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Abstract 

The European Commission recently resumed a public consultation on the EU’s economic 
governance framework with the aim of gathering views and proposals on how to build a more 
transparent and effective fiscal policy framework. The present essay aims to assess current fiscal 
rules and alternative proposals that have been put forth by various authors and institutions over 
the past years. Our main purpose is to identify the critical aspects of fiscal rules and to build a 
toolkit allowing a better understanding of their implications under different economic 
circumstances and scenarios. We first take stock of existing fiscal rules as defined by the Stability 
and Growth Pact. We then review the main proposals of reform, notably the new expenditure rule 
designed by the European Fiscal Board (EFB). Using a forward-looking approach, we develop a 
tool for assessing the extent to which fiscal rules are i) counter-cyclical; ii) economically and 
politically viable; iii) able to ensure a credible fiscal adjustment; iv) able to provide “stable” 
prescriptions against sudden changes of underlying economic conditions. We focus on Italy as a 
case study for our broader analysis of fiscal rules. Starting from baseline growth and public 
finance forecasts, we project deficit and debt trajectories for Italy over a medium-term horizon 
assuming full compliance with each rule under examination from 2023 onwards, as the General 
Escape Clause is deactivated. We find that for Italy each rule embeds pros and cons with respect 
to the above-mentioned criteria. Overall, the EFB proposal appears to improve the framework in 
terms of stability and sustainability, while its counter-cyclicality may be inferior to the existing 
Structural Balance rule and its economic and political feasibility depends upon the required rate 
of annual debt reduction. In addition to quantitative criteria, in the concluding section of the paper 
we discuss additional aspects of fiscal rules, such as transparency, ownership and governance. 
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1. INTRODUCTION 

In February 2020, the Commission launched a review process of EU fiscal rules through the 
publication of a Communication. 1  The aim was to promote a public debate and to gather 
stakeholders' views on how the fiscal surveillance has worked so far and how its effectiveness 
could be improved. Originally, citizens and institutions were invited to submit their responses to 
the issues raised in the communication by 30 June 2020. The Covid-19 emergency has frozen 
this process and the temporary application of the General Escape Clause (GEC) has made it less 
urgent. In the light of a return to a new normality, in October 2021 the Commission relaunched 
the public debate2 following the commitment of the President of the Commission to build a 
consensus on the future of the EU’s economic governance3, while the public consultation was 
reopened until December 2021. The Commission aims to achieve a broad-based consensus on 
the possible changes to the framework well in time for 2023.  

The review encompasses the legislative packages known as the 6-Pack and 2-Pack4, which 
were adopted with the aim of strengthening the EU’s economic governance in response to the 
economic and financial crisis. The objective of the review, which is to be carried out every five 
years, is to assess the packages’ effectiveness, the progress made in ensuring closer 
coordination of economic policies and sustained convergence in the economic performance of 
the Member States in accordance with the Treaty of the Functioning of the European Union, and, 
where applicable, the contribution of the Regulations to the achievement of the Union’s strategy 
for growth and jobs. All seven Regulations are equipped with a clause that the Commission shall 
submit to the European Parliament and to the Council a report on the application of the legislation, 
accompanied, where appropriate, by proposals for amendments. 

The present paper aims to provide some yardsticks against which proposals concerning the 
revision of EU fiscal rules could be evaluated. Relying both on an analysis of the current 
framework and on a purpose-built simulation tool, we investigate whether specific rules require 
excessive and unrealistic fiscal efforts and whether they are procyclical or likely to provide 
“unstable” prescriptions (i.e., excessively time varying and/or state contingent consolidation 
requirements). The analysis mainly focuses on Italy, a country generally characterized by its large 
public debt and a persistently low growth and inflation. Nevertheless, many conclusions can be 
easily extended to other countries. A follow-up paper will provide additional evidence for the other 
EU countries. 

In section 2, we first look into the existing fiscal rules as defined by the Stability and Growth 
Pact (SGP). Under the current framework, Member States ought to respect a deficit cap of 3% of 
GDP, converge to their medium-term budgetary objective, and moderate their primary 

 

1 European Commission, Economic governance review, COM(2020) 55 final, Brussels, 5.2.2020: 
https://ec.europa.eu/info/sites/default/files/economy-finance/com_2020_55_en.pdf 
2 European Commission, The EU economy after COVID-19: implications for economic governance, COM(2021) 662 final, 
Strasbourg, 19.10.2021. 
3 2021 State of the Union by President von der Leyen, https://ec.europa.eu/commission/presscorner/detail/ov/SPEECH_21_4701 
4 The 6-Pack is made of five regulation and one directive: Regulation (EU) No 1173/2011 of the European Parliament and 
of the Council of 16 November 2011 on the effective enforcement of budgetary surveillance in the euro area; Regulation 
(EU) No 1174/2011 of the European Parliament and of the Council of 16 November 2011 on enforcement measures to 
correct excessive macroeconomic imbalances in the euro area; Regulation (EU) No 1175/2011 of the European 
Parliament and of the Council of 16 November 2011 amending Council Regulation (EC) No 1466/97 on the strengthening 
of the surveillance of budgetary positions and the surveillance and coordination of economic policies; Regulation (EU) 
1176/2011 of the European Parliament and of the Council of 16 November 2011 on the prevention and correction of 
macroeconomic imbalance; Regulation (EU) No 1177/2011 of 8 November 2011 amending Regulation (EC) No 1467/97 
on speeding up and clarifying the implementation of the excessive deficit procedure; Directive 2011/85/EU of the Council 
of 8 November 2011 on the requirements for budgetary frameworks of the Member States. The 2-pack is made of two 
regulations: Regulation (EU) No 472/2013 of the European Parliament and of the Council of 21 May 2013 on the 
strengthening of economic and budgetary surveillance of Member States in the euro area experiencing or threatened with 
serious difficulties with respect to their financial stability; Regulation (EU) No 473/2013 of the European Parliament and 
of the Council of 21 May 2013 on common provisions for monitoring and assessing draft budgetary plans and ensuring 
the correction of excessive deficit of the Member States in the euro area.  

https://ec.europa.eu/info/sites/default/files/economy-finance/com_2020_55_en.pdf
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expenditure by means of the expenditure benchmark. Member States are also asked to keep their 
public debt under the threshold of 60% of GDP or, more pragmatically, to reduce the distance 
from the target at a satisfactory pace. Ultimately, fiscal rules should aim at ensuring 
macroeconomic stability, support financial policies and minimize negative externalities, as well as 
bring credibility in fiscal policy. In the European Union, fiscal rules serve the purpose of financial 
stability. These features are then assessed by presenting an overview of how the European fiscal 
rules have performed over the last two decades. In general, fiscal policies have remained largely 
pro-cyclical. Several countries, including Italy, did not build adequate fiscal buffers in ‘good times,’ 
and ended up tightening the policy stance in bad times. Furthermore, historical evidence shows 
that the current framework has not prevented the decline of public investment during period of 
fiscal consolidation nor made fiscal policy more growth friendly.      

In section 3, we take stock of the SGP fiscal framework and look closely at Italy’s compliance 
track record against the requirements of the preventive arm. Using the methodological approach 
developed by the European Fiscal Board with its compliance tracker (Larch et all, 2020), we count 
the number of time Italy complied with the SGP fiscal rules. From 1998 to 2019 Italy’s average 
compliance appears rather poor, mostly due to repeated failures to comply with the debt reduction 
rule. It is worth noting that the compliance with the deficit criterion is instead better than the euro-
area average. The introduction of the 6-Pack has firmly improved the compliance rate in structural 
terms not only for Italy but for almost all Member States. That said, the legal compliance with the 
SGP tells another story. Italy entered the excessive deficit procedure (EDP) in 2010 and exited it 
three years later, then remaining in the preventive arm of the SGP since October 2013. Since 
then, although the ex-ante assessment of the Commission has occasionally hinted at a potential 
opening of an infringement procedure, a mix of better-than-expected fiscal developments, 
corrective public finance manœuvres, granting of flexibility and the use of the Commission’s 
margin of discretion reversed the final judgment on Italy’s compliance with the preventive arm. 
The analysis of the relevant factors was of key importance to explain the distance from the debt 
reduction criterion, but ultimately it seems that compliance with the preventive arm has been per 
se a relevant factor for the formal compliance with the debt rule. 

In section 4, we briefly review the main proposals put forward by institutions, research 
centers and a number of academics on how to improve and streamline the European fiscal rules. 
There is a growing consensus around a fiscal framework with a medium-term debt anchor and an 
operational expenditure rule. The revised expenditure rule promoted by the European Fiscal 
Board (EFB, 2018 and further modifications) stands out and will be assessed empirically in our 
forward-looking analysis. 

Section 5 provides guidance on the above matters and reports on a number of relevant 
simulations. Starting from baseline growth and public finance projections, coinciding with the 2021 
Spring Forecasts of the European Commission, we extend GDP, deficit and debt trajectories over 
a medium-term horizon. This framework coincides with the exercise run by the EU Commission 
and published in its annual Debt Sustainability Monitor. A first layer of information provided by our 
simulations concerns the fiscal effort (i.e., the path of improvement of the primary balance) 
required to ensure compliance should the incumbent set of rules be applied in full starting from 
the year 2023. Further insight is gained by identifying deficit (and expenditure) trajectories which 
ensure compliance with existing and proposed rules while assessing the impact of compliance 
with rules on debt dynamics and growth. We thereby highlight the trade-offs between rules that 
require a faster and steeper adjustment against those that are more lenient.  

A second layer of information rests on a set of sensitivity analysis exercises. Here we 
evaluate if the insight gained from the baseline simulations is robust to changes in the underlying 
macroeconomic situation; we enquire, for instance, whether a rule becomes comparatively more 
stringent as the GDP growth profile changes for the better or for the worse. We modify, in turn, 
the assumptions concerning key variables influencing public finance trajectories, such as cyclical 
conditions, potential output, interest rates and debt level, and check if the implications of fiscal 
rules are significantly altered. This, in turn, should inform evaluations over an “order of 
preference”.  
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In essence, our purpose is to identify the critical aspects of fiscal rules and to build a toolkit 
to analyse the implications of such rules under different scenarios. This will hopefully reduce the 
risk of adopting a new set of rules that might prove to be self-defeating. As we already mentioned, 
the simulation tool we built can also assess the speed of debt reduction and the impact of the 
ensuing budgetary adjustment on output.  

We recognise that the required fiscal effort cannot be the only criterion according to which 
evaluate the existing and forthcoming proposals concerning fiscal rules. Additional dimensions 
should be analysed, including aspects like transparency, ownership and governance. In the 
concluding section, while summarizing the main results of our simulations, we take a more 
comprehensive viewpoint and discuss some aspects that should be considered in the debate on 
reforming the EU economic governance. 

2. DOES THE CURRENT FISCAL RULES FRAMEWORK COMPLY WITH 

“OPTIMAL STANDARDS”?  

2.1  Criteria fiscal rules should follow 

Criteria to evaluate fiscal rules should be drawn having in mind the aims underlying 
their establishment. Why are fiscal rules needed? The overarching reason is to address deficit 
bias, i.e. correcting distorted incentives and containing pressures to overspend, especially when 
times are good, thereby ensuring fiscal responsibility and debt sustainability (Schaechter and 
others, 2012; IMF, 2009). As highlighted by Kopits and Symansky (1998)5 and Kennedy and 
Robbins (2003), fiscal rules are an instrument to (1) ensure macroeconomic stability; (2) support 
financial policies; (3) minimize negative externalities; and (4) bring credibility in fiscal policy. This 
last aspect is crucial, especially when financial market confidence is in doubt. When such doubt 
arises, as argued by IMF (2009), a fiscal rule can build trust over the government’s medium-term 
fiscal strategy. Kopits and Symansky (1998) boils down to one mission fiscal rules have to pursue: 
macroeconomic stability.  

In the Economic and Monetary Union, a common fiscal framework was deemed essential 
because an excessive deficit or debt of one of the Member States could weaken the effectiveness 
of the common monetary policy, ultimately threatening the financial stability of the euro area as a 
whole.  Compared to the original content of the Maastricht Treaty signed in 1992, the EU fiscal 
surveillance framework has evolved over time in the attempt to overcome failures and historical 
challenges that emerged during its application6. In the following we provide a critical assessment 
of the actual framework, while more operational details are available in Section 3. 

2.2 A critical assessment of the current fiscal framework  

In the wake of the economic governance review, the debate on what are the desirable 
features of a common fiscal discipline continued. At the beginning of 2019 the European 
Commission asked the European Fiscal Board to assess the effectiveness of the current fiscal 
framework along three main criteria: (i) ensuring long-term sustainability of public finances, (ii) the 
counter-cyclical stabilisation of economic activity, and (iii) the improvement of the quality of public 
finances7. In parallel, the European Commission itself performed a quantitative assessment of 

 

5 George Kopits and Steven Symansky, 1998, Fiscal Policy Rules, IMF occasional paper n. 162. 
6 For a brief historical overview of the Stability and Growth Pact, see annex 1.  
7 European Fiscal Board, Assessment of EU fiscal rules with a focus on the six and two-pack legislation, September 2019. 
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how spending rules performed among the European Member States 8 . More recently, to 
accompany its Communication on the economic governance review9, the Commission published 
its assessment on the application and effectiveness of the fiscal surveillance framework and in 
particular of the 6-Pack and 2-Pack10. Drawing from these exercises and along the lines of the 
desirable features fiscal rules should have, we present an overview of how the European 
framework has performed over the last two decades. In the next section we will look into details 
at the Italian experience.  

Sustainability of public finances: a cornerstone of the European Monetary Union   

In the European fiscal policy framework, the sustainability of public finances is ensured by a 
cap on the public debt and budget deficit. The Maastricht Treaty identifies the maximum value of 
public debt at 60% of GDP11. Countries over the threshold must ensure that their debt-to-GDP 
ratio is sufficiently diminishing and approaching the reference value at a satisfactory pace. Indeed, 
fiscal surveillance is geared towards the pace of approaching the debt target rather than on its 
level.  

The debt criterion was not made operational until the introduction of the 6-Pack. Non-
compliance with the debt criterion was difficult to sanction because i) short-term debt dynamics 
are affected by factors not directly under the control of the government such as economic growth, 
inflation and interest rates; and ii) respecting the 3% of GDP deficit rule automatically entailed 
compliance with the debt rule. An inadequate enforcement of fiscal rules during good economic 
times was seen as one of the major causes of the post 2007 deterioration of public finances12. 
The 6-Pack and 2-Pack reforms of 2011 and 2013 aimed to establish a reinforced SGP, more 
conducive to sustainable public finances.  

After the introduction of a formal debt rule, other relevant factors could justify the 
breach of the debt rule, such as compliance with the preventive arm or financial 
contributions to the ESM. In the Commission’s view compliance with the preventive arm would 
have ensured, under normal economic circumstances and over the medium-term, a pace of debt 
reduction at least as fast as the one required by the debt reduction benchmark. To some extent 
this happened. However, several Member States corrected their excessive deficits thanks to 
better-than-expected macroeconomic conditions rather than through structural fiscal adjustments.  

At the end of 2019 nominal deficits were the lowest since the creation of EMU and all 
Member States had exited the corrective arm of the SGP but debt ratios in many cases 
stood above 100% of GDP (see Figures 2.1.a and 2.1.b). The 6-Pack encouraged fiscal policy to 
converge towards the country specific medium-term budgetary objective. Nevertheless, several 
Member States did not build sufficient buffers to improve their fiscal sustainability. The Commission 

 

8 European Commission, Report on Public Finances in EMU 2019, Part. II: Performance of spending rule at EU and 
national level – a quantitative assessment, pg. 55, Institutional Paper 133, July 2020. 
9 Communication from the Commission, Economic governance review, Brussels, 5.2.2020, COM(2020) 55 final. 
10 Commission Staff Working Document, Report on the application of Regulations (EU) No 1173/2011, 1174/2011, 
1175/2011, 1176/2011, 1177/2011, 472/2013 and 473/2013 and Council Directive 2011/85/EU, Brussels, 5.2.2020, 
SWD(2020) 210 final.  
11 The deficit and debt reference value of the SGP are defined in Protocol 12 of the Treaty on the Functioning of the 
European Union.   
12 Until 2008, the debt-to-GDP ratio of EU Member States remained on average around the reference value of 60% of 
GDP. The global financial crisis caused a sharp increase in public debt, especially in the euro area, with significant 
differences between countries. The EFB concludes that the large difference in debt developments is mainly due to the 
fiscal discipline in good times since 2000 and only partially to divergent growth dynamics: low-debt Member States 
maintained very low cyclically-adjusted deficits throughout the years, while high-debt Member States maintained large 
budget deficits also in when the growth outlook was positive. In particular, the EFB identifies three groups of countries: i) 
the low-debt Member States: thanks to a solid fiscal position in the years before the crisis they could remain below the 
SGP reference value even during the crisis; ii) the medium to high-debt Member States: before the crisis they were below 
the 60% reference value, during the crisis they recorded relatively high-debt levels but from 2015 they succeeded in 
setting the debt dynamics on a downward trajectory, and iii) the high-debt Member States with debt ratios already above 
the SGP reference value before who remained with very high-debt levels in the aftermath of the crisis 



 

9 

concludes that: i) maintaining headline deficits just below the SGP deficit reference value in good 
times was not sufficient to ensure sustainable debt dynamics; and ii) annual requirements were not 
enough differentiated for initial fiscal positions and sustainability risks. 

 

Figure 2.1.a: Structural balance and public debt (%GDP), EU countries 2010.   Figure 2.1.b: Structural balance and public debt (%GDP), EU countries 2019.  

 

 

 

Source: AMECO.    Source: AMECO.   

Counter-cyclicality: building fiscal buffer in good times  

Although several SGP reforms recognized the role of macroeconomic stabilisation, 
Member States’ fiscal policies have remained largely pro-cyclical. Defining the fiscal effort 
as a change in the structural balance and using AMECO data between 1999 and 2019, it is 
possible to detect 12 episodes of pro-cyclical variation versus 9 episodes of counter-cyclical 
variation (Figure 2.2.a). Over this period, the cumulative pro-cyclical change is almost twice as 
large as the cumulative counter-cyclical change, suggesting a prevalence of pro-cyclical effects 
(see Figure 2.2.b). Moreover, in Italy cumulative consolidation in bad times appears at least as 
large as cumulative expansion in good times, suggesting pro-cyclical effects over the entire 
economic cycle. Also, the EFB does not find evidence of reduced pro-cyclicality since the entry 
into force of the 6-Pack. In 2012-2014, some Member States could not benefit from sufficient 
fiscal space to address the recession because of overwhelming sustainability concerns and 
market pressure.  

