posted a government debt-
to-GDP ratio of below 10% of GDP in 2019, the matrix
foresees a tightening of the structural balance of 0.5% of
GDP. This was actually larger than the zero adjustment
needed in some countries with very high debt ratios,
which had achieved their medium-term budgetary objec-
tive, such as Cyprus and Greece. Overall, the constraints
on fiscal policies for countries with low government debt
limit the euro area’s capability to provide needed fiscal
support in times of low growth and inflation.

8 For this purpose, a few simplifying assumptions are made, see the
note in Figure 4.
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Figure 4
Government debt-to-GDP ratios and output
gap-based structural effort requirements, 2019
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Notes: The structural effort requirements reflect the adjustment require-
ments that would have applied in retrospective had the matrix been ap-
plied, though with the following limitations: (i) the adjustment require-
ments may be lower for countries for which the ex-ante adjustment re-
quirements relate to a lower output gap and associated smaller require-
ments; this is because the required adjustment cannot be larger ex post
than what was required ex ante; ii) it may be higher for countries with
closing and/or opening up output gaps. As regards the latter, the adjust-
ment requirement of 1% has de facto never been applied. As regards the
European Commission’s debt sustainability assessment, Greece is col-
oured differently as it is not included in the Commission’s assessment.

Sources: European Commission Spring 2020 Economic Forecast, Euro-
pean Commission Debt Sustainability Monitor 2019, own calculations.

The matrix is also a reflection of an insufficient differentia-
tion among countries in terms of government debt ratios.
As Figure 4 shows, a country such as Slovenia with gov-
ernment debt just above the Maastricht threshold would
need to deliver the same structural adjustment as e.g.
Italy, which recorded a debt ratio twice as high.

Towards government debt as an anchor

The COVID-19 crisis and the exit from it will make esti-
mates of the output gap even more difficult. This is likely
to reduce the ownership of the associated fiscal adjust-
ment requirements. Seeking the truly independent advice
of, for example, national fiscal councils, may help in im-
proving the reliability of output gap measures. It would,
however, remain challenging to issue fully consistent pol-
icy advice.

The above analysis supports the calls for shifting the EU’s
fiscal framework towards government debt as an anchor.
In principle, the SGP’s debt rule is in place to ensure a
gradual reduction of high debt towards the Maastricht
reference value. As discussed in Hauptmeier and Kamps
(2020), the existing debt rule of the SGP gives rise to a
pro-cyclical bias which has hindered its implementation
in the low-growth low-inflation environment. This calls for
changes to the current specification of the rule in order
to ensure that adjustment requirements towards the debt
anchor appropriately reflect prevailing macroeconomic
conditions so as to better balance the objectives of mac-
roeconomic stabilisation and debt sustainability.

From a euro area perspective, it would be important for a
reform of the fiscal framework to internalise the important
interactions between monetary and fiscal policies as well
as considerations related to the overall macroeconomic
policy mix. First, the existing debt rule framework implies
higher adjustment requirements when inflation is low. This
is suboptimal from the viewpoint of the monetary policy
authority given that fiscal support may be desirable in
times of below-target inflation, especially when the ef-
fective lower bound has been reached. Second, the cur-
rent framework is asymmetric in that it does not foresee
the use of fiscal space when government debt is low and
medium-term objectives have been overachieved. In this
context, it has been argued that an effective coordination
of the fiscal policy stance in the euro area is hindered by
the inherent asymmetry of the rules.
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