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THE STABILITY AND GROWTH PACT : AN EVENTFUL HISTORY

The stability and growth pact : 
an eventful history

Geert Langenus (1)

Less than ten years ago the stability and growth pact was 
welcomed as one of the cornerstones of the monetary 
union. Together with the independence of the European 
Central Bank, it was to offer the necessary guarantees 
for the stability of the single currency. However, attitudes 
towards the pact gradually changed and some regarded it 
as too tight a straitjacket. The pact therefore came in for 
increasing criticism, confi ned at fi rst to positions adopted 
by certain academics but later taken up by an ever 
broader group of policymakers ; it should be stressed that 
this development coincided with the cyclical downturn 
from the beginning of the present decade.

The criticism gave rise to a number of reforms propos-
als put forward both by the Member States and by the 
European Commission. Owing to the often confl icting 
concerns, however, it was diffi cult to reach agreement 
on exactly how the existing rules should be amended. 
Meanwhile, dissatisfaction with the pact rules, which 
were felt to be too stringent, continued and their applica-
tion lapsed into interpretations which were contrary to 
the spirit of the pact, and in some cases even violated the 
letter of its constituent legal texts. Pressure to amend the 
rules therefore only increased.

Eventually, the debate over the budgetary rules ended 
for the time being with a political agreement reached 
on 20 March 2005 at the extraordinary meeting of the 
Council of the European Union, the so-called Ecofi n 
Council, and confi rmed by the heads of state and gov-
ernment at the European Council on 22 and 23 March 
2005. This agreement announced a number of changes 
to the pact which are fairly radical in some respects, but 
the practical and technical details have yet to be worked 
out. By 20 April 2005 the European Commission had 

already submitted proposals for amendments to the 
relevant legislation.

This article places the debate on the pact and the recent 
reform in a broader context. It is organised as follows. 
Chapter 1 looks at some of the theoretical aspects of 
budgetary rules. Chapter 2 recounts the genesis of the 
pact and explains its specifi c provisions and fi eld of appli-
cation. This is followed by an account of experiences with 
the pact and an investigation into the possible reasons for 
its lack of success. Chapter 4 explains and assesses the 
changes introduced in March 2005. The article ends with 
a number of concluding remarks.

1. Theoretical background

In line with the provisions on public fi nances in the Treaty 
on European Union, the stability and growth pact con-
sists of a set of rules restricting the fi scal policy of the EU 
Member States and, especially, that of the countries which 
have adopted the euro as their currency. These rules cover 
certain procedural aspects but also impose numerical 
norms for the budgetary outcomes. The theoretical back-
ground to such numerical budgetary rules is discussed 
below. First, the reasons for the rules are recounted. That 
is followed by a brief summary of the characteristics of 
optimum budgetary rules reported in the literature.

(1) The author wishes to thank Bruno Eugène, Hugues Famerée, Jan Smets, 
Thomas Stragier, Luc Van Meensel and other colleagues for their comments.
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1.1 Why are budgetary rules necessary ?

Budgetary rules are generally intended to prevent unde-
sirable budgetary outcomes and an inappropriate fi scal 
policy. They are therefore necessary only if policymakers 
are inclined to deviate signifi cantly from what is regarded 
as an optimum fi scal policy.

This can happen if the time horizon of policymakers is 
too short because, in principle, it seems desirable that 
an optimum fi scal policy take account of the interests of 
future generations as well. However, policymakers are 
only dependent on current generations for maintaining 
their position, e.g. by re-election in the case of a demo-
cratic government. There may therefore be a temptation 
to favour these generations by taking on excessive debts, 
the burden of such a policy being transferred to future 
generations. Budgetary rules may be adopted in order to 
protect the interests of those future generations.

In this respect, budgetary rules may also originate from 
political economy considerations as it will be easier for 
policymakers to take unpopular but necessary consolida-
tion measures if they are able to blame them on existing 
budget rules, especially if those rules are “imposed” by 
another level of government.

In principle, fi nancial markets may discourage an inap-
propriate fi scal policy – and thus reduce the need for 
budgetary rules – by imposing a higher risk premium on 
governments with fi scal problems when setting interest 
rates. However, there is a danger that the functioning 
of this disciplinary mechanism will be imperfect. First, it 
is possible that, owing to problems of asymmetric infor-
mation, for example, the risk premium does not fully 
refl ect the real budgetary situation. Second, a higher risk 
premium may not deter governments and cause them to 
adjust their policy.

In a monetary union with a fragmented fi scal policy, there 
are even stronger arguments for strict budgetary rules. 
In that situation an irresponsible fi scal policy on the part 
of one or more governments can have undesirable spill-
over effects. These may arise both between the different 
 governments taking part in the monetary union and 
between fi scal and monetary policy.

As regards the former effects, the main fear in EMU was 
that a local fi scal slippage in one or more Member States 
would have adverse effects on interest rate levels through-
out the union (1). This would mean that Member States 
pursuing an appropriate fi scal policy are punished for 
an irresponsible policy in other Member States through 
higher interest charges or other unfavourable effects of 

higher interest rates. In the event of a very serious local 
fi scal slippage, it is even possible that other governments 
might feel obliged to support the offender explicitly or 
implicitly – by making fi nancial transfers or by purchas-
ing the offending government’s debt titles – in order to 
avoid a fi nancial crisis. Such phenomena may of course 
impair the monetary union’s cohesion. In that connection, 
it must be emphasised that the smaller Member States 
are, of course, particularly vulnerable to spill-over effects 
triggered by fi scal problems in larger Member States.