The pro-cyclical tightening was particularly severe in countries with high debt that 
were not able to create adequate fiscal buffers in good times. The following increased 
flexibility introduced in 2015 by the Commission came too late when the recovery was already 
well advanced and did not provide the right incentive to build counter-cyclical buffer. 
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Figure 2.2.a: Cyclical variation of the structural balance in Italy  Figure 2.2.b: Cumulative change in the structural balance and economic 
conditions, Italy, %GDP 

 

 

 
Red (green) dots mean pro-cyclical (counter-cyclical) variation. 

Source: elaboration on AMECO data. 

  

Source: elaboration on AMECO data.  

Quality of public finances: providing the right incentives  

Historical evidence shows that it has been more convenient to cut public investment 
or increase taxes rather than rationalising expenditure items. The current fiscal framework 
has not prevented a decline in the level of public investment during periods of fiscal consolidation, 
nor made public finances more growth friendly. This primarily reflects deliberate policy choices in 
the Member States. However, there seems to be no clear evidence that investment was actually 
hampered by fiscal rules. Whilst the operationalisation of the investment clause in 2015 and 2016 
sought to strengthen the growth orientation of the SGP by protecting investment during downturns, 
it does not appear to have had a substantial positive impact on public investment13. Similarly, the 
structural reform clause has been applied five times so far and has had a rather limited success 
in promoting reforms improving the quality of public finances and/or increasing potential growth. 

3. COMPLIANCE WITH THE EU RULES: THE CASE OF ITALY   

One additional dimension, when assessing the overall functioning of a fiscal framework is 
the achieved degree of compliance with its rules. This is a very difficult matter to analyse because 
compliance is influenced by a relevant number of factors, some of which have already been 
mentioned. Without having the ambition of being exhaustive, the list includes the governance 
process – including surveillance, sanctions and their enforceability, - the stringency, the 
predictability, ownership at the country level. In what fallows we review past compliance – 
focusing primarily on Italy but comparing the findings with other Member States’ track records – 
against the SGP requirements and try to draw some lessons out of it. 

Compliance with the SGP is assessed annually by the Commission on the basis of 
ex-post data. The risk of non-compliance is also flagged ex-ante for euro area countries following 
the submission of their DBPs. The assessment is based on legal and procedural requirements 

 

13 Its focus on protecting investments in the specific situation of a deep downturn entailed overall a limited use of this 
clause. 
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and may lead to the opening of an infringement procedure (EDP) for the corrective arm or a 
significant deviation procedure (SDP) for the preventive arm.  

We adopt the methodological approach of the EFB, using the database developed by Larch 
and Santacroce (2020). Then, we revise the procedural - or legal - performance as assessed by 
the Commission over the years. 

3.1 Numerical compliance 

The EFB's analyses of fiscal compliance are largely based on the database developed 
by the EFB Secretariat, as described in Larch and Santacroce (2020)14. The indicators can 
be summarised by the "compliance tracker" available on the Commission website, which includes 
coverage of the deficit rule, the debt rule, the structural balance rule (SB) and the expenditure 
benchmark rule (EB)15. The indicators constructed by the EFB allow for a long-term assessment, 
but rely on simplifying assumptions. While fiscal rules broadly reflect the current provisions of the 
SGP, they are assumed to have been in place since 1998; in other words, rules are simplified, 
static over time and applied backward. While this allows drawing long-run conclusions on the 
direction of fiscal policy, it struggles to capture the effects of regulatory changes, except in the 
possible qualitative comparison between time sub-samples. Therefore, it is worth mentioning that 
the four rules listed above do not always reflect the SGP actual requirements16.   

Between 1998 and 2019, southern European countries appear to have been relatively 
less compliant, although in the case of Italy this mostly concerns fulfilment of the debt rule. 
Based on the EFB compliance tracker, Italy's average compliance in the period 1998-2019 was 
lower than the EU and euro area average. In fact, only France’s degree of compliance, 23.9%, 
was lower than Italy’s 29.5% (see Figure 3.1). Breaking down the average by specific indicator, it 
can be seen that this result depends predominantly on the repeated failure to comply with the 
debt rule (complied with only in 2000). The deficit compliance (68%) is better than the euro 
average (65%) and the indicators of the structural balance and the expenditure rule appear less 
distant from the average (see Figure 3.2). The French case may reflect the long stay in the 
infringement procedure after 2009 and a bad performance on the deficit even before that. The 
good performance of Greece and Portugal on structural variables might instead reflect the closer 
monitoring linked to the disbursement of the tranches of financial aid in the various assistance 
programmes. 

 

 

 

14 Larch and Santacroce's analysis provides four compliance and deviation indicators, constructed on the basis of few 
simplified and schematic rules. The indicators can be summarised by the "compliance tracker" available on the 
Commission website . Compliance indicators report the number of times a Member State has complied with a specific 
rule. The deviation indicators show the numerical distance from the "simplified" requirement defined by the rule and the 
actual fiscal position. It should be noted that the deviation indicator is symmetrical in the sense that it also considers an 
overachievement as deviation.  
15 In the EFB compliance tracker, the four relevant rules are defined as follows: i) Deficit rule - compliance if the deficit is 
less than 3% of GDP or if it is greater than 3 (but less than 3.5) for only one year; ii) Debt rule - compliance if the debt is 
less than 60% of GDP or if the distance to the target is reduced by one-twentieth on average over the previous three 
years; iii) Structural balance rule (SB) - compliance if the structural balance is at the medium-term objective (MTO) or 
improves by at least 0.5% of GDP; iv) Expenditure rule (EB) - compliance if the primary expenditure aggregate, net of 
one-offs and discretionary revenues, grows less than potential GDP net of the minimum convergence margin to ensure 
compliance with the SB rule. 
16 In particular that: (i) the matrix of requirement is not considered (see Section 2), i.e. it is taken for granted that an 
adjustment of at least 0.5 is required if one is not at the MTO; however this adjustment can normally be larger (1.0) in 
boom conditions, smaller (0.25) in cyclically adverse conditions or absent (zero) in recession conditions or with an output 
gap greater than 4 GDP points. (ii) the concept of broad compliance is not considered. The SGP allows a structural 
deviation of 0.5 per year and 0.25 per year. Below this deviation, the member state is still compliant, whereas for the EFB 
it is not. 
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Figure 3.1: Average compliance with the SGP, EU countries (1998-2019).  

 
Source: Larch-Santacroce Database. 

 

Figure 3.2: Compliance by indicator, selected countries (1998-2019) 

 
Source: Larch-Santacroce Database. 

The introduction of the 6-Pack seems to have improved compliance with the fiscal 
rules not only for Italy but also for almost all Member States, especially in structural terms. 
If we restrict the scope of the analysis to the period following the introduction of the 6-Pack (2012-
2019), the situation appears different in both absolute and relative terms (Figure.3.3). Italy's 
average compliance appears to have improved to 43.8% (the EU and euro area averages to 61.5 
and 57.1 respectively), thanks mainly to the deficit kept constantly below 3% of GDP and to the 
improvements in the structural compliance, which for both indicators (SB and EB) reaches 37.5%. 
This could reflect the fact that the rules on structural variables became binding only from 2012 
and may have assumed a greater weight in fiscal policy decisions only since then. In contrast, 
France, Spain and Belgium worsened their position on average with respect to all indicators.   
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Figure 3.3: Average compliance with the SGP, EU member states (2012-2019) 

 
Source: Larch-Santacroce Database 

 

This could be due to the fact that - 
in the period considered – the SB and 
EB were not binding indicators for 
countries, such as Spain and France, 
which were in the corrective arm (EDP) 
and often opted for the so-called 
'nominal strategy', ensuring legal 
compliance without meeting the 
structural targets. In general, however, it 
seems plausible to affirm that the fiscal 
reform has led to a significant 
improvement in compliance in structural 
terms: limiting the analysis to SB and EB 
compliance, euro area compliance 
seems to improve by about one third and 
Italian compliance by more than double 
(see Figure 3.4).  Both Larch and 
Santacroce (2020) and the EFB (2019) 
provide an aggregate analysis of 
deviations, finding that the greater the 
deviation from the rule, the lower the 
compliance index. Although this may 
seem intuitive, there is a possibility that small deviations cause a judgment of non-compliance. In 
particular, the EFB shows a correlation between the size of the average deviation and average 
compliance, indicating that non-compliance cannot be attributed to small deviations. Those 
average findings seem to be confirmed if applied to Italy.  

4
3

,8
%

6
1

,5
%

5
7

,1
%

0%

20%

40%

60%

80%

100%

FR ES UK BE IT PT SI AT FI HU EE HR CY RO EL MT PL LV SK IE LT NL BG DK DE CZ LU SE UE EA

Figure 3.4: Structural compliance pre and post 6-Pack, Italy and the Euro 
area 

 
Source: Larch-Santacroce Database. 

0%

10%

20%

30%

40%

50%

60%

Euro area Italy

1998-2011 2012-2019



 

14 

For Italy, the magnitude of structural 
deviations appears limited, but compliance 
with the debt rule has been weak. Between 
1998 and 2019, there was on average a slight 
overachievement for the deficit rule, while the 
deviation was half a GDP point or less for 
structural variables, equal to or below the margin 
of tolerance set by the SGP (see Table 3.1).  

 
In contrast, the deviation from the debt 

reduction target appears substantial (7 GDP 
points). Looking at the dynamics over time 
(Figure 3.5), it is evident that after a gradual 
deterioration up to the peak of a 16.5 deviation 
points in 2013, the size of the deviation from 
the debt rule progressively decreased until 
2017 and then stabilised. However, since the 
entry into force of the 6-Pack, the deviation 
from the structural requirements has almost 
halved in terms of the structural deficit and 
reduced to almost zero in terms of the 
expenditure rule, even though the substantial 
consolidation effort in 2012 has played a role 
in this.  

 

 

 

 

 

3.2 Legal compliance  

At the time of the approval of the 6-Pack, Italy was in the excessive deficit procedure 
(EDP). A Council Decision approved the exit from the procedure on 21 June 2013. As a result, 
Italy entered the preventive arm of the SGP with the submission of the 2014 DBP (by October 
2013), remaining there until the activation of the GEC (March 2020).  

While the ex-ante assessment always pointed to a negative outcome, the final 
assessment almost never confirmed it (Table 3.2). This was due to a mix of better-than-
expected fiscal developments, corrective public finance manoeuvres, granting of flexibility, the 
Commission's margin of discretion and relevant factors. Between 2014 and 2017, Italy was 
always considered compliant ex post. In 2018 (election year), the non-compliance situation had 
no procedural effects (even though they were recommended in May 2019 by the 126.3 Report) 
thanks to the adoption of a corrective manoeuvre in July 2019 which, in the Commission's 
assessment, ensured partial compensation also for the 2018 deviation. Fiscal developments in 
2019 were better than expected, but in the Commission's view, there was no robust evidence on 
the structural nature of some measures, in the absence of which a conclusion could not be 
reached. In the meantime, the activation of the GEC has suspended the activation of EDPs for all 
Member States in light of the pandemic situation and data uncertainty.   

 

 

Table 3.1: Deviations from rules’ requirement by indicator, Italy 
(1999-2019) 

Deviation size % GDP - Italy 1998-2011 2012-2018 1998-2019 

Deficit rule -0.2 0.5 0.1 

Debt rule -5.0 -10.6 -7.0 

Structural balance rule -0.5 -0.3 -0.4 

Expenditure rule -0.8 -0.1 -0.5 

Source: Larch-Santacroce Database. 

Figure 3.5: Deviations from rules’ requirement, Italy (1999-2019) 

 

Source: Larch-Santacroce Database, AMECO. 
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Table 3.2: Compliance with the SGP – Italy, 2014 – 2019 

  
(1) 

Ex-ante 
deviation 

(2) 
Opinion DBP 

(3) 
Corrections/Flexibility/ 

Relevant Factors 

(4) 
Ex-post 

deviation 

(5) 
Ex-post 

Assessment 

(6) 
Final 

assessment 

2014 

deficit  -2.7 

Risk of 
significant 
deviation 

Relevant factors 126.3: Cyclical 
conditions, structural reforms, 

compliance with the preventive arm 

-3 Compliant 

Compliance 

gap to debt 
benchmark 

Transition 
period 

Transition 
period 

Compliant 

deviation SB 0.5 -0.1 
Broadly 

compliant 

deviation EB 0.1 0.3 Compliant 

2015 

deficit  -2.7 

Risk of 
significant 
deviation 

Relevant factors 126.3: Cyclical 
conditions, structural reforms, 

compliance with the preventive arm, 
Flexibility: 0.03 

-2.6 Compliant 

Compliance 

gap to debt 
benchmark 

Transition 
period 

Transition 
period 

Compliant 

deviation SB -0.4 -0.1 
Broadly 

compliant 

deviation EB -0.7 0.2 Compliant 

2016 

deficit  -2.3 

Risk of 
significant 
deviation 

Flexibility: 0.83, Relevant factors 126.3 
(Feb 2017): slighlty negative but 

improving cyclical conditions 

-2.4 Compliant 

Compliance 

gap to debt 
benchmark 

3.7 6.9 

Compliant 
conditional on 

passing a 
corrective 
manouvre 

deviation SB -0.6 -0.4 
Broadly 

compliant 

deviation EB -0.3 0.1 Compliant 

2017 

deficit  -2.4 

Risk of 
significant 
deviation 

Additional budget measures May 2017, 
Flexibility: 0,39, Relevant factors 126.3: 
structural reforms, compliance with the 

preventive arm 

-2.3 Compliant 

Compliance 

gap to debt 
benchmark 

6.8 5.1 Compliant 

deviation SB -0.5 -0.5 
Broadly 

compliant 

deviation EB -1.1 -0.3 
Broadly 

compliant 

2018 

deficit  -1.8 

Risk of 
significant 
deviation 

Discretion 0.3 

-1.9 Compliant 
Non 

Compliance, 
debt-based 

EDP 
recommended 

gap to debt 
benchmark 

5.6 6.6 Non compliant 

deviation SB -0.45 -0.4 Non compliant 

deviation EB -0.5 -0.7 Non compliant 

2019 

deficit  -2.9 

Particularly 
serious non-
compliance - 
DBP rejected 

Additional budget measure Jan 2019, 
Additional budget measure July 2019, 

Relevant factors 126.3: No robust 
evidence on compliance with the 

preventive arm 

-1.6 Compliant 

No robust 
evidence, 2020 
Activation GEC 

gap to debt 
benchmark 

6.7 7.4 
No robust 
evidence 

deviation SB -1.8 0.4 
No robust 
evidence 

deviation EB -1.5 -4 
No robust 
evidence 

Source: Commission Assessment of Stability Programmes, Opinions on DBPs, Report ex Art 126(3), Reports on Relevant Factors, 

Commission Note to EFC on fiscal implications of forecasts. 

 

The analysis of relevant factors, in particular the compliance with the preventive arm, 
is of key importance to the compliance with the debt criterion. Between 2014 and 2019, Italy 
has never met the debt benchmark, receiving a 126.3 Report every year 17 . Moreover, in 
November 2018 the Commission published an additional 126.3 Report due to the rejection of the 
DBP for 2019. Three of these reports (issued in 2015, 2016 and in May 2018, each related to the 
breach of the debt reduction rule) ended up with a compliance judgement. In 2017 the assessment 
actually ended with a compliance judgement conditional on the approval of a corrective 

 

17 In 6 years the Commission issued a total of 7 reports. 
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manoeuvre already announced by the government. In 2020 the assessment did not reach a 
conclusion (“no robust evidence” argument) and two assessments (in November 2018 and in 
2019) concluded with a non-compliance judgement. In 2014 and 2015, Italy was in the three-year 
transitional period following its exit from the EDP, but the numerical transitional rule was not 
respected either. The relevant factors were a determining factor for the positive judgment between 
2014 and May 2018. In particular, compliance with the preventive arm is the only factor still valid 
in May 2018 and yet sufficient to ensure a judgment of compliance with the debt criterion. This 
mechanism is mainly justified by the fact that the formula calculating the MTO is already designed 
to ensure the sustainability of public finances. The Reports that ended negatively did not have 
procedural consequences, as they were both overtaken by two corrective measures (in January 
2019 and in July 2019), implying material changes so as to ensure the compliance with the 
preventive arm. Ultimately, in light of the various assessments contained in these Reports, it 
seems fair to conclude that in the Commission's practice, even in the absence of other mitigating 
factors, compliance with the preventive arm is per se a relevant factor for formal compliance with 
the debt criterion.  

The SB and the EB have often provided similar indications, but in recent years 
corrective measures have been predominantly revenue-based. In the ex-ante judgments, the 
Commission preferred a prudent approach, signalling a risk of significant deviation ex ante, 
weighing the worst indicator more. Looking at the ex-post deviations, a progressive deterioration 
of the compliance margins can be observed on both indicators over time. It should be noted that 
between 2017 and 2019 compliance was ensured by corrective manoeuvres with effects on the 
revenue side mainly. In 2019, the two indicators finally delivered diverging indications.  

Using two indicators has made the framework more complex on one side, while 
reducing the possibility of incurring in errors of assessment on the other side. When the 
two structural compliance indicators give divergent indications, the Commission produces an 
overall assessment explaining which of the two indicators is more reliable to reach a conclusion. 
Excluding Italy, between 2014 and 2019 ex-post assessments were accompanied by a total of 32 
overall assessments due to divergence among indicators across several Member States. Out of 
these, 25 were due to divergence between SB and EB, the other 7 to divergence with the biannual 
indicators. Overall, only 2 ended up with a judgment of non-compliance (both in 2019) and 5 
without a firm conclusion, while all the remaining 25 ended with a judgment of (broad) compliance. 
In most cases, the SB is judged implausible when there is uncertainty about the real cyclical 
position or the structural nature of some revenue measures. On the contrary, the EB is often 
judged implausible when the deflator appears bloated because it does not reflect the real 
dynamics of public expenditure costs. In conclusion, the joint analysis of the two indicators seems 
to help avoiding errors of assessment that would lead to the unjustified opening of a significant 
deviation procedure. At the same time, it cannot be excluded that the Commission adopted an 
overall lenient approach in the absence of clear indications. 

The flexibility applied to Italy has had a limited anti-cyclical effect and has been the 
basis for compliance in 2016 and 2017. Italy has benefited abundantly from the flexibility 
clauses, having had access since 2015 to different types of flexibility foreseen in the 2015 
Commissions’ Communication 18 . Overall, flexibility in itself was decisive for the compliance 
assessment only in 2016, while it was accompanied by additional measures in 2017 and 2019. 
The application of the discretionary margin in 2018 for an amount of 0.3 of GDP did not avoid the 
non-compliance judgement. 

 

18  For a quantification of the flexibility clause, see Economic and Financial Document 2020, pg. 82, TABLE R.3: 
FLEXIBILITY GRANTED TO ITALY IN THE STABILITY PACT, 

http://www.dt.mef.gov.it/modules/documenti_en/analisi_progammazione/documenti_programmatici/def_2020/PdS_2020
_EN.pdf 

http://www.dt.mef.gov.it/modules/documenti_en/analisi_progammazione/documenti_programmatici/def_2020/PdS_2020_EN.pdf
http://www.dt.mef.gov.it/modules/documenti_en/analisi_progammazione/documenti_programmatici/def_2020/PdS_2020_EN.pdf
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4. THE ECONOMIC GOVERNANCE REVIEW: PROPOSALS ON THE TABLE 

The EU fiscal framework has traditionally undergone several criticisms and a 
consistent number of reform proposals well since its establishment. Back in the 2000s 
Fischer, Jonung and Larch (2006) could already detect 101 proposals for reform. The most 
important and well-known concern relates to the absence of a central fiscal capacity to 
complement the monetary policy of the Union. In recent years, after the introduction of the 6-Pack, 
the SGP has been criticised for either being too lenient or too rigid, leading to differing reform 
proposals along the lines of, respectively, Feld et al. (2018) and Darvaas et al. (2018).  

Table 4.1 resumes further selected reform proposals, comparing them on the basis of 
a few common features. The IMF (2015) was the first institution to openly criticise the reformed 
SGP, calling for simpler rules by merging the preventive arm and the corrective arm, only 3 years 
after they entered into force. Building on that, more reform proposals popped up, covering every 
possible aspect of the SGP. These proposals range from implementing a few ad hoc adjustments 
to allow for more public investment, like in Bogart (2016), to completely ditching the fiscal rules, 
like in Blanchard, Leandro, Zettelmeyer (2021). The former proposes a modification of the MTO 
formula such that it becomes less stringent if governments increase investment. The latter 
propose to replace quantitative rules with standards in the form of guidelines that are different for 
each country. Those standards would be based on the stochastic analysis of debt sustainability 
and compliance would be assessed based on the probability that the debt-stabilising primary 
balance is higher than the actual primary balance. Furthermore, the role of investment is 
completely ignored by Blanchard, Leandro, Zettelmeyer (2021), while it has been increasing over 
time in many other studies, mostly around proposals of golden rules, like in Truger (2016). 

On a more moderate tone than in Blanchard, Martina, Pisani-Ferry and Ragot (2021) agree 
as well on abandoning the 60% and 3% debt and deficit targets, replacing them with a system 
focused on the pursuit of public debt sustainability, but targeting a politically-sustainable primary 
surplus which could vary from country to country according to the respective r-g differential. Both 
proposals would require major changes to both the institutional and legal setting. Assessing the 
feasibility of such political and institutional transformation at the EU level goes beyond the scope 
of this paper. Less innovative, but equally appealing, reforms proposals aim at simplification, 
better enforcement and debt reduction.  

Based on the need for a better monetary and fiscal policy mix, Hauptmeier and Kamps 
(2020) seem agnostic on whether would be better ensured by a structural balance or an 
expenditure rule, focusing on some nominal adjustment of the current a debt rule.  

Some academic consensus has been gathered around the concept of a debt-targeting 
framework with a single operational expenditure rule. This is the case of Wyplosz et al. (2019) 
and Darvaas and Anderson (2020). In this vein, the EFB has certainly proposed the most 
structured, well-defined and detailed operational framework. The latest version of this proposal 
(EFB 2020) entails a comprehensive governance reform based on three pillars: a centralized 
fiscal capacity, a reform of the SGP and investment protection. Focusing on the SGP only, the 
EFB proposal is geared towards increasing transparency, reducing complexity and ensuring 
enforcement. This would be ensured by three main principles: (i) a medium-term debt anchor; (ii) 
a single operational rule for high-debt countries, limiting the growth rate of net primary expenditure 
to no more than the potential GDP growth rate, while protecting public investment; and (iii) a 
general escape clause, which would be granted after the assessment of independent entities (for 
instance, strengthened Fiscal Councils or a more independent DG ECFIN). The most innovative 
point of the EFB proposal is the anchor to different debt targets, towards which Member States 
should converge at a differentiated speed. In general, the adjustment path would be more gradual, 
but also more rigorous. In section 5 we quantitatively assess the EFB expenditure proposal in its 
original form with a debt-anchor of 60% and a convergence path of 15 years against the current 
SGP rules19.  

 

19 The EFB proposal was originally described in the 2018 Annual Report. More recent versions of the proposal introduced 
some degree of flexibility and allowed for a differentiated consolidation path according to economic and fiscal conditions 
as described in the EFB Annual Report 2020.  
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Table 4.1: SGP reform proposals, selection 

Authors Purpose Target Tool Methodology 
Fiscal planning 

horizon 

Protection of public 

investment 
Options 

Escape clauses / 

flexibility 

Legal Feasibility 

according to authors 
Governance 

European 

Fiscal Board 

(2020) 

Simplification, 

debt reduction, 

better 

enforcement 

Debt/GDP 

ratio 

Cap on net expenditure 

growth [primary 

expenditures at current 

prices, net of discretionary 

revenue measures and 

cyclical unemployment 

benefits] 

The ceiling on net expenditure growth 

would be fixed for 3-years. The ceiling is 

then recalculated in year t+3. Following 

the new assessment, a new ceiling is 

set on the basis of the realised stock of 

debt and an updated macroeconomic 

scenario, so as to ensure that the 60% 

debt-to-GDP ratio is reached 

asymptotically 

3 years 

A limited golden rule 

option is explored, but no 

specific 

recommendations are 

provided within the 

proposed framework 

Differentiation 

of debt targets 

according to 

the growth 

potential and 

interest rates 

environment 

A general escape clause 

(possibly applicable for 

each country 

separately), 

parsimoniously applied 

and triggered on the 

basis of an IFI opinion 

and of a more 

independend DG ECFIN. 

From changing the Treaty 

to adjusting the Code of 

Conduc, through 

changing the secondary 

legislation, depending on 

the level of ambition and 

the estambishment of a 

central fiscal capacity. 

Central fiscal 

capacity, more 

independent 

ECFIN, and/or 

stronger IFIs, 

Council final 

decision on 

compliance 

Darvas Z. et 

Anderson J. 

(2020) 

Debt 

sustainability 

and 

stabilization 

Debt/GDP 

ratio 

Cap on net expenditure 

growth [Multi-year ceilings 

for primary expenditure 

corrected for discretionary 

unemployment expenditure 

and discretionary revenue 

changes] 

No detailed methodology, but the multi-

year target would be set by a "joint 

effort of the government of the country 

concerned, the national fiscal council, 

the European Fiscal Council and the 

European Commission, and be 

approved by the Council"; 

5 to 7 years 

Asymmetric golden 

rule that excludes net 

public investment from 

the considered 

expenditure aggregate 

only in bad times, in a 

way to create extra 

fiscal space. This extra 

fiscal space would be 

gradually eliminated 

as the recovery 

strengthens 

- 

A single general escape 

clause (possibly applied 

to each member state 

separately) proposed by 

the Commission and 

approved by the Council, 

based on the opinions of 

the independent 

national fiscal council 

and the European Fiscal 

Council. 

- 

Stronger IFIs, 

enhanced EFB 

with directive 

council similar to 

ECB, sanctions 

replaced by 

incentives, 

political costs of 

non-compliance. 

Hauptmeier S. 

et Kamps C. 

(2020) 

Promoting a 

better policy 

mix by alignign 

fiscal policy 

with the ECB 

monetary policy 

objective. 

Debt/GDP 

ratio as a 

symmetric 

target to 

reach from 

below and 

from above 

Primary balance [Agnostic 

between expenditure rule 

and structural balance rule, 

provided that they are 

consistent with the debt-

reduction strategy and with 

the require primary 

balance] 

Nominal cyclical adjustment of the 

current debt rule, taking into account a 

multi-year snowball effects related to 

cyclical changes in primary balances 

(empirically rather small) and the 

impact of cyclical changes in inflation 

(empirically important). 

Undetermined but 

implicitly left 

unchanged from 

current framework 

No specific protection 

for investment, but the 

symmetry of the debt 

rule would create 

fiscal space for 

investment for the 

"avarage euro area 

member state" 

Speed of debt 

reduction 

reduced from 

20 to 30 years 

to make 

compliance 

more feasible 

Not mentioned 

Keep the current Treaty, 

but change the secondary 

legislation to 

reparametrize the debt 

rule and the definition of 

gross errors 

- 

Blanchard O., 

Leandro A. et 

Zettelmeyer 

J. (2021) 

Address the 

externalities of 

fiscal policy by 

ensuring fiscal 

sustainability with a 

high probability 

The 

sustainabil

ity of 

public 

debt 

Fiscal standards 

[qualitative 

prescriptions that 

leave room for 

judgment together 

with a process to 

decide whether the 

standards are met] 

Stochastic debt sustainability analysis, 

leading to the estimation of the probability 

that the debt-stabilizing primary balance 

exceeds the actual primary balance, which 

would require a correction. 

No specific proposal, 

but reference to the 

New Zealand example, 

where a 4-year fiscal 

planning is established 

Not mentioned in the 

latest draft of the 

paper, investment 

decisions are made by 

national authorities 

- Not required 

From changing the 

Treaty to adjusting 

the Code of Conduc, 

through changing 

the secondary 

legislation, 

depending on the 

level of ambition and 

the estambishment 

of a central fiscal 

capacity. 

Surveillance could be 

implemented by either 

the national IFI or the 

EFB in connection with 

the Commission, while 

a final decision on 

compliance could be 

taken by either the 

Council or the 

European Court of 

Justice 
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Table 4.1 (SEGUE): SGP reform proposals, selection 

Authors Purpose Target Tool Methodology 
Fiscal planning 

horizon 

Protection of public 

investment 
Options 

Escape clauses / 

flexibility 

Legal Feasibility 

according to 

authors 

Governance 

Martina P., 

Pisani-Ferry 

J. et Ragot X. 

(2021) 

Simplification and 

debt reduction 

Debt/GDP 

ratio 

Cap on net 

expenditure growth 

[primary expenditures 

at current prices, net 

of cyclical 

unemployment 

benefits.] 

Each government sets a medium-term debt 

target, assessed by the national IFI, based on 

estimates of the maximum primary balance and 

the risks to the interest rate–growth rate 

differential. The path for primary nominal 

expenditure net of new discretionary tax 

measures (and excluding automatic stabilisers 

on the expenditure side) would be determined 

accordingly. 

5 years 

No recommendation, 

but national IFI would 

assess impact of 

investment decisions 

on potential output 

- 

Establishment of a 

common flexibility 

factors to all MS and 

ensuring 

Change in Protocol 

12 

of the TFEU, which 

requires unanimity 

but no national 

ratification 

The EFB defines 

common methodology, 

to assess national 

fiscal sustainbility, 

while IFIs check on 

impliementation; each 

government formally 

sets targets assessed 

by the IFIs. The 

Commission 

recommends 

endorsement to 

Council, then monitors 

implementation 

Truger A. 

(2016) 

Protecting and 

boosting investment 

Unchange

d from 

current 

framework 

Unchanged from 

current framework, 

with an additional 

golden rule 

Exclusion of government fixed capital 

formation as defined in the national 

accounts (net of military spending on 

weapons systems, plus grants to firms or 

non-profit organisations) from expenditures. 

The rule should apply to net investment, i.e. 

depreciation should be deducted for the rule 

to measure properly increases in the net 

public capital stock. 

Unchanged Golden rule 

An upper limit 

for deductible 

net investment 

spending could 

be set at 1 or 

1.5 per cent of 

GDP 

Not mentioned 

Change in secondary 

legislation for the 

exclusion of 

investment and 

change of Protocol 

12 for the net 

investment 

interpretation 

- 

Bogaert 

(2016) 

Protecting 

investment by 

updating the 

formula for the MTO 

calculation to allow 

for a lower (less 

stringent) MTO if the 

government 

increases the level 

of net investment 

sufficiently. 

Medium-

term 

objective 

Structural balance as 

defined in the current 

framework 

The new MTO formula foresees a replacement of 

the 60% debt target with a definition of "net 

assets", a reparametrization of the needed 

additional effort depending on the debt ratio, and 

the exclusion of net public investment 

3 years 

Through the new MTO 

formula, taking into 

account investment 

expenditure in the 

national accounts 

An upper limit 

equal to the 

minimum 

benchmark 

could be set for 

settin the MTO 

path 

Not mentioned 

No change in the 

legal framework, 

Change in the Code 

of Conduct 

- 

IMF (2015) 
Simplification and 

debt reduction 

Debt/GDP 

ratio 

Cap on net 

expenditure growth 

Expenditures growth follows the potential 

outputgrowth adjusted for a debt stabilization 

component. A feedback mechanism between the 

anchor and the operational rule can either be 

formal (explicit), for example, in the form of an 

automatic debt correction mechanism, or less 

formal (implicit), for example, based on periodic 

ad hoc adjustments to correct deviations from 

the anchor. 

Not specified Not mentioned 

Greater 

automaticity in 

enforcement. 

More credible 

sanctions, 

Better 

coordination of 

fiscal policy 

monitoring 

Frome Treaty change 

to change in 

Regulations 

depending on 

ambition 

Merging the 

preventing and the 
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Some recent studies add further fruitful insights on the future of the EU fiscal rules. 
The IFI Network (2021) recently argued that, based on their projections, the debt rule would be 
absolutely unfeasible when the GEC is deactivated, calling for a revision of the rule. This study 
also looks very benevolent towards the EFB proposal. Martin and Ragot (2021) provide some 
general recommendations on how to behave in relation to the deactivation itself, suggesting 
establishing a transition period when no EDP should be launched and a transitory fiscal stimulus 
should be ensured. They also argue that during this period the fiscal rules should be reformed.  

Finally, it is worth noting that not all the empirical and academic research is critical 
against the current set of rules. Mileusnic (2021) analyzes whether the revised SGP has 
managed to meet the initial expectations in providing a solid framework for fiscal prudence, by 
estimating the combined effects of the adherence to the supranational and the domestic fiscal 
rules on several budgetary variables. The analysis finds that high-quality domestic rules has 
improved the budgetary position of the Union and of the respective states. Italy is assessed to be 
among these countries. Additionally, compliance with the EU rules has likewise revealed relatively 
benevolent effects on all fiscal variables both individually and at the consolidated level.  

5. PROJECTING THE FISCAL RULES IN THE NEAR FUTURE AND BEYOND 

While in the previous section we delved on the desirable features of fiscal rules and 
“successes and failures” of the current fiscal framework, here we investigate the properties fiscal 
rules have on the basis of a quantitative approach. In particular, we make an attempt to predict 
how full compliance with rules would shape the budgetary and other public finance outcomes. 

We shall consider the three current Stability and Growth Pact fiscal rules in isolation: 
i) the structural balance (SB), ii) the expenditure benchmark (EB) and iii) the debt reduction 
benchmark (RD); and also assess the EFB proposal of an expenditure rule anchored to a debt-
to-GDP target.  Before going into the simulation exercise, we cover two preliminary topics. First 
of all, we describe the metrics (or variables) used in evaluating the fiscal path designed by each 
rule. Then, we briefly review the main findings from the strand of empirical literature which 
subsumes full compliance with fiscal rules.   

5.1 Metrics and criteria used to evaluate fiscal rules 

When evaluating the impact of full compliance with a fiscal rule, we shall make use of 
some fiscal performance indicators. In facts, the first step requires computing budgetary 
outcomes consistent with compliance. Full compliance is generally insured by a multi-year paths 
for government budgets. For instance, compliance with the structural balance rule implies a 
number of consecutive fiscal adjustments until the country reaches its MTO; similarly, other rules 
require different fiscal trajectories. As a result, in our framework the main reference variable used 
for evaluating and comparing fiscal rules is the required annual fiscal adjustment on the primary 
balance (which can be defined as the change in the primary balance to be achieved in year t+1 
against year t).  

We shall primarily focus on the nominal (headline) changes in the primary balance. 
Concerning the SB rule, practitioners of EU budgetary surveillance are well aware that it requires 
fiscal adjustments on the budget balance in structural terms, i.e., adjusted for the economic cycle 
and net of one-off and other temporary measures 20. At the same time, all along the short-term 
forecast horizon (and often beyond it) provided that the output gap is different from zero, nominal 

 

20 As stated in the SGP Vademecum 2019, pg.6, “By setting a budgetary target in structural terms, the preventive arm of 
the Pact aims to ensure that the underlying fiscal position of Member States is conducive to medium-term sustainability, 
while allowing for the free operation of automatic stabilisers”. 
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corrections to the budget will diverge from the structural ones21. As for the other rules here 
considered, they all directly require fiscal adjustments in nominal terms22; this makes nominal 
corrections the most suitable variable to use for making comparisons23. 

We project the main fiscal variables over the medium term. As we will describe in detail 
when introducing our simulation framework, we run simulations over a ten-year horizon in two 
different kinds of scenarios: i) a baseline scenario, in which the fiscal variables behave under the 
projection assumptions underpinning the debt sustainability analysis regularly run by the EU 
Commission, and ii) a “compliance” scenario, in which the budget balance is in line with the 
requirements of the rule under scrutiny. We refer to this comparison as the required fiscal effort. 
Our analysis will rest on a comparison between the primary balances generated in the two sets 
of scenarios; the difference between the compliance and the baseline scenarios provides the 
relevant information on the additional fiscal effort required by complying with the rules24. The 
comparison of the debt-to-GDP trajectories will provide information on the debt sustainability 
impact of the rules. 

All in all, our quantitative approach hinges around four dimensions of analysis. We 
address the question of whether the full compliance with a single rule would turn out to be: i) 
countercyclical, i.e. counterbalancing the cyclical conditions; ii) making public debt sustainable, 
i.e. bringing it to a downward path; iii) credible, in terms of the size of the fiscal adjustment required, 
which entails avoiding too stringent and politically unfeasible corrections; iv) predictable, in terms 
of not being too-volatile to sudden changes in macroeconomic and financial conditions, which is 
relevant for the time consistency of budget planning.  

5.2 Main approaches and findings of the literature  

In the wake of the EU’s economic governance review, several authors from both the 
academy and institutions have investigated the ability of fiscal rules to ensure sustainable 
public finances and macroeconomic stabilisation. Among them, the European Commission 
has carried out some prominent quantitative analyses with a backward-looking approach. A 
systematic forward-looking approach in this field has not yet been undertaken. However, there is 
a number of studies that made relevant steps in that direction, the most relevant being the ones 
by the European Fiscal Board, which offer also a valuable contribution in the assessment of the 
SGP debt rule.   

In its Public Finance in EMU 2019 25 , the Commission performs a counterfactual 
assessment of whether compliance with the SGP preventive arm would have been 

 

21 Usually, OG estimates derived from the EU short term forecast entail at the year t+2 (the last forecast year) an Output 
Gap different from zero. Medium term projections assume that the OG is closed linearly in the following three years.   For 
instance, if starting from a negative value, the OG is projected to be closing (i.e., becoming less negative), nominal 
budgetary corrections are wider than structural adjustments.  
22 Indeed, for countries still distant from their MTO, the expenditure trajectory has built in the same structural corrections 
defined by the matrix of requirement, thus it takes implicitly into account the economic cycle. Note also that the expenditure 
rule entails a minimal cyclical correction related to the rate of unemployment exceeding its natural level and that the debt 
rule has a configuration that takes into account the economic cycle, however the later configuration is not coded in our 
simulations. 
23 Irrespectively of the economic soundness of ignoring structural adjustments, nominal corrections are by and large the 
aggregate that is more sensitive from a political point of view. For instance, in case of fast closing output gap a given 
structural adjustment can become much larger in nominal terms.  
24 The notion of required fiscal effort (or additional required fiscal effort) should be further qualified. The world additional 
refers to the possibility that the short-term EU forecast, spanning two years beyond the current year, could entail already 
a fiscal adjustment (i.e. a projected improvement of the budgetary outcome depending on action taken by government or, 
even, improving economic conditions. In this case the compliance scenario will compute an additional effort on top of the 
baseline. Fiscal adjustment = Required Annual Fiscal Adjustment (RAFA) + correction for the economic cycle, one-offs 
and temporary measures + change in the trend component of the budget balance 

Fiscal effort = Fiscal Adjustment in the compliance scenario - Fiscal Adjustment in the baseline scenario. 
25 PFM2019, Part. II: Performance of spending rule at EU and national level – a quantitative assessment, pg. 55 
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sufficient to ensure fiscal sustainability and adequate macroeconomic stabilisation. First 
of all, it finds that, under strict compliance scenarios (for both the SB and EB), public debt ratios 
would have declined with respect to the historical outcome; this occurs despite lower growth and 
inflation caused the tightening thanks to higher primary surpluses and lower interest payments. 
Spending rules seem to be more effective than the SB rule in putting debt on a downward path. 
Indeed, the counterfactual analysis shows that full compliance with the SGP expenditure rule 
would have implied more front-loaded fiscal adjustment with a consistent public debt reduction, 
especially for high debt-countries26. Using a different (regression based) approach, the analysis 
also shows that discretionary deviations from the adjustment path were procyclical. However, 
when compared to the SB requirement, the expenditure rule turns out to be more growth friendly 
as the required fiscal adjustment is higher in good times and smaller in bad times. On the 
predictability aspect, the Commission finds that forecasts of fiscal efforts are almost unbiased. It 
is worth noting that the expenditure rule does not have an advantage in terms of predictability as 
the size of forecast errors in fiscal efforts are broadly similar to the one of the SB. Even if there is 
broadly similar size of forecast errors of EB and SB based fiscal efforts, potential growth 
estimation errors have a greater impact on the MTO-fiscal requirement than the EB. In fact, the 
expenditure rule benchmark is related to a 10 year-potential GDP average which is less 
dependent on individual projections and smoothens the impact of forecast errors and/or data 
revisions 27 . To conclude, the Commission affirms that both the SB and EB rules ensure 
predictability and pursue fiscal sustainability but, in general, fail to secure macroeconomic 
stabilisation28.  

To our knowledge, the most relevant effort of carrying out comparison among fiscal 
rules an ex-ante basis was carried out by the EFB in its 2018 Annual Report29. The aim of 
the analysis was to match the thereby proposed expenditure rule against the compliance 
requirement of the SGP’s debt rule (in its forward-looking configuration). Two sets of simulations 
were provided, both starting in the year 2019. The first one considers the high debt countries (for 
which the debt rule is more challenging) identified by a debt-to-GDP ratio above 80%. While 
excluding Greece, the group is composed by Belgium, Cyprus, France, Italy, Portugal and Spain. 
Results presented include the structural primary balance, the net expenditure growth and the 
implied debt to GDP ratio which would be recorded in case fiscal policy of each country were 
compliant with the two rules. The following lessons could be drawn: if in the short-term countries 
are affected by low nominal growth (real growth below potential and/or GDP deflator running 
below the 2% threshold) the EFB expenditure rule requires a lower fiscal effort than the debt rule. 
This leniency is offset in the medium term, when the EFB rule requirement tightens so that the 
debt ratio eventually moves below the level achieved in case of compliance with the debt rule. If 
the countries are characterized by a relatively good initial fiscal position, then the EB is more 
demanding than the debt rule; the latter actually can allow for some relaxation of the fiscal stance. 
The second set of simulations provides further insights; it consists of a sensitivity analysis 
exercise applied to a single country, represented by the Euro area. A baseline simulation is built 
on the basis of a set projections for the Euro area (regarding growth, inflation, interest rates, 
amongst the most relevant variables) and assuming compliance with the expenditure rule. 
Compliance with the rule provides benchmark values for the main public finance variables such 
as primary balance and debt to GDP ratio. A first alternative scenario rests on a parameter change 
as the time horizon for convergence to the 60% debt target is lengthened from 15 years to 20 
years; this change, of course, leads to a reduced amount of tightening with respect to the 

 

26 Spending rules better measure the actual fiscal effort than the structural balance since they exclude several factors out 
of the government control at least in the short run. However, spending rules are not able to capture discretionary revenue 
measures, thus reducing incentives for efficient revenue policies 
27 Philipp Mohl and Gilles Mourre, Measuring the fiscal effort: expenditure benchmark versus structural balance, OGWG 
meeting, 9 June 2021. 
28 As reported in the PFEMU 2019, pg.95, fiscal effort has, on average, been pro-cyclical in the EU since 2000 the main 
reason being fiscal loosening in good times; in the Commission counterfactual analysis a strict compliance with both fiscal 
rules would have resulted in an a-cyclical fiscal effort. 
29 European Fiscal Board, 2018 Annual Report, pg. 84-88 for the simulation exercise.  
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baseline 30 . The five additional scenarios introduce alternative assumptions: a temporary 
recession with output moving gradually back to its potential level, a permanent reduction of trend 
growth (-1%); a permanent increase of 1% of the interest rate paid on debt, an increase of 20% 
of the debt to GDP ratio, an initial worsening of 2% of the primary level of the government budget.  
The first scenario results lead to the conclusion that the EFB rule is countercyclical as, in presence 
of recession, in the short term it calls for a very mild tightening of the fiscal stance with respect to 
the baseline. In the medium term the rule calls for additional adjustment, which brings back down 
the debt trajectory.  

On the contrary, the debt rule asks for a much stronger early adjustment. A growth shock, 
scenario two, leads to an immediate reduction of the allowed growth rate of primary expenditures 
preventing a deterioration of the budget, which would endanger debt sustainability. Scenario three 
shows that the expenditure rule would react very gradually to an interest rate increase, as the 
size is relatively small compared to other budget components. Over the medium term, in 
cumulated terms the fiscal adjustment is similar in size (approximately 0.8% of GDP) to the GDP 
negative growth simulation. The shock simulating a sudden increase of debt leads to a front-
loaded fiscal consolidation in the first five years; after 15 years debt remains above the baseline 
level by approximately half of the size of the shock (9%). This would represent a reasonable 
compromise for high debt countries as it would strike the balance between extra debt to be 
corrected and additional fiscal effort needed. Finally, the negative budget surprise shock– albeit 
eventually requiring a sizeable primary balance adjustment (equal to 2.3% of GDP in cumulative 
terms) –yields a debt level higher by 8% GDP at the end of the simulation period; in this respect, 
the rule is deemed somewhat “lenient” for countries starting with a week fiscal position. In relation 
to this outcome, the report suggests considering to set up a transition period requiring countries 
to reduce their primary deficit more rapidly than foreseen by the rule. 

An additional relevant reference is represented by the sensitivity analysis carried out 
by the Commission in the framework of the annual Debt Sustainability Monitor. In it the 
baseline debt sustainability projections are usually complemented by alternative scenarios 
assuming for member countries different initial fiscal positions (e.g., a worse primary balance) or 
compliance with the requirement to converge to the MTO.  

More recently, Darvas and Wolff (2021) simulate fiscal-adjustment scenarios in which 
compliance with rules is once again required starting from the year 202331 and in the 
context of the Next Generation EU initiative. In particular, they assess the scope for public 
green investment by simulating as of 2023 two different fiscal-adjustment scenarios: i) the 
historical scenario and ii) the flexibility scenario. Italy would fall among the countries who are 
under excessive deficit procedure. The authors find that in the year after the GEC, the RRF grants 
and loans should offset the needed consolidation to a certain extent. However, the impact of 
additional resources decreases with years thus poorly compensating the required fiscal effort. 

5.3 Simulation framework and evaluation approach 

Our projections build on the Commission’s forecasts. Starting from the macroeconomic 
and public finance forecasts released by the European Commission services in the most recent 
spring round, we extend the economic and fiscal variables over a medium-term horizon. We rely 

 

30 As reported in section X, the EFB 2020 further elaborate their proposal along this direction, also considering growth and 
interest rate projections for each country. 
31 In occasion of an informal ECOFIN meeting in Ljubljana held on 10/11 September 2021, Darvas and Wolff prepared a 
background document proposing a green golden rule that excludes net green public investment from the computation of 
the deficit and debt relevant to the EU fiscal surveillance. According to the authors, this would incentivize the necessary 
public investments to counteract climate change. In the historical scenario the country has three years to correct the 
excessive deficit. The authors translate this prescription in a rule requiring the structural deficit to converge to 2.5% of 
GDP in 2025. The flexibility scenario is characterized by an annual structural fiscal effort of 0.5% of GDP which is the 
minimum adjustment set by the SGP. For countries in the preventive arm, the historical scenario takes into account the 
SGP matrix of requirement, while the flexible scenario assumes the activation of the flexibility clause for structural reforms.  
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on a baseline scenario which corresponds in the short term (until t+2) to the 2021 Spring Forecast 
published by the Commission in May 2021 32 . Our simulation horizon starts in 2023 (or in 
alternative scenarios in 2026) and we extend over the medium term the set of variables required 
to simulate drawing on the so called ‘t+10 methodology’ developed by the EPC - Output Gap 
Working Group (OGWG). Finally, when in need of longer-term data (like in the case of simulations 
related to the EFB rule), we refer to data published in Ageing Report 2021 released in May 2021. 
Concerning budget and debt projections beyond the year 2022, we adopt the traditional DSM 
approach and follow the methodology used by the Commission by holding the structural primary 
budget constant at its 2022 value, net of ageing costs and variation of the state property income33. 
More details on the assumptions used to project the relevant variables are provided in Annex 1.  

We then create compliance scenarios in which government budgets are fully 
consistent with each of the rules under scrutiny while assuming full compliance; in our 
quantitative assessment, we consider one rule at a time and the fiscal planning is strictly equal to 
the requirement imposed by the rule under scrutiny with no margin of tolerance. 

In line with the EU Commission approach, we account for the impact on GDP of the 
fiscal tightening. We introduce a feedback effect on the economy due to the fiscal effort implied 
by compliance with the rule, also in this case following the DSM 2020 methodology. In the 1st year 
of adjustment, the fiscal effort required by the rule impacts actual GDP growth by 0.75 pps. The 
shock on GDP growth is then absorbed during the following two years. Potential GDP is not 
altered; so, if no additional tightening occurs, actual GDP is back to its potential level the 3rd year 
after the effort imposed by the rule recedes. 

  In what follows, we assess the current European fiscal rules against the above 
desirable features. In particular, we aim at verifying: i) the credibility, meaning that the fiscal 
adjustment required by the rule must be feasible and reasonable enough to find room in the fiscal 
planning of the Governments; ii) the sustainability, meaning that the fiscal adjustment over the 
medium term is effective in turning the public debt-to-GDP ratio towards a downward path; iii) the 
counter-cyclicality, and iv) the consistency, meaning that they are not too volatile to sudden 
changes of the macroeconomic environment. Simulation’s results are interpreted in the light of 
the above criteria. 

5.4 Rules at work when the GEC is deactivated  

The first empirical contribution provided by our paper concerns the path that the 
Italian public finance should follow in the short term and beyond to comply with fiscal 
rules should the General Escape Clause be deactivated in 2023. As stated above, we 
consider the SGP fiscal rules in isolation: i) the structural balance, ii) the expenditure benchmark 
and iii) the debt reduction benchmark. We also simulate the EFB proposal of an expenditure rule 
anchored to a debt-to-GDP target as originally defined in the EFB 2018 Annual Report. We 
thereby assess which rule prompts a faster and steeper fiscal adjustment jointly with its impact 
on economic output and public debt. Although we focus our attention on Italy, many conclusions 
can be extended to the other EU countries34. 

 

32 Our data source is the AMECO. Additional fiscal data are taken from so-called Transparency files shared by DG ECFIN 
and developed for the purposes of the fiscal surveillance for the 2020 Spring Forecasts. Data on debt maturity and 
composition are taken from the ECB statistical data warehouse, while data on interest rates from Bloomberg.  
33 Due to the uncertainty and the exceptional environment caused by the pandemic emergency, the Commission revised 
its traditional assumption for the debt sustainability analysis. In the recent DSM2020 the structural primary balance is 
generally assumed to gradually return to its pre-crisis forecast for 2021, as estimated in the DSM 2019. The linear 
adjustment starts from 2023, i.e., the year after the T+2 European Commission Autumn 2020 forecast and is capped at a 
maximum of 0.5 pp. of GDP per year.  
34 As our data are grounded on European official sources, the simulation tool developed by the Treasury Department 
allows for a comparison of the fiscal performances among all the EU Member States. In the current analysis we focus on 
Italy only. A separate paper will concentrate on cross-country comparisons. 
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The following graphs illustrate the path of a few key variables for five simulations: the baseline 
projection which follows the traditional DSM approach, the three simulations enforcing full 
compliance with the SGP rules and the 2018 EFB proposal. The variables, all displayed as a 
percentage of GDP, are: the primary budget balance (and its first difference), the headline balance 
(net borrowing) and its first difference, the structural balance, public debt, gross financing needs, 
GDP deviation from its baseline level, and the output gap.  

Using our previously outlined interpretation criteria, we can draw several insights for each rule. 

Figure 5.4.a: Evolution of the Primary Balance (%GDP) under different fiscal rules, 2022 - 2035 

 

 

 

Figure 5.4.b: Evolution of the Net borrowing in levels and differences (%GDP) under different fiscal rules, 2022 - 2035 
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Figure 5.4.c: Evolution of the Structural Balance (%GDP) under different fiscal rules, 2022 – 2035 

 
Figure 5.4 d: Evolution of Debt (%GDP) under different fiscal rules, 2022 – 2035 

 
Figure 5.4.e: Evolution of Gross Financing Needs (%GDP) under different fiscal rules, 2022 – 2035 
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Figure 5.4.f: Difference in Real GDP (%) with respect to the baseline under different fiscal rules, 2022 – 2035 

 
Figure 5.4.g: Evolution of the Output Gap (%Potential GDP) under different fiscal rules, 2022 – 2035 
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0.6% is structural and the remaining component is related to a cyclical improvement stemming 
from the projected Output Gap closure35. The adjustment is gradual and continuous over time 
and it almost ends, by construction, when Italy reaches its +0.5% MTO 36 . However, some 
additional effort is required by the need to remain at the MTO due to an increase of interests’ 
expenditures37 (Figure 5.4.c shows that the structural budget stabilizes at its MTO whilst Figure 

 

35 While in the baseline simulation the OG closes linearly from 2023 to 2025, due to the feedback of the fiscal adjustment 
on GDP, in the MTO simulation the OG remains open for much longer. This is true, indeed, also for all the other alternative 
simulations based on other fiscal rules. 
36 The MTO might be revised in 2022, but we hold it constant at its current value along all the simulation horizon. 
37 The increase of interest expenditures on public debt takes place despite the gradual reduction of the debt, this is due 
to projected increase of implicit interest rates built into the baseline data.  
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5.4.a shows that the headline primary surplus keeps improving). The ensuing reduction of public 
debt is very gradual, when compared to other rules. In the initial part of the simulation the debt-
to-GDP ratio keeps increasing, albeit only to a minor extent. The moderate pace of reduction of 
the deficit implied by the rule plays a role in explaining it; but this is also due to a number of 
features of the baseline exogenous variables, namely starting value of the deficit and the rather 
low projected trend growth. Furthermore, the feedback from the fiscal adjustment to GDP growth 
curbs the debt reduction process, but this applies to all rules. 

The expenditure benchmark rule (EB) prompts a comparatively stronger and front-
loaded adjustment. In this simulation, due to the higher speed of fiscal adjustment, the MTO 
target is approached much sooner (Figure 5.4.c) than in the case of the SB rule. No further 
adjustment is required until the last year of the simulation38 as the structural level of the deficit 
remains close to the MTO target.  Under this rule, the relevant expenditure aggregate is 
constrained to grow at the estimated growth of potential GDP converted in nominal terms (the so-
called expenditure benchmark). Also, the EB rule acts on the primary balance (while holding 
constant the revenue-to-GDP ratio39) until the structural balance reaches its MTO. Like for the SB 
rule the parameter derived from the convergence matrix acts as a “penalty” which, in this case, 
curtails further expenditure growth. The currently very low level of projected potential GDP growth 
contributes to make compliance with the EB rule highly demanding starting from the initial part of 
the simulation.  As a consequence of the faster adjustment, the debt-to-GDP ratio is brought down 
sooner; for the same reason, GDP departs more markedly from its baseline level.  

The effort required by the debt rule (DR) appears quite challenging, especially at the 
start of the convergence process. In particular, strict compliance with the rule would imply a 
sharp correction in the primary balance in the first 3 years; afterwards, over the medium term, the 
primary surplus would remain around 2.6%. Visual inspection of the results shows that not much 
can be added to the general understanding that compliance in the short term would be less than 
ever politically and economically feasible. At the same time, as recalled in section 3.2 on the 
historical interpretation of the SGP, compliance with the structural indicators could provide 
sufficient ground for ensuring “legal compliance” with the debt rule as well. We shall add a few 
remarks on the debt rule behaviour when commenting the EFB rule proposal, which we do next.  

The EFB expenditure rule would be less demanding than the debt rule immediately 
after the GEC is deactivated but then it will require higher surpluses. The EFB rule is 
implemented as in its original proposal (as from the 2018 EFB Report). The rule implies a 
convergence to the 60% debt-to-GDP target in 15 years. All along the simulation horizon the fiscal 
effort implied by the compliance with this proposal is higher than for the SGP expenditure rule40. 
As a consequence, the debt-to-GDP ratio is driven down more quickly. The intensity and speed 
of the fiscal tightening depend on the time horizon set for converging to the debt-to-GDP target, 
as a longer convergence time horizon would lead to a different and more gradual adjustment 
profile41. In any case, in the juncture of a fully-fledged restart of fiscal surveillance as from 2023, 
the EFB rule in its original configuration would force an adjustment second only to the debt rule. 

 

38 A new adjustment is required in 2035. The increase of interest rates expenditures does not prompt a direct reaction of 
the expenditure rule, but intervention is needed when the structural level of the deficit departs from the MTO target above 
a 0.25 decimal points of GDP threshold. 
39 Unless discretionary tax measures are taken. 
40 Against the backdrop, the recommendation made in EFB (2018) addressed to countries with a starting weaker fiscal 
position “to phase in the new expenditure rule with a transition period requiring countries to first reduce their primary deficit 
more rapidly” as to be taken with grain of salt. This recommendation should be probably be made conditional on the 
growth perspective of the countries.  
41 The EFB rule de facto is built around a debt targeting mechanism. In essence, the rule computes sequentially, and 
along a series of three-year intervals, the average growth rate of nominal expenditure such that – holding constant the 
revenue-to-GDP ratio and assuming nominal GDP grows in line with potential - the debt ratio is driven to its target in the 
prescribe time horizon. As for the SGP debt rule, this occurs asymptotically. The common ground with the EB rule is 
provided by a constraint being imposed on the same expenditure aggregate. Some sensitivity analysis of a lengthening 
of the time horizon is carried out in Annex 2. 



 

29 

The above evidence can shed some light on fiscal rules performance while assessing 
the credibility and political feasibility of their required fiscal adjustments, which are two of 
the above-mentioned interpretation criteria. In particular, rules need to ensure a substantial debt 
reduction in the medium term an excessive and, at the same time, abrupt tightening ought to be 
avoided. Clearly, there are trade-offs between the two dimensions. The simulation exercise is set 
around a re-start of the fiscal surveillance as from 2023 and assuming Italy will not enter in the 
corrective arm of the SGP. In general, the estimated fiscal effort implied by the full compliance 
with the rule under scrutiny would be relevant starting from the first year of the simulation and 
lasting for some time ahead.  

Costs in terms of output loss are not irrelevant. As illustrated in Figure 5.4.f, in most 
cases GDP departure from its base level ranges between 2 and 3%, lasting for some time over 
the medium term. There would be no safe haven, but the SB rule would guarantee the most 
gradual adjustment path even if at the cost of a very prolonged effort and a slower debt reduction42. 
This dimension of the exercise is simplified and purely illustrative, as the output response to fiscal 
tightening is assumed to be proportional to the budgetary adjustment; non-linear effects related 
to the intensity of the fiscal effort are not captured. 

On the risks side, it is to be pointed out that the output gap could be closing faster. In 
the current set of simulations, the output gap starts closing in 2023 by one third per year starting 
from its currently estimated value for the year 2022. This is the customary technical assumption 
adopted by the Commission when dealing with the transition from the short-term to the medium-
term forecasts. By the time when the rules are back in place, real-time projections will be updated. 
If the decision of deactivating the GEC is taken in 2022, the Commission short-term forecasts will 
include the years 2023 and 2024. In that framework the output gap in 2023 could be closing faster 
than we are projecting in our exercise, thus requiring an even stronger nominal consolidation by 
those rules implying a structural correction. 

5.5 Sensitivity analysis on fiscal rules’ behavior  

A second set of findings comes from the sensitivity analysis. Here we evaluate if the 
insights gained from the first set of simulations, where we projected full compliance with the rule 
under scrutiny starting from 2023, is robust to changes in the underlying macroeconomic and 
financial situation. In particular, we ask ourselves how rules respond to such changes and if some 
of them react more than others. 

We construct alternative or perturbed scenarios by modifying, one at the time, the 
assumptions concerning key variables influencing the required fiscal adjustment. We 
wonder, for instance, if and to what extent rules become more stringent should a recession 
change for the worse the GDP growth profile. Could we compare them in terms of degree of anti-
cyclicality? The set of alternative simulations entails, in turn, changes to the output gap, potential 
output growth, interest rates, structural budget and stock of public debt. We shall check how the 
performance indicators (i.e., the required primary budget and the level of debt) respond, both in 
the short and medium-term, to the above shocks. This can further instruct us on the overall 
properties of the rules, while keeping in mind the criteria defined at the end of section 5.3. 

In order to better evaluate the response to cyclical shocks, compliance with the rules 
is enforced starting from the year 2026 onward. This new simulation horizon has two 
interlinked implications: a) the output gap is always equal to zero (except for the first scenario) 
and b) GDP growth is always equal to GDP potential growth. Consistently, to facilitate the 
assessment of the results, we switch off the feedback effect from fiscal consolidation to the 

 

42 The utilization of the so-called “margin of tolerance” – not envisioned in this exercise – could further smoothen the 
immediate adjustment requirement. As recalled before, an annual deviation of 0.5 pp of GDP and a biannual average 
deviation of 0.25 pp of GDP is allowed by the SB and EB rules. 
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headline GDP level (and output gap)43. We first provide a description of the envisioned shocks 
and some of their expected implications on the functioning of fiscal rules. In most cases we 
implement the shocks in both directions (favorable and unfavorable). The rules’ responses are 
mostly symmetrical, and we will comment one direction only while pointing out the few existing 
differences. 

Output Gap shocks. It is assumed that a sizeable economic shock hits all EU economies 
while potential GDP is unaffected. In the first year the size of the shock equals -/+4% of GDP thus, 
starting from a baseline value of zero, in the first year the perturbed scenario output gap equals 
4% of potential GDP. The shock is temporary and GDP level moves gradually back to base during 
the four following years (moving respectively to -/+3,1;- /+2,5; -/+ 1,9%; +/- 1,4% of GDP from the 
second to the fifth year); the size of the output gap changes accordingly. The pattern of the shock 
is such that it allows to activate in sequence all the cases (i.e., different possible states of the 
economy) coded by the matrix of requirements. For instance, a negative shock of 4% is classified 
by the matrix as “Exceptionally bad times”, for which no convergence in structural terms to the 
MTO is required, in the following year (with the economy in “very bad times”) a 0.25% fiscal 
adjustment is required, and so forth. 

GDP potential growth shocks. Potential output growth is increased by 1% from the year 2026 
onward. Overall, a sudden and permanent change to potential growth might be considered too 
much of an abrupt change. However, in the past, potential output projections were affected by 
relevant swings often related to unexpected economic recessions44. Therefore, it is certainly a 
case study worthwhile to be considered. The reaction of fiscal rules to this shock can vary to a 
significant extent. The first implication of the shock is that higher growth implies higher revenues. 
Rules aimed at reaching a debt level will be affected by the improved level of the government 
budget thus entailing a faster convergence to the target. At the same time, rules relying on the 
expenditure benchmark characterized by a 10-year moving average of potential output will be 
directly affected.  

Interest rates. We assume an upward or downward parallel shift of 100 basis points of the 
interest rates paid by Italy when issuing new debt or renewing expiring slots. Interest rates are 
assumed to be exogenous, not a function of the government’s fiscal policy. The interest rate 
patterns can produce a wedge between expenditure-based rules controlling the primary balance 
and the SB rule targeting the headline balance. The impact will also be a function of the size of 
public debt with respect to GDP. We also know that, given the rather long average life of the debt 
in most EU countries, changes to interest rate levels will affect the rule response only very 
gradually. 

Structural budgetary improvement/worsening. We assume a permanent 
improvement/worsening of the underlying structural budgetary situation, equal to 1% of GDP, to 
be generated by an increase/decrease in the ratio of revenues to GDP. This could be the case of 
an effective anti-tax evasion policy, or of a permanent enlargement of the tax base. The intuitive 
implication on the required response dictated by rules is that, in general, some 
loosening/tightening with respect to the baseline scenario should take place, but expenditure-
based rules should not, at least directly, “react”. However, this set of simulations will be useful to 
illustrate a few additional and not immediately intuitive nuances. 

Public debt increase. Here it is assumed a sudden 20 pps increase in the debt to GDP ratio. 
This shock will have an immediate impact on the rules that target a debt level (i.e., the SGP debt 
rule or the EFB proposal). The SB or EB rules would be directly affected only if the country’s debt-

 

43 Also note that in this set of simulations, due to the impact of ageing costs acting from 2023 to 2025, the starting level of 
the structural budget balance is worse than in the “2023” scenario. However, this feature does not show up because we 
compare results of simulations in scenarios (shocked and not shocked) where ageing costs are the same. 
44 The first two mentioned sensitivity exercises – temporary GDP fall/increase and shocks to potential growth – tackle 
separately two issues which are intermingled in the practice of fiscal surveillance. For instance, a drop of GDP level will 
affect the estimate of potential growth. Analyzing them jointly would be more appealing, still highly resource intensive, as 
it would entail to run potential output estimates. 
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to-GDP ratio moves above the 60% reference level of the Treaty and it is not at its MTO because 
the matrix of requirement would prescribe higher fiscal adjustments. But this is not the case of 
Italy. Again, more insight is to be gained by a careful inspection of results. 

We consider all the perturbed scenarios in sequence and compare the rules’ 
responses with the no-shock scenario. While commenting on simulation results, we 
concentrate mainly on two variables: the primary balance and the debt-to-GDP ratio, whose 
behavior provides the most relevant insights. More precisely, for a given perturbed scenario we 
match the primary balance ensuring compliance with each rule against the primary balance 
compliant with the same rule in the not shocked setting. The difference between the two primary 
balances shows how sensitive rules are to different macroeconomic assumptions. For instance, 
a positive 0.5% of GDP difference in one year implies that, for that year compliance with the 
considered rule requires a 0.5% of GDP tightening vis à vis the no-shock scenario. We compare 
the required primary surplus all along the 10-year simulation horizon, being aware that the 
response can vary substantially between the short and medium-term. It could be the case, for 
instance, that a rule does not reacts initially to the shock (or reacts very mildly) but afterwards 
fiscal adjustment builds up through time. It could also be the other way around, with the rule 
providing an initial sharp reaction in terms of fiscal correction, to be followed by a more lenient 
behavior.   

We mainly look at the impact of the shock on primary balance and public debt. The 
figures included in this section show both the level and the change (i.e., the value at time t minus 
the value at time t-1) of the shock on primary balance. The intensity of the annual variation is 
useful to better visualize if and when the fiscal tightening or loosening with respect to the no-
shock scenario is more intense. In addition, we consider the difference between the debt-to-GDP 
ratio implied by full compliance with the rule in the shocked scenario relative to the no-shock 
scenario. Matching the perturbed debt level against the not perturbed shows the capability of the 
rules to bring back the debt to its pre-shock level over the medium term and the speed at which 
this occurs. There is no doubt that this insight leaves quite a lot of room for judgement. In line with 
the principle of avoiding pro-cyclicality and self-defeating fiscal consolidations, it is not 
controversial that, pending a recession and/or in the initial stage of the recovery, debt-to-GDP 
could well be left to increase. However, once the shock is over and fiscal consolidation is required, 
it is debatable the speed at which public debt should be brought down45.  

In the following paragraphs we illustrate and explain the simulations results. Afterwards we 
draw our conclusions by commenting the overall behavior of each fiscal rule, also in comparison 
with the other ones.  

GDP level (Output Gap) shocks (Figure 5.5.1.a-c).  After a GDP shock of 4 pps, the 
underlying primary balance implied by the structural balance rule would remain lower than in the 
no-shock scenario for a high number of years (Fig. 5.5.1 a). In particular, in our simulated 
framework, it would be more than 2 points lower on average over the first 5 years, and it would 
still be ¾ points lower on average over the following five. The expenditure rule behaves quite 
similarly, with some difference due to technicalities of the SGP that are better explained below. 

 

45 The above paragraphs cleared most of the preliminary ground to be covered; there is however, one final piece of 
information to be provided concerning the results achieved when the SGP expenditure and structural balance rules are 
enforced within the sensitivity scenarios framework. The “difference between primary budgets” variable, to be visualized 
by using vertical bars, will often be characterized by “spikes”; these spikes (more visible when looking at the first difference 
of the variable) related to sudden and temporary comparative changes in terms of fiscal consolidation/loosening 
trajectories. These changes – in the case of the Italian results – usually take place around the year t+5 or t+6 and/or in 
the final part of the simulation horizon and in many instances, unsurprisingly, the size of spike will be approximately 0,6% 
of GDP. These occurrences are due to macro-financial shock enforced in the perturbed scenarios entailing a faster or 
slower convergence to the MTO vis-a-vis the baseline. Therefore, for instance, in case of a favorable shock leading to 
convergence to the MTO in the year t+4 rather than in t+5, the difference variable will assume a -0.6% of GDP value in 
year t+5. Likewise, in the final years of a simulation, a negative shock could imply a divergence from the MTO target not 
taking place in the baseline; in such a case, the difference variable will signal a required adjustment (+0,6% of GDP or 
smaller45) not present in the baseline simulation. At the cost of showing figures that are less immediately intuitive, we 
opted to leave in this kind of patterns, because they are useful to highlight a distinctive feature of rules targeting the MTO 
vis a vis those targeting the debt levels 
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On the contrary, the primary balanced required by the EFB rule shows a lower persistency in the 
difference with the no-recession scenario, closing the “gap” after 5 years. In this sense the EFB 
rule appears less sensitive to a GDP shock and more stable over time. In terms of year-on-year 
consolidation (Fig. 5.5.1 b), while all rules allow a deterioration in the first year after recession, 
the EFB rule appears more demanding from t+2 through t+4, then rapidly returning to the same 
consolidation required under no recession. From this perspective, the EFB rule appears less 
prone to support the first years of a recovery. Finally, in terms of the debt dynamics (Fig. 5.5.1 b), 
the structural balance and the expenditure benchmark rules would allow higher and increasing 
debt levels up to t+5, then diverging, with debt reduction being better ensured by the expenditure 
rule; the EFB rule would rather stabilize debt at a less high level in the first five years, then 
improving this stabilization by roughly 2 GDP points over the next five. All in all, aside from the 
current debt rule, after a GDP shock, debt reduction would be enforced more strongly by the EFB 
rule. In this simulation only, the assessment of the debt rule is somehow distorted in that we 
should have used its cyclically-adjusted configuration, which would allow a stronger deterioration.  

Scenario 1: Economic recession 

Figure 5.5.1.a: Difference between primary balance (%GDP) projected in the shocked scenario and in the no-shock scenario, 2026 – 2035 

 

Figure 5.5.1.b: Difference between the annual variation of the primary balance (%GDP) projected in the shocked scenario in the no-
shock scenario, 2026 – 2035 
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Figure 5.5.1.c: Difference between public debt (%GDP) projected in the shocked scenario and in the no-shock, 2026 - 2035 

 

At this point it is worth mentioning some technical features of our simulation framework that 
trigger the response of rules targeting the MTO after a recession and drive the adjustment along 
the medium term. For them the lower fiscal adjustment in the perturbed scenario vis à vis the no-
shock scenario is due to the combined effect of: a) different states of the economy, as coded by 
the matrix of requirement; and b) the change of Output Gap vis à vis the baseline. In year one, in 
the perturbed scenario, the economy is in exceptionally bad times and no convergence toward 
the MTO is required rather than the 0.6% of GDP correction required in normal times. To this 0.6 
pps of GDP worsening of the primary deficit with respect to the baseline we have to add the 
cyclical correction component (equal to 4% of GDP multiplied by the 0.54 elasticity), ending up 
with a total 2.7% of GDP difference (as shown in Figure 5.5.1.a). In the following two years the 
difference component related to the matrix remains negative but becomes smaller. More precisely 
it is equal respectively to 0.35 and 0.1; these values are computed as the difference between the 
“normal times” 0.6 adjustment and 0.25, for year t+2, and 0.5, for year t+3. Finally, in year t+4 the 
difference related to the matrix becomes zero46 . Also, the cyclical correction related to the 
negative Output Gap gradually shrinks in size, and it becomes zero in t+5, by then in the perturbed 
simulation the economy moves back to its baseline value. From that point onwards both 
simulations would share the same 0.6% adjustment requirement because as long as the structural 
budget levels are not at the MTO. However, as a result of the different adjustment path described 
above, from year t+5 a difference between the deficit levels of the two simulations is still present. 
This difference is the cumulated impact of the delayed structural adjustment taking place in the 
perturbed simulation. As a consequence, in the GDP shock scenario the MTO is reached later 
than in the baseline scenario, and only in year t+10 (i.e., 2035). At that point the values of the 
primary budget are very similar, with the remaining minor differences being explained by higher 
interest payments influencing the level of the structural deficit. The reaction of the expenditure 
rule in first four years of the simulation is substantially aligned to the one of the MTO rule. In facts, 
in the perturbed scenario the adjustment path required by the matrix of requirements in relation 
to the poor state of the economy is the same (i.e., the so-called convergence margin operates in 

 

46 As mentioned, results in case of a positive shock (GDP moving above its potential level) are symmetrical but slightly 
different in size. For instance, in case of a temporary expansion which generates a positive output gap of 4% economies 
are classified in very good times. This asks for a 1% structural adjustment, therefore the component related to the matrix 
of requirement is 0.4% (equal to 1 minus 0.6).  
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line with the matrix47) and the cyclical component of the budget (being mostly driven by the fall in 
revenues) is allowed to deteriorate48. Also, in this case there is a delayed adjustment effect it but 
disappears earlier, i.e., in the year t+6 rather than in t+10 due to the already mentioned faster 
convergence of the expenditure rule to the MTO. However, Figure 5.5.1.b highlights that in years 
t+7 and again t+10 some intervention has to take place, this happens because interest rate 
expenditures increase slightly and cause the structural deficit to depart from the MTO; this 
explains the vertical positive bars.  

GDP potential growth shocks (figures 5.5.2.a-c). If trend growth increases by 1%, all rules 
imply – at least in the short term – a loosening of fiscal policy, except for the expenditure rule. In 
line with EFB (2018), we find that the debt rule and the EFB rule would react in the same direction, 
calling for a loosening of the primary balance, which is stronger in the case of the debt rule. The 
response of rules targeting the MTO is rather different. The SB rule requires49 only a minor 
adjustment (loosening of the primary surplus) related to the need to offset a small and very 
gradual improvement of the interest expenditure component of the budget50. The EB rule requires 
in the initial part of the simulation horizon a higher effort in the perturbed scenario than in the no-
shock scenario; this difference gradually declines through time. Such an outcome is due to the 
construction of potential output as a ten-year moving average of past and present values of the 
potential output estimates51. Whilst the new trend value of potential GDP (characterized by a high 
growth rate starting from year t+1) feeds into the relevant benchmark variable only gradually (it 
takes five years to adjust completely), on the contrary higher growth boosts revenues immediately 
with a unit elasticity (as the revenues to potential GDP ratio is held constant). Thus, due to the 
gradual reaction of the allowed level of expenditures, primary balance initially improves with 
respect to the baseline simulation; this improvement gradually recedes afterwards. The above 
described mechanism allows to reach the MTO target one year earlier than in the no-shock 
scenario, and this prompts, as a base effect, a temporary loosening with respect to the no-shock 
scenario in year t+4 (see the downward bar in Figure 5.5.2.b). More loosening occurs again at 
t+8, again due to a base effect (lower interest payments and new gradual departure from the 
MTO)52.  

In terms of debt dynamics, when the shock is on growth, the structural balance and 
expenditure rules favour a more sizable reduction of the debt-to-GDP ratio with respect to the 
non-shocked simulation. While the debt rule leads to virtually no improvement, the EFB rule 

 

47 Convergence margin is applied to the medium-term rate of potential GDP growth so as to ensure the appropriate 
adjustment towards the MTO. It is set in line with the required change in the structural balance. For more details, we refer 
to the SGP Vademecum 2019, pg.29. 
48 In this specific simulation the structural balance and expenditure rules behave very similarly against a cyclical shock 
hitting the economy. This outcome is apparently in contrast with the evidence shown by the Commission, and reported in 
section 5.2, that the expenditure rule ends up being more growth friendly in bad times. The two results can be reconciled 
noting the following. Our ex-ante simulation rests on the hypothesis that the profile of potential output is not affected by 
the shock. However, what frequently happened in the past is that recessions would indeed bring about a downwards 
revision of potential output. In turn this would determine output gap estimates smaller in size than those which would have 
been projected if keeping potential GDP estimates at their pre-recession levels. The amount of the cyclical deterioration 
of the budget allowed by the structural balance rule would therefore be limited by the “reduced” size of the output gap. On 
the contrary, the expenditure rule relies on a moving average of potential output estimates which, in the short time, reacts 
less to the shock; the budget is therefore left free to deteriorate fully in line with the shortfall of revenues (as well as with 
component of expenditures related to unemployment benefits). 
49 The use of the word “require” should be clarified in this context. The tool computes a level of the primary deficit 
compatible with each rule. In this case, higher potential growth, the improved economic conditions allow to have some 
loosening of the primary component of the budget; the same kind of qualification applies to all the “positive” shocks 
implemented in alternative scenarios. 
50  This is related to higher growth generating more revenues, which reduces in turn deficit, debt and – eventually - interest 
payments. Therefore the perturbed scenario entails a permanent slight loosening of the primary balance 
51 If we were assuming, as predicted by the rule, that the potential output estimates corresponded to the forecast of the 
previous forecast vintage, we would have had no change in the first year and a shift forward of one year of the adjustment 
displayed in chart YY 
52 As outlined already in EFB (2018) simulations, the SPG debt rule and the EFB rule react in the same direction, calling 
for a loosening, which is stronger in the case of the debt rule; the EFB rule behaves more smoothly. 
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stands in between. In facts, rules targeting the debt level allow for at least some loosening of 
fiscal policy, also due to the effect of higher growth on the debt to GDP ratio. Of course, the 
situation is completely reversed in case of negative shocks to growth, and compliance with MTO-
based rules conducing to a much higher deterioration of the debt to GDP ratio. 

In case of a negative shock to the growth rate, the behaviour of the rules is generally 
symmetrical. There is, however, one exception related to the functioning of the matrix of 
requirement. If in the no-shock scenario the underlying GDP growth is already rather low (and in 
the simulation case under study smaller than 1%), the implemented shock would cause GDP 
growth to be negative. In this case the perturbed scenario would be characterized by a number 
of years in which no adjustment is required. This pattern would last until growth is negative53.  

Scenario 2: Favourable potential growth shock 

Figure 5.5.2.a: Difference between primary balance (%GDP) projected in the shocked scenario and in the no-shock scenario, 2026 – 2035 

 

Figure 5.5.2.b: Difference between the annual variation of the primary balance (%GDP) projected in the shocked scenario in the no-
shock scenario, 2026 – 2035

 

 

53 In fact, this occurrence was closely missed in the case of the negative shock to growth for Italy as the estimate of 
potential growth hoovers around 1% for a number of years (and was well below that number in the recent past). 
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Figure 5.5.2.c: Difference between public debt (%GDP) projected in the shocked scenario and in the no-shock, 2026 – 2035 

 

 

Interest rates (Figures 5.5.3.a-c). In the high-interest-rate simulation, all rules imply 
persistently higher primary balances. The SB rule initially reacts more intensely to the shock, 
starting from year one; this is related to the fact that the structural budget includes interest 
expenditures on public debt. Provided that it is assumed that the 100 basis points rise affects the 
whole yield curve, the short-term component of public debt (with maturity less than one year) 
prompts an immediate increase of interest payments. The primary component of the budget has 
to improve to offset the worsening of the government budget. The impact on the long-term 
component is more gradual and aligned with the maturity of the debt54. In the SB rule alternative 
simulation the worsening of the implicit rate on the debt is immediately compensated by an 
equivalent tightening of the primary budget and the MTO target is achieved in the same year of 
the baseline simulation55. On the contrary, the EB rule initially does not react to the higher interest 
payments, which are outside the perimeter of the expenditure variable. A correction is prompted 
when a departure from the MTO is “detected”, and this takes place in the years t+5 and t+6. 
Further correction is prompted in t+8 and t+9, again as a base effect related to higher interest 
payments. The debt rule reacts immediately but rather smoothly to this kind of shock and the 
intensity of correction is not much larger than for the EFB rule.  

In general, we find that in the case of the SB and debt rules the debt-to-GDP ratio remains 
almost identical to the no-shock scenario. The EB rule and the EFB proposal allow for some 
deterioration of the ratio. 

 

 

 

 

 

 

 

54 For more detail on the interest rate and interest payment modelling see the Appendix 1.  
55  For this reason, the structural balance simulation presents no sudden corrections with respect to the no-shock 
simulation (showing up in spikes in Figure 5.5.3.b). 
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Scenario 3: Higher interest rates on public debt 

Figure 5.5.3.a: Difference between primary balance (%GDP) projected in the shocked scenario and in the no-shock scenario, 2026 – 2035 

 

Figure 5.5.3.b: Difference between the annual variation of the primary balance (%GDP) projected in the shocked scenario in the no-
shock scenario, 2026 – 2035 

 

Figure 5.5.3.c: Difference between public debt (%GDP) projected in the shocked scenario and in the no-shock, 2026 – 2035  
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Structural budgetary improvement (Figures 5.5.4.a-c). Under this scenario, the SB rule 
conveys the highest reduction of the debt to GDP ratio; the EB rule and EFB rule are in between, 
while the debt rule shows virtually no impact on the debt. This sensitivity analysis assumes a 
better structural budgetary position of 1% of GDP from year t+1 onward related to a permanent 
increase of the revenues to GDP ratio. The 1% improvement is captured by both the SB and the 
EB rules, and, even if to a lesser extent, by the EFB rule. Consequently, rules based on the MTO 
will achieve a faster convergence to their target with respect to not perturbed scenario given the 
faster convergence to the MTO of the EB rule, for it the -0.6% of GDP spike shows up before (in 
year t+4) than in the SB rule case56. In both cases when the MTO is reached, which happens 
earlier than in the not-perturbed scenario, the improvement of the primary surplus with respect to 
the no-shock simulation dies away. This is signalled by a drop of the size of the positive bar in 
Figure 5.5.4.a and by a negative bar in Figure 5.5.4.b. Compliance with the debt rule in the 
perturbed simulation implies virtually no change of the primary surplus with respect to baseline. 
Considering the functioning of the simulation tool, this implies that expenditures can increase in 
year t+1 by the same amount of the gain provided by the shock; the path of the baseline simulation 
already embodies the path required to reach the 60% target in 20 years. The EFB rule maintains 
most of the budget improvement in the short term, afterwards however, some loosening takes 
place with respect to the not-perturbed scenario. It is important to bear in mind that, also in the 
case of this simulation results are symmetrical in case of negative shock. 

 

Scenario 4: Higher structural revenues 

Figure 5.5.4.a: Difference between primary balance (%GDP) projected in the shocked scenario and in the no-shock scenario, 2026 – 2035 

 

  

 

56 Considering that the no-shock simulation already incorporates a 0.6% improvement of the deficit, the perturbed scenario 
for the SB and the EB rules imply an overachievement of 1% of GDP in terms of nearing the MTO. Of course, the shock 
is modelled as an unexpected increase of revenues occurring during year t+1 and the revenue performance is not 
considered as the result of a discretionary tax increase. The simulation framework that we set up treats in the same way 
the shock for both rules: “eventually” the increase of revenues is recognized as permanent and this allows the country to 
reach its MTO earlier than in the baseline. However, in the practice of fiscal surveillance, things are more nuanced; in the 
case of the MTO rule the improved structural budget can come into play earlier than in our simulation framework. It could 
be the case that a country in its Draft Budget Plans choses for year t+1 a less ambitious goal with respect to the full 
compliance and plans a smaller adjustment than required by the matrix (for instance declaring a 0.2% of GDP rather than 
0.6%); this would be signaled as a risk of non-compliance. However, following the ex-post assessment of its fiscal 
performance the improvement will be acknowledged and the case would be filed with a less pronounced initial adjustment 
than envisaged in our MTO simulation. 
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Figure 5.5.4.b: Difference between the annual variation of the primary balance (%GDP) projected in the shocked scenario in the no-
shock scenario, 2026 – 2035 

 

Figure 5.5.4.c: Difference between public debt (%GDP) projected in the shocked scenario and in the no-shock, 2026 – 2035 

 
 

Public debt increase (Figure 5.5.5.a-c). As one could expect, a sudden increase of the level 
of public debt in year t-1 would prompt an immediate and strong reaction of the debt rule, because 
the increase of the level of debt with respect to the no-shock scenario requires an even stronger 
fiscal tightening to comply with the rule. On the other hand, the EFB prompts a more gradual 
adjustment, which builds up trough time; this finding is in line with what was reported in the similar 
EFB 2018 exercise. The SB rule only reacts in year t+2. This is related to how interest 
expenditures are modelled in our tool (which operates with annual data): interest expenditures 
are a function of the stock of debt recorded at the end of the previous year.  Timely action (in year 
t+2) avoids a deviation with respect to the baseline path of convergence to the MTO. On the 
contrary, in the case of the expenditure rule – with interest expenditures being outside the rule’s 
perimeter, no adjustment takes place until time t+5; at this point there is enough deviation from 
the MTO to require an adjustment. In this exercise the debt rule assures that there is almost no 
deviation from the baseline path, while under all the other rules the debt increase induced by the 
shock carries over until the end of the simulation. The EFB rule, however, is the one that prompts 
the stronger reduction with a visible downward path in the medium term. 
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Scenario 5: Higher stock of public debt 

Figure 5.5.5.a: Difference between primary balance (%GDP) projected in the shocked scenario and in the no-shock scenario, 2026 – 2035 

 

Figure 5.5.5.b: Difference between the annual variation of the primary balance (%GDP) projected in the shocked scenario in the no-
shock scenario, 2026 – 2035

 
Figure 5.5.5.c: Difference between public debt (%GDP) projected in the shocked scenario and in the no-shock, 2026 – 2035 
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5.6 Alternative simulations concerning the EFB proposal, different time horizons 

In the last section devoted to quantitative evaluation of rules we assess the implication of 
alternative configurations of the EFB proposal entailing different convergence horizons to the 60% 
debt-to-GDP target. The 2020 EFB report envisages the possibility of diversifying at country level 
the time span required to bring about the convergence to the 60%-of-GDP debt ceiling in relation 
to heterogenous factors such as underlying growth, inflation and the initial debt level. Alternatively, 
the report suggests differentiating the debt target, though both options lead to similar expenditure 
trajectories. The newly considered time intervals are 20 and 30 years.  

Figure 5.6.1a shows the primary surplus required by the two configurations; their patterns 
are matched against the values already displayed in section 5.4 for the original EFB rule (15-year 
convergence), and for the debt and the structural balance rules. Compliance with the 30-year 
convergence horizon seems to be rather benign and leading to a slow debt reduction (as can be 
seen in Figure5.6.1b). At first sight, the outcome of the simulation EFB_20 is more “appealing”. 
The initial tightening is much less pronounced than under the original proposed rule and similar 
in size to the structural balance rule. Over the medium term, the required fiscal adjustment 
becomes more pronounced and leads to a faster reduction of debt. However, by the end of the 
simulation horizon the two rules (efb_20 and sb) deliver a similar outcome.  

Figure 5.6.1.a: Evolution of the Primary Balance (%GDP) under different fiscal rules, 2022 – 2035 

 

Figure 5.6.1b: Evolution of Public Debt (%GDP) under different fiscal rules, 2022 – 2035 
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A sensitivity analysis carried out for the two envisioned alternative time horizons leads to 
results qualitatively very similar to those of the 15-year configuration, which were commented in 
section 5.5.  Of course, the response of the rule to economic shocks becomes smoother as the 
time length over which the shock is accommodated becomes wider. The figure below shows, for 
instance, the change of the primary surplus required as a result of an exogenous debt increase.  

 

Figure 5.6.2: Difference between Primary Balance (%GDP) projected in the shocked scenario and in the no-shock scenario, 2026 – 2035 

 

Therefore, we can conclude that extending the time horizon in which convergence to the 
60% threshold must be achieved makes the EFB proposal less demanding and more palatable 
in the short term. At the same, a pronounced extension of the time span could render it too lenient 
in terms of its capability to deliver a debt reduction in response to economic shocks; trade-offs 
should be fully explored. 
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adjustment.  
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to a few risks. One stems from the additional nominal cyclical correction implied by the size (and 
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recession negative level) and afterwards, as it moves to positive values, the speed is widening. 
Notably, if the National Resilience and Recovery Plans boost GDP growth, as intended and 
expected, after the year 2023, and for a number of years, the CAM methodology57 might generate 
increasingly positive output gaps58. The second risk concerns the uncertainty on how long it takes 
to reach the MTO assigned to each country. Caeteris paribus, if the starting position is a nominal 
deficit, higher output gaps and higher potential growth estimates help reach the MTO more rapidly. 
The combination of the two above uncertainties makes it difficult to predict the size of the total 
nominal adjustment (as the sum of structural convergence to the MTO and cyclical component) 
to be pursued over the governments’ fiscal planning horizon (usually three to four years)59. For 
Italy the correction would certainly be very prolonged, but a multi-year adjustment path is 
expected for several other countries.  

Initially, the fiscal adjustment required by the SB rule could be cushioned by allowing 
for some deviation from full compliance. Setting targets within the allowed margin of tolerance 
would be compatible with not incurring in excessive deviation from the convergence path to the 
MTO60.This kind of flexibility would also be applied to the EB rule given that this rule would prompt 
a larger and more abrupt fiscal adjustment. This occurrence is related to a very low nominal 
benchmark for expenditures resulting from the estimated growth rate of potential output, further 
curtailed by the application of the allowed margin of deviation.   

If potential growth estimates do not take the expected effects of the Next Generation 
EU into account, the expenditure rule could become too restrictive in the future. One 
additional feature of this rule is that in the forthcoming Commission projections, against the 
backdrop of an investment surge related to the NRRPs implementation, nominal expenditure 
growth for years 2023 and 2024 is to be expected to be much higher than in our baseline 
simulation. Public investment dynamics would place the “trend” level of the relevant expenditure 
variable well above the growth rate allowed by the nominal benchmark computed by the rule, 
determining a strong pressure on reducing current expenditure61. What is more, in the case of the 
expenditure rule the delay of the response of potential output estimates to the improved growth 
perspectives is further aggravated by the usage of a moving average term62. More in general, the 

 

57 The so called Commonly Agreed Methodology (CAM), supervised at EU level by the Output Gap Working Group. 
58 The risk that the MTO rule might eventually require a stronger fiscal correction with respect to the one envisaged in our 
exercise is sizable. The baseline 2023 simulation assumes a smooth and linear closure of the OG level starting in the 
year 2023 and ending in 2025. In each of these three years the baseline GDP growth projections are derived adding to 
the estimated potential growth the amount of GDP necessary to close one third of OG estimated for the year 2022. 
However actual/real growth forecasts for the years 2023 and 2024 (to be made in the future by the country desks of the 
Commission) are likely to be higher than in our baseline due to the expansionary impact of the RRNPs.  Potential GDP 
growth would also be revised upwards but, for a number of years, the size of this revision would be proportionally smaller 
with respect to the headline GDP revision causing a widening of the OG positive values estimates. 
59 The estimate of potential output and, the size of the output gap determined in relation to it, allow to disentangle between 
a structural and a cyclical level of the budget. Starting from a given level of nominal deficit, a larger negative OG implies 
a lower starting level of structural deficit, which would allow to reach sooner the MTO. However, in the short term this is 
not necessarily good news in terms of required nominal fiscal efforts. Assuming a wider output gap (and a better structural 
deficit), the cyclical correction component of the adjustment could be higher (depending on the projected speed of closure 
of the OG), which might require a higher front-loaded nominal adjustment of the budget with respect to the worse structural 
budget case. In facts, the improvement of the economy should itself generate the nominal correction identified by the 
cyclical component, but there is no guarantee on an ex-ante basis that the increase of revenues coming along with the 
recovery of the economy matches the amount required by the rule; it will very much depend on the performance of the 
several tax base components. 
60 The Specifications on the implementation of the Stability and Growth Pact state that deviation will be considered 
significant for the MTO rule if the deviation of the structural balance from the appropriate adjustment path is at least 0.5% 
of GDP in one single year or at least 0.25% of GDP on average per year in two consecutive years (a similar provision is 
in place for the expenditure rule). Therefore, in the period 2023 -2024 a convergence path in structural terms of 0.35 and 
0.35 rather than 0.6 and 0.6 would allow countries not to be in significant deviation. 
61 This effect would be initially smoothed by the usage of a four-year average of public investment spending; however it 
would build up and eventually, starting from the year 2025, be fully in place.  
62 Against this background, the recommendation in Darvas and Anderson (2020) to exclude “forecasted figures from 
medium-term potential growth calculations beyond the forecast made for the current year”, although aimed at reducing 
the risk of ex-post revisions, risk to exacerbate the tightening required by expenditure based fiscal rules.  
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launch of NGEU poses a real challenge to the estimation of potential output with strong 
implications on estimates of structural budget and fiscal rules implementation. Should the 
increase of output be mostly interpreted by the current official estimation tool at EU level as a 
cyclical boost rather than an increase of potential output (which is likely to happen63), there would 
be marked consequences in terms of required fiscal adjustment. Overall, should the MTO-based 
rules remain jointly in place, most countries would be better off by targeting the structural deficit 
and appeal to the ex-ante excessive stringency of the expenditure rule. Then, which one of the 
two indicators would be the most representative of the actual fiscal effort would be assessed by 
the Commission ex-post on a case-by-case basis Not much could be added to the unfeasibility of 
a strict implementation of the current debt rule.  

The immediate adoption of a single rule similar to the current expenditure rule, such 
as the one proposed by the EFB, would require modifications in order to make it less 
draconian. The simulation that we carried out suggest that the rule in its original (15-year 
convergence) configuration would indeed cause in short term an even larger adjustment than the 
existing expenditure rule; and, in the medium term it would determine some additional tightening. 
In nominal terms, the EFB rule would require a permanently higher primary surplus that - after a 
number of years - would even exceed the level required by the debt rule. Of course, this would 
bring debt down more quickly. Such an outcome is diluted in case the time of convergence to the 
60% debt target is lengthened, as shown in section 5.6. All in all, some fine tuning should be 
enforced if considering the adoption of this rule.  

Our simulations also suggest that restoring fiscal discipline under the existing set of 
rules, and possibly even under a new rule system, might require a transitional period64 
and/or a longer timeframe to reduce the debt ratio to the Treaty-based level. This would be 
for the sake of the political feasibility of the targets and the credibility of the whole fiscal 
surveillance construction. The flexibility could take the form of nominal targeting agreed upon with 
countries, or of a more elaborated transitory rule system.  

The second set of simulations used for carrying out sensitivity analysis provides 
additional insights. The rules responses to different shocks can be interpreted in light of the 
previously outlined quantitative criteria by comparing the different patterns of fiscal variables 
(primary budget and debt to GDP ratio) with respect to a baseline simulation. 

In terms of counter-cyclicality, the framework would not gain much by the 
introduction of the EFB rule. Counter cyclicality was primarily investigated in the case of an 
output gap shock; we adopted the view that the degree of counter cyclicality can be assessed by 
quantifying the extent to which the budget can deteriorate with respect to the baseline value as a 
result of the shock. In addition to the immediate response, it is also relevant to observe the budget 
behaviour when the shock gradually recedes, which allows to verify whether fiscal rules induce 
“early tightening”. It turns out that in case of sudden swings of the economic situation the SGP 
rules that the framework would not be improved by the introduction of the EFB rule in terms of 
counter-cyclicality. The countercyclical response delivered by the rules that target the MTO would 
remain relatively stronger. Both rules allow the budget to deteriorate in line with its cyclical 
component. The response is higher when the recession reaches its peak, which in our case 
happens in the first simulated year; afterwards, as the shock fades away, the nominal budget has 
to improve. This is consistent, of course, with the closure of the output gap, but some risks of 
early tightening exist. Furthermore, the structural component of the adjustment, as ruled by the 
matrix of requirements, provides some additional flexibility whenever countries are not at their 

 

63 The CAM approach derives potential output starting from headline value of the main reference variables. As it happens 
for all statistical filters, it takes a number of years until an increase of actual output translates to an increase of equivalent 
size of its filtered value projected forward (i.e., the potential output forecast). In the short term, following the deployment 
of the NGUE related investment. Given the function of the CAM which should project higher headline growth with respect 
to potential growth, several countries should expect a reduction of their negative output gaps and/or a widening of positive 
output gaps.  
64 Although here we report results only for Italy, our simulations run for many other EU countries show that the renewed 
kick start of the incumbent rule system in 2023 would be highly demanding for most of them. 
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MTOs; this feature can make the rule response slightly more counter cyclical. Finally, we find no 
evidence of the expenditure rule behaving more counter-cyclically than the MTO rule; such a 
finding was highlighted by Commission studies using an ex-post evaluation and was mostly 
determined by error forecasts and/or data revisions.  

A remark to be made on the EFB rule, is that the claim of the EFB 2018 report that the rule 
exhibits a high level of counter-cyclicality should be better qualified. While presenting the results 
of the sensitivity scenarios, which we reviewed in section 5.2, the authors argue that in the case 
of a negative economic shock (characterized by an initial 4% GDP drop) the proposed rule allows 
the budget to deteriorate (due lower revenues), while prompting a very limited fiscal effort in the 
short term. The latter would amount to 0,2% of GDP 3 year after the recession; and is related to 
a small contraction of expenditures with respect to their baseline value. This feature can not be 
denied, indeed we achieved very similar results in our simulations. However, the degree of 
countercyclicality displayed by the rule is magnified when comparing it against the SPG debt rule, 
which is highly procyclical. As shown in figure 5.5.1a of section 5.1 of this paper, the degree of 
countercyclicality of the EFB rule is similar if not smaller than the rules of the preventive arm of 
the SGP. 

We checked for debt sustainability, mostly based on the debt-reduction ability of the 
rules. In our simulation framework the criteria to ensure sustainability can be subsumed by having 
rules that induce the debt-to-GDP ratio, following an adverse shock, to move back to base or, at 
least, to move back toward base in the medium-term at a “sufficient” speed65. However, there is 
the other side of the coin; following a favourable shock, the very same rules would have a “lenient” 
behaviour allowing only a limited reduction of the debt-to-GDP ratio with respect to the baseline 
(i.e., no-shock scenario), thus missing the opportunity provided by good times to achieve a 
reduction of public debt. This kind of outcomes will occur unless the rules are formulated in a way 
that allows them to operate asymmetrically vis-à-vis economic shocks.  

The EFB rule would be less abrupt than the debt rule, still ensuring a more 
pronounced debt reduction than the MTO-based rules. The SGP debt rule ensures that the 
debt trajectory is downward and remains very close, if not identical, to the baseline value. Still, 
the sensitivity simulation which assumes a permanent increase of revenues provides a good 
example of how this rule could somehow misbehave in case of a favourable shock, as it would 
allow to forgo all the gains coming from the improved fiscal situation. In this area the SGP rules 
targeting the MTO exhibit a rather poor performance, with a behaviour opposite to the debt rule. 
In almost all the shocks considered, there is no tendency for the debt-to-GDP ratio to move back 
to the baseline level within the time horizon considered and, at times, in the medium term some 
additional divergence can even be observed. The shock to interest rates represents an exception, 
with the MTO-based rules acting in a way to prevent any deviation from the baseline. However, 
within the context of this shock the observed departure of the debt level from the baseline for all 
the other rules is really muted; indeed, rules’ response to interest rate shock seems to be a minor 
issue66. The EFB rule responses lie in between as the rule tend to gradually react to the shocks 
so that the debt-to-GDP ratio in the medium-term trends towards the level of the baseline 
simulation; this feature seems to be commendable. 

We also checked for predictability, by testing how quickly and to what extent rules 
react to changes of the underlying macroeconomic setting. Having predictability and 
avoiding instability of the required fiscal adjustments over time is the most elusive criterion and it 
is difficult to define evaluation metrics for it. One way to look at it is that rules should not provide 
abrupt changes of fiscal requirements against small changes of the economic situation. Rules 
“over-reaction” can create problems for fiscal surveillance when matching ex-ante planning made 
by governments against ex-post performance. From this point of view the matrix of requirement 

 

65 We use this approach based on current practice in macroeconomic surveillance, avoiding getting into considerations 
related to the (r-g)-problem, which would be more solid from a strictly macroeconomic point of view. 
66 Unless very sharp changes occur, given the current structure of public debt in the Euro area the interest rate behavior 
seems to be a long term rather than a medium-term issue. 
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applied to the SB and the EB rules bears some risks. When GDP growth is forecasted very close 
to zero, as illustrated in the GDP potential growth shocks scenario, the negative growth condition 
can prompt a relevant amount of uncertainty on the required fiscal adjustment, which can only be 
cleared out on an ex-post basis. At the same time, there could be reasons for which rules should 
indeed react timely to shocks.  

The EFB rule seems to react smoothly and timely to changes. The EFB proposal stands 
out as a compromise between the debt rule and the EB rule. It is rather well-behaved as it reacts 
rather smoothly to different kinds of shocks and the size of the response builds up gradually. This 
should minimize the risk of moving too much in the wrong direction as a result of forecast errors 
and therefore avoid large mistakes when the nature of the shock hitting the economy is still 
unknown.  

We also found that an earlier smaller correction can prevent a later and larger 
adjustment. This is true in particular for the SGP rules when countries are still engaged in 
convergence toward their MTOs and more so for the EB rule, which we found that might react 
slowly or, at times, not at all following an economic shock.  This could be regarded as a positive 
feature, as overreaction is to be avoided, however, initial lack of response can force later to a 
stronger adjustment. We identified two reasons for its slow reaction. One reason is the ten-year 
moving average of the estimate of potential growth used for computing the expenditure 
benchmark67 (i.e., the allowed growth rate of expenditure). The second reason is the composition 
of the expenditure aggregate, which exclude interest payments. The first feature gives to the 
nominal benchmark a relevant amount of inertia with a two-side implication. On one hand, the 
effort required by the EB rule is generally more stable than for other rules; on the other hand, the 
rule tends to be rather harsh or lenient if the underlying time series of potential output is 
“pessimistic” or “optimistic” for being outdated, and – for the reason previously outlined – the 
adjustment would be rather slow. As for the exclusion of interest payments from the relevant 
aggregate, the choice was made considering that this spending item is not under the control of 
governments. However, as long as countries have to target their MTOs interest payments, this 
spending item eventually plays a role. Compared to the EB rule, the SB rule reacts more smoothly 
and timely, because it does not rely on a moving average estimate and targets a budget deficit 
notion that include interest payments. One drawback of this setting in comparison to the 
expenditure rule, a higher “vulnerability” to forecast errors, could not be highlighted in our 
simulation framework.  

6. CONCLUSIONS 

The Covid crisis will leave a heavy legacy in terms of output loss and public debt 
increase.  Policy priorities have changed, also as a result of climate and geopolitical risks. 
Coordination of economic policies during the Covid-19 pandemic has been mostly based on the 
application of the general escape clause (GEC) of the Stability and Growth Pact, which allows 
members states to deviate from their regular adjustment path.  

Looking beyond the crisis, the key question is whether the current set of rules should be 
reinstated or a new and simpler framework should be adopted. In order to contribute to the debate, 
we first outlined the most desirable features of fiscal rules, then scrutinized the functioning of the 
SGP in the past with a focus on Italy. Secondly, we simulated the implication of the SGP-rules on 
Italian fiscal outcomes looking forward, against the alternative reform proposed by the EFB.  

We restricted our analysis of fiscal rules to quantifiable variables, though being 
mindful that other aspects matter. Although we are aware that many desirable features of a 
fiscal framework should be mentioned - some of which of key importance - we tried to focus our 

 

67 It should also be reminded that in each projection made by the Commission the potential output variable used to derive 
the estimate corresponds to the one stored in the previous forecast vintage. 
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work on those that are more easily quantifiable. Aside from that, the quality of public finance is 
certainly the most outstanding desirable feature, especially in relation to the composition of 
spending and need for investment. The digital and ecological transition, together with the needs 
of recovery, require a substantial public investment plan. Investment will be crucial in the future 
both for stabilization in the short term and as a tool for productivity and potential GDP growth in 
the medium to long term. In the context of the revision of the EU fiscal framework, it is necessary 
to think about rules that preserve, foster and expand public investment in an appropriate and 
lasting way. Keeping this in mind, we focused our analysis on a few key principles. A fiscal 
framework should be: i) credible and feasible from an economic, social and political standpoint, 
so as to ensure ownership and commitment; ii) sufficiently countercyclical to respond to shocks 
and favor recoveries, while incentivizing consolidation in good times; iii) sustainable and able to 
ensure debt reduction; iv) stable and predictable, avoiding sudden changes in the requirement 
after small deviation of the underlying variables.  

We argued that the fiscal rules introduced by the 6-Pack (2011) improved the 
framework in some respects, but failed to address some broader issues of the SGP. In both 
Italy and the euro area, there has been a greater focus on structural variables, the level of 
compliance with the rules has improved, and some margins of flexibility have been codified. 
However, compliance has been historically low, pro-cyclical fiscal policy has prevailed both in bad 
and in good times, and many countries, including Italy, were unable to significantly reduce their 
public debt ratios. Pro-cyclicality and lack of debt reduction are complementary problems. On the 
one hand, pro-cyclical policies in good times do not allow achieving large primary surpluses to 
reduce debt; on the other hand, restrictive policies in bad times compress the denominator, 
exacerbating the dynamics of the debt ratio. Subsequent attempts to improve the framework 
made the system even more complex. The flexibility clauses, for example, ensured a less 
mechanical approach, but their success in stimulating reforms and public investment was limited. 
An genuinely counter-cyclical framework would make the need to resort to different flexibility 
clauses less pressing. Anyway, should an alternative and more effective way to promote public 
investment not be pursued, one should prioritize a reform of the investment clause.  

Existing reform proposals focus on simplification through the adoption of a single 
spending rule. In assessing the future dynamics of fiscal variables, we operate in a context where 
there is a wide consensus on the fact that spending rules would be more effective in reducing 
pro-cyclical fiscal policies, providing fiscal space for macroeconomic stabilization, while 
preserving budgetary discipline. Moreover, this type of rules would be more transparent and 
easier to monitor. However, after testing several of these characteristics, we conclude that the 
adoption of a single rule with the same features of the current expenditure rule, could be 
unwarranted in many aspects and should be taken very carefully from both a procedural and 
quantitative standpoint.  

First of all, a single spending rule has some advantages, but exposes to considerable 
procedural risks that should not be underestimated. A single compliance indicator would 
make the framework simpler and less dependent on unobservable variables, but it would also 
make the process leading to the decision on compliance assessment more mechanical. In the 
past, the use of two rules (SB and EB) sometimes gave different indications, requiring a qualitative 
approach to explain which of the two was more representative of the fiscal effort. This to some 
extent helped to make the assessment more comprehensive, more consistent with the specific 
situation of the member state and less prone to errors. That said, a scheme based on the 
expenditure rule alone has the advantage of simplicity and can be a useful tool when placed in a 
multi-annual perspective.  

Secondly, from a quantitative point of view, our simulation shows that the EFB rule 
could require large budgetary adjustments after the GEC is deactivated, unless additional 
flexibility is introduced. More specifically, the original proposal of a spending rule with a debt-
to-GDP target of 60% to be reached in 15 years would require a structural adjustment similar to, 
if not harsher than, the one prescribed by the current framework at the beginning, then becoming 
increasingly more demanding. It would also require a larger (and increasing) primary balance 
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than the MTO-based rules, becoming even larger than the one implied by the debt rule after a 
few years. Overall, our simulation show that all rules might be too demanding under the profile of 
feasibility, unless additional flexibility is ensured. Moreover, the EFB rule does not look to improve 
the framework under the profile of counter-cyclicality, based on our simulations, as the higher 
countercyclical response to a shock is still ensured by the structural balance rule.  

Having said that, the single spending rule would have significant advantages in terms 
of debt sustainability. The EFB proposal would certainly be more effective in bringing debt down 
over time, as debt serves as anchor to the operational spending rule. From the standpoint of the 
sustainability of public finance, it would ensure debt reduction, while avoiding the abrupt 
adjustments prescribed by the debt rule. Regardless of the system of rules adopted, planning 
adequate and feasible primary surpluses is essential to pursue a credible and effective medium-
to-long term debt reduction strategy. Considering the post-pandemic legacy, the 60% debt-to-
GDP target can only be viewed as a long-term target. In this sense, it is useful to think about a 
longer convergence period, or different speeds of adjustments across Member States so as to 
identify pathways appropriate to the situations of each member state.  

The EFB has put forward an enhanced version of the expenditure rule involving 
differentiated speeds for debt reduction which in our view would make the rule more credible. 
In Annex 2 we show that when the debt reduction horizon is longer within the context of the 
EFB rule, adjustment requirements become more feasible. From a procedural point of view, 
regardless of the adopted debt reduction rule, it will be important to maintain a qualitative 
approach in assessing the relevant factors that may have contributed to the noncompliance. In 
the past, the analysis of the relevant factors has allowed formal compliance with the debt criterion 
in absence of the required debt reduction, avoiding an escalation of the EDP provided that 
compliance with the preventive arm was ensured. At the same time, also in view of the credibility 
of the debt rule, mechanisms to preserve its effectiveness should be considered. For the sake of 
example, limited to expansion periods, one can consider full compliance with the preventive arm, 
excluding the margin of tolerance, as a valid criterion for assessing relevant factors. This would 
at the same time ensure flexibility in bad times and increased enforcement in good times.  

As for the feature of predictability, based on our sensitivity analysis, the EFB rule 
response lies in between the debt rule and the SB rule. The EFB spending rule tends to react 
only gradually to the shocks so that the debt-to-GDP ratio moves towards the level of the baseline 
simulation in the medium term. A slow reaction to a shock could be regarded as a positive feature, 
however, as overreaction is to be avoided, lack of response can force later on a stronger 
adjustment. This is true not only for the EFB rule, but also for the SB rule applied to countries still 
engaged in converging toward their MTOs, and more so for the current EB rule.  

To conclude, reforming the current fiscal rules needs a careful balance among 
designing a credible and effective budgetary discipline, promoting counter-cyclical fiscal 
policies and ensuring debt sustainability. A thoughtful comparative analysis on many fronts 
will be the first step to inform the political discussion both at national and European level. Trade-
offs and diverging interests are on the table, the most important of which being the viability of 
fiscal requirements as well as the need to reduce public debt over the medium term without 
hampering the economic recovery. Going forward, we will use our simulation tool to assess other 
proposals that may be put forth, so as to evaluate their implications for budgetary planning in the 
coming years.  
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ANNEX 

Annex 1. Historical evolution of the Stability and Growth Pact 

Criteria to evaluate fiscal rules should be drawn having in mind the aims underlying 
their establishment. Why are fiscal rules needed? The overarching reason is to address deficit 
bias, i.e. correcting distorted incentives and containing pressures to overspend, especially when 
times are good, thereby ensuring fiscal responsibility and debt sustainability (Schaechter and 
others, 2012; IMF, 2009). As highlighted by Kopits and Symansky (1998)68 and Kennedy and 
Robbins (2003), fiscal rules are an instrument to (1) ensure macroeconomic stability; (2) support 
financial policies; (3) minimize negative externalities; and (4) bring credibility in fiscal policy. This 
last aspect is crucial, especially when financial market confidence is in doubt. When such doubt 
arises, as argued by IMF (2009), a fiscal rule can build trust over the government’s medium-term 
fiscal strategy. Kopits and Symansky (1998) boils down to one mission fiscal rules have to pursue: 
macroeconomic stability.  

In the Economic and Monetary Union, a common fiscal framework was deemed essential 
because an excessive deficit or debt of one of the Member States could weaken the effectiveness 
of the common monetary policy, ultimately threatening the financial stability of the euro area as a 
whole.  Compared to the original content of the Maastricht Treaty signed in 1992, the EU fiscal 
surveillance framework has evolved over time in the attempt to overcome failures and historical 
challenges that emerged during its application. In the following we provide an excursus of its 
evolution, while more operational details are available in Section 3. 

The Stability and Growth Pact (SGP) was first established in 1997. The SGP aims at 
strengthening the monitoring and coordination of national fiscal and economic policies in order to 
enforce the deficit and debt targets set by the Maastricht Treaty. In particular, through its 
corrective arm, the SGP has made the deficit criterion operational by establishing an Excessive 
Deficit Procedure (EDP) for Member States exceeding the 3% deficit-to-GDP ratio. In the early 
2000s, some Member States experienced a great deal of difficulties to stick to the nominal deficit 
targets set by the SGP during an economic recession. In light of these early experiences, the 
SGP has been amended to take better account of the specific economic and budgetary position 
and sustainability risks of Member States, including the long-term impact of an ageing population. 
Therefore, the 2005 reform introduced the monitoring of structural variables.  

The 2005 SGP reform introduced the structural balance, thus adjusting the fiscal 

variables for the cyclical conditions of the economy. The Commission reckons that when 

fiscal surveillance was based on nominal fiscal targets, real-time assessments failed to identify 

good economic times, and also political economy prevailed over the objective of fiscal 

stabilisation69 .  

Since 2011, the Pact has moved further away from rigidity and nominal variables, 

towards more flexibility and increased consideration for stabilisation. In the wake of 

financial crisis, the 6-Pack and the 2-Pack were introduced. In response to the economic and 

financial vulnerabilities emerged after 2008, the EU adopted a series of measures to strengthen 

 

68 George Kopits and Steven Symansky, 1998, Fiscal Policy Rules, IMF occasional paper n. 162. 

69 Research conducted by the EFB secretariat also shows that pro-cyclicality in good times is explained not only by errors 

in real-time estimates of cyclical conditions, but also by a willingness of policymakers to avoid counter-cyclical 
interventions in good times. As the European Fiscal Board said in its Assessment of EU fiscal rules with a focus on the 
six and two-pack legislation (2019), pg. 65: “First, we find that pro-cyclicality is stronger when economic activity 
strengthens: fiscal policies tend be more pro-cyclical than average for positive changes in the output gap. Second, high 
or very high levels of debt tend to coincide with stronger pro-cyclicality – this does not seem surprising, because when 
the cycle worsens, these countries have for sustainability reasons no other choice but to contract. Third, pro-cyclicality 
tends to be stronger in EU countries than in the other advanced economies of the sample. Fourth, while the first years of 
the SGP coincide with stronger pro-cyclicality the 2005 reform appears to have weakened pro-cyclicality; by contrast, the 
impact on pro-cyclicality of the 6-Pack and subsequent reforms does not come out significantly.” 
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its economic governance and surveillance framework. Central to these efforts were the legislative 

packages known as the 6-Pack (2011) and the 2-Pack (2013). The 6-Pack reform consists of five 

Regulations and one Directive, which strengthen fiscal surveillance and extend economic 

surveillance to macroeconomic imbalances, thus reinforcing the preventive arm of the Stability 

and Growth Pact. In addition, 26 EU Member States signed the Treaty on Stability, Coordination 

and Governance in the Economic and Monetary Union (the so-called Fiscal Compact), which 

integrates into a single framework some of the budget rules and coordination procedures already 

introduced in the new European economic governance. This includes the commitment to 

introduce and comply with "structural balanced budget rule”. 

The 2-Pack introduced rules on the monitoring and assessment of euro area Member 
States' Draft Budgetary Plans (DBPs), in a framework specifically designed for euro area 
Member States experiencing threats to their financial stability. These reinforcing measures were 
introduced at a time when both market confidence and trust among Member States were 
precarious. As a consequence, they focused primarily on mitigating country-specific risks and 
safeguarding the euro area stability. 

Consistently with the above goals, member States have to reach a Medium-Term 

Objective (MTO) or ensure the adjustment path towards it. To this end, the concept of a 

significant deviation from the required path towards the MTO has been introduced and a 

procedure for Member States to correct the deviation (the Significant Deviation Procedure, or 

SDP) established. The MTO is calculated by the Commission using a formula that: i) includes a 

minimum safety margin with respect to the 3% deficit to GDP (the so called minimum 

benchmark70); ii) ensures sustainability also in light of ageing populations; iii) takes into account 

the need of using automatic stabilizers, as it is defined in structural terms71. 

Compliance with the preventive arm of the SGP is assessed through the monitoring 

of two indicators, the structural balance and the expenditure benchmark.  The structural 

balance rule monitors whether the Member States achieved the medium term budgetary objective 

or complied with the required annual fiscal adjustment so as to reach the MTO over the medium 

term. The expenditure benchmark (EB) is complementary to the structural balance rule. In this 

case, the surveillance focuses on an indicator that is under the direct control of governments: 

primary expenditures. Each year the Member State is (normally) assessed to be compliant if it 

meets both requirements, with some exceptions (see section 2.2). 

Member states are also asked to comply with a debt rule. The 6-Pack reform 
strengthened the corrective arm of the SGP by making the debt criterion enshrined in the Treaty. 
The focus, previously on avoiding excessive deficits, has thus been broadened to the need of 
ensuring sustainable debt trajectories. All Member States must reduce their debt in excess of 
60% of GDP by one-twentieth annually. Compliance with the rule is also allowed either in the 
backward-looking mode (i.e. taking as a reference debt reductions achieved over the previous 
three years) or the forward-looking mode (the average of the debt reductions forecasted over the 
previous, the current year and the following years). Furthermore, to be sure that breach of the 
benchmark is not due to the influence of the economic downturns, the Commission computes the 
debt-to-GDP ratio adjusted for the cycle, where the debt is corrected for the cyclical component 
of the deficit and the GDP is corrected for the output gap. In assessing compliance with the rule, 
the Commission shall evaluate all relevant factors that may have contributed to missing the debt 
reduction target. The Commission issues a Report under Art. 126(3) of the Treaty on the 
Functioning of the European Union each time that there is a “prima facie” evidence of breaching 
either the deficit criterion, the debt criterion or both. 

At the same time, the 6-Pack reform introduced the 'macroeconomic imbalance 

procedure' (MIP) to identify harmful macroeconomic imbalances, prevent their emergence 

and ensure the correction of existing imbalances. The Commission identifies macroeconomic 

 

70 Euro-area and European Exchange Rate Mechanism Member States have the additional bound of a 1% deficit to GDP. 
71 European Commission, SGP Vademecum 2019, pg.10, par. Calculating the appropriate Medium-Term Objective. 
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imbalances and their severity, including the existence or the risk of negative spill-overs to other 

States. Then, the Council makes recommendations to the Member States concerned to address 

them. When identified macroeconomic imbalances are excessive, the Macroeconomic Imbalance 

Procedure allows for the launch of an 'Excessive Imbalance Procedure', focusing on corrective 

action plans submitted and implemented by Member States and monitored by the Commission 

and the Council. 

Finally, the 6-Pack introduced the so-called General Escape Clause (GEC). The 

clause72 facilitates the coordination of budgetary policies in times of severe economic downturn, 

providing that “in periods of severe economic downturn for the euro area or the Union as a whole, 
Member States may be allowed temporarily to depart from the adjustment path towards the 
medium-term budgetary objective, provided that this does not endanger fiscal sustainability in the 
medium term”. For the corrective arm, in the case of a severe economic downturn in the euro 
area or in the Union as a whole, the Council may also decide, on the basis of a recommendation 
from the Commission, to adopt a revised fiscal trajectory. This makes clear that the GEC does 
not suspend the procedures of the SGP, but it rather allows for a deviation within them. It is worth 
noting that the current definition of GEC does not provide specific procedural step, nor details in 
terms of definition of “severe economic downturn” or duration of the clause itself. 

In 2015, the Commission issued a Communication on flexibility73. This initiative called 
for using the flexibility already existing within the SGP rules thanks to earlier reforms and making 
existing rules less pro-cyclical. The matrix of requirement, defined for countries subject to the 
preventive arm, falls under this category. It has replaced the previous benchmark – an annual 
improvement of the structural balance of 0.5% of GDP – by a required fiscal effort in structural 
terms ranging from 0 to 1% of GDP, depending on the cyclical conditions of the Member State, 
the level of its debt and the risks to public finance sustainability. To account for the uncertainty 
related to the estimation of structural variables, an annual deviation of 0.5 p.p. of potential GDP 
from the requirement and a two-year average deviation of 0.25 p.p. is allowed74. Member States 
are assessed to be broadly compliant if they do not exceed the allowed deviation. Thus, they do 
not incur in any procedural steps. Moreover, the Commission introduced the unusual event 
clause: fiscal requirements can now be reduced to enable governments to face additional costs 
linked to shocks outside their control. In order to foster growth-enhancing policies, the 
Commission also proposed to relax fiscal requirements in case of structural reforms and public 
investment. This was addressed by the flexibility clauses. The European Commission advocated 
also the increasing prominence of an aggregate fiscal stance of the euro area as a whole that 
would help balancing externalities among Member States.  

 A further innovation was brought in by the margin of discretion the Commission applied in 
the assessment of the 2018 Draft Budgetary Plan and subsequent assessment of 2018 budget 
outcomes to balance the objectives to both strengthening the ongoing recovery and ensuring the 
sustainability of public finances75. The margin of discretion relies on an extensive interpretation of 
key provisions of the preventive arm of the SGP, when Article 6(3) of Regulation (EC) No 1466/97 
refers to an ‘overall assessment’ of compliance. In the Commission’s practice, the margin was 

 

72 In legal terms, the clause is a collection of provision set out in Articles 5(1), 6(3), 9(1) and 10(3) of Regulation (EC) 
1466/97 and Articles 3(5) and 5(2) of Regulation (EC) 1467/97. 

73 Communication from the Commission, Making the best use of the flexibility within the existing rules of the Stability and 

Growth Pact, Strasburg 13.01.2015, COM(2015) 12 final. 
74 As defined in Articles 6.3 and 10.3 of Regulation (EC) 1466/97 the deviation is judged to be significant only after an 
overall assessment of the compliance with the requirements of the preventive arm. In assessing the compliance with the 
preventive arm, the Commission declares the deviation to be significant only if: i) for a Member State that has not reached 
the MTO, when assessing the change in the structural balance, the deviation is at least 0.5% of GDP in a single year or 
at least 0.25% of GDP on average per year in two consecutive years; ii) when assessing expenditure developments net 
of discretionary revenue measures, whether the deviation has a total impact on the government balance of at least 0.5% 
of GDP in a single year or cumulatively in two consecutive years. 
75 The Commission officially signalled its intention to apply the margin of discretion in the explanatory part of the country-
specific recommendation (CSRs) adopted in May 2017: https://ec.europa.eu/info/publications/2017-european-semester-
country-specific-recommendations-commission-recommendations_en 

https://ec.europa.eu/info/publications/2017-european-semester-country-specific-recommendations-commission-recommendations_en
https://ec.europa.eu/info/publications/2017-european-semester-country-specific-recommendations-commission-recommendations_en
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applied only to Member States for which the matrix of requirements implied a fiscal effort of 0.5% 
of GDP or more, thus allowing for a moderation of the adjustment if this was found at odds with 
stabilisation needs. 

Annex 2. Main assumptions driving public debt projections in the baseline scenario 

Public debt projections are modelled according to the debt sustainability analysis run by the 
Commission and annually published in its Debt Sustainability Monitor (DSM). In particular, our 
references are the DSM 2019 published by the European Commission in January 2020 and the 
DSM 2020 published in February 2021. It is worth noticing that  assumptions and methodologies 
are agreed among the EU Member States and the Commission in the Economic Policy 
Committee’s technical Output gap working group (OGWG) and Ageing working group (AWG). 
This process ensures comparability across countries and consistency among the different 
surveillances processes within the European Semester.  

In what follows we report the key assumptions about the macroeconomic, financial and fiscal 
variables driving the baseline scenario:  

Real GDP growth rates: i) the European Commission Spring forecasts 2021 until t+2; ii) 
OGWG ‘t+10 methodology’ projections between t+3 and t+10; and iii) AWG projections from t+11 
onward as published in the Ageing Report 2021 released in May 2021 when actual GDP growth 
is driven by its potential growth. 

Inflation: measured using the GDP deflator, it converges from current country-specific 
levels to the ECB target rate of 2% by t+10 as in the DSM 2020.  

Output gap: closes at t+5, and remains constant thereafter. The cyclical component 
reflecting the effect of automatic stabilizers is calculated as the product of the output gap and 
country specific budgetary semi-elasticity equal to the difference between the semi-elasticity of 
revenue and the semi-elasticity of expenditure76. The cyclical component is by construction equal 
to zero once the output gap closes in t+5. 

Primary balance: in the baseline scenario we follow the DSM 2019, therefore the 
structural primary balance (SPB) before costs of ageing is supposed to remain constant at 
its last forecast year value (currently 2022) over the remaining projection period. Ageing-
related expenditures (pension, health-care, long-term care, education) projected by the AWG 
Ageing Report 2021, as well as property income on state financial and nonfinancial assets 
are added to the former to obtain the overall SPB. 

One-off and other temporary measures: set to zero beyond the t+2 forecast horizon. 

Interest rates: following the DSM 2020, long-term interest rates on new and rolled over debt 
converge linearly from country-specific market values to country specific market-based forward 
(nominal) rates by t+10. Beyond t+10, long-term nominal interest rates converge to 4% by t+30 
and remain constant thereafter. Similarly, short-term interest rates on new and rolled over debt 
converge linearly from current market values to market-based forward (nominal) rates by t+10. 
Beyond t+10, short-term nominal interest rates converge to 2% by t+30 and remain constant 
thereafter. The implicit interest rates are derived endogenously in the projection model based on 
i) market interest rates, ii) the maturity structure of government debt and iii) projected financing 
needs. 

Stock-flow adjustment: set to zero after the t+2 forecast horizon. 

 

76 Budgetary semi-elasticity are available from AMECO. More details can be found in Mourre, G., Poissonnier, A. and 
Lausegger, M. (2019), “The semi-elasticities underlying the cyclically-adjusted budget balance: an update & further 
analysis”, European Economy Discussion Paper, No. 098, May. 
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