In addition, there is a risk of undesirable spill-over effects 
on monetary policy because large government defi cits or 
high debts can make that policy less effective. On the one 
hand, they may prompt the government in question to put 
more pressure on the central bank of the union to relax its 
monetary policy (and thus increase infl ation, reducing the 
real value of the outstanding debts). On the other hand, 
this may distort the market’s perception of a justifi ed 
easing of monetary policy, causing it to be misinterpreted 
as motivated by the wish to reduce the real value of public 
debts. This can push up infl ation expectations in the entire 
union. In the event of an impending fi nancial crisis caused 
by a budgetary slippage, the monetary authority may 
come under irresistible pressure to take action.

However, the story does not end with the fact that a 
 budgetary slippage in a monetary union with a frag-
mented fi scal policy can produce harmful spill-over 
effects, because it can also be argued that, in those 
circumstances, it actually becomes more attractive for 
governments to pursue an (over-)expansionary fi scal 
policy (Beetsma, 2001). First, it is a well-known fact that 
a Keynesian macroeconomic policy of demand manage-
ment is more effective under fi xed than under fl oating 
exchange rates. Second, the aforementioned spill-over 
effects mitigate the costs of such a policy since interest 
rates will not rise so steeply as they would if the govern-
ment responsible were not a member of a wider monetary 
union.

In order to minimise these spill-over effects, it therefore 
seems advisable for the institutional architecture of a 
monetary union with a fragmented fi scal policy not only 
to provide the necessary guarantees concerning the cen-
tral bank’s independence and government’s non-respon-
sibility for the debts of other governments (the “no bail 
out” clause) but also to include strict rules which guaran-
tee adequate budgetary discipline.

(1) However, this assumes that households do not proportionally increase their 
savings (e.g. for Ricardian reasons, which means that households save a 
larger proportion of their current disposable income, for precautionary 
motives, if they believe that the government will have to increase taxes or cut 
expenditure – including welfare benefi ts – e.g. in the face of a trend rise in the 
debt level).
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1.2 How should budgetary rules be designed ?

The preceding section has argued that budgetary rules, 
which in general circumstances can be useful if the 
government’s time horizon is too short, become more 
necessary in a monetary union with a fragmented fi scal 
policy. The next section examines the criteria which good 
budgetary rules must satisfy.

In the literature (1) there is a broad consensus on at least a 
number of requirements. It seems clear, for instance, that 
a good budgetary rule cannot be continually changed, 
must be simple to operate and transparent, should pertain 
to budgetary outcomes ex post (rather than budgetary 
targets) and must be enforced by an impartial authority 
which can impose effective sanctions.

However, additional requirements are often imposed 
upon budgetary rules in the literature : they must offer 
governments suffi cient fl exibility and should encourage 
growth to some extent, for example (Kopits, 2001). As 
regards the fi rst point, it is typically meant that budgetary 
outcomes should be assessed on the basis of the policy 
pursued and that – when the rules are applied – account 
should therefore be taken of the budgetary impact of 
fl uctuations in economic growth or of unforeseen and 
exogenous shocks. The growth-promoting character on 
the other hand pertains to the avoidance of confl icts 
between the application of the budgetary rules and the 
government’s action to support economic growth.

However, it must be stressed that all these characteristics 
can not be easily combined in a single rule. Thus, the rule 
will become less simple as more fl exibility is structured in. 
On the other hand, a very simple rule which makes no 
distinction between the policy and the budgetary impact 
of phenomena which are beyond the direct control of the 
government may prove diffi cult to enforce. Finally, there is 
no easy way of establishing simple, transparent rules which 
take proper account of the growth-promoting character of 
government action. The simple golden rule whereby larger 
budget defi cits are permissible the greater is the govern-
ment’s expenditure on fi xed capital formation, is a good 
example here, the implicit assumption being that all public 
investment projects make an equal contribution to the 
economy’s potential growth, but that the same does not 
apply to expenditure on education and capital transfers or 
tax reductions for private-sector investments, for example.

Budgetary rules will therefore inevitably represent an 
imperfect compromise between all the above concerns.

2. The original stability and growth 
pact

2.1 How was the pact created ?

In the framework of the convergence criteria which 
had to be met in order to qualify for membership of 
the monetary union, the Treaty on European Union lays 
down reference values for the budget balance and public 
debt. The budget defi cit could not exceed 3 p.c. of GDP 
unless the excess was small and the defi cit was declining 
substantially and continuously or the small excess was 
temporary and exceptional. The government debt could 
not exceed 60 p.c. of GDP unless the debt ratio was suf-
fi ciently diminishing and approaching the reference value 
at a satisfactory pace.

These criteria were also the cornerstones of the excessive 
defi cit procedure which, after the creation of the mon-
etary union, was to ensure permanent budgetary stability. 
Non-compliance would trigger a corrective procedure 
in which the Council, on the proposal of the European 
Commission, could decide that the budget defi cit was 
excessive, could call on the Member States in question 
to adjust their fi scal policy and could even impose cer-
tain sanctions ; in this respect it was possible to ask the 
European Investment Bank to reconsider its lending policy 
towards the Member States concerned or to require non-
interest-bearing deposits and impose fi nes. In that regard, 
the Council had very wide powers and could indepen-
dently determine the measures to be taken.

However, it was feared that budgetary discipline would 
decline or even be lost once the monetary union was 
formed and not all the Member States considered that 
the above corrective procedure provided by the Treaty 
constituted an adequate deterrent.

The German government of the day took the lead in 
pushing for additional safeguards to ensure permanent 
budgetary discipline in the monetary union and in 1995 it 
already submitted the fi rst proposals urging for clarifi cation 
and reinforcement of the budgetary rules. Those propos-
als soon secured the support of certain smaller Member 
States. Germany’s position should be viewed in the light 
of the German public’s doubts about the stability of the 
new currency at that time (Stark, 2001). The German 
electorate had to be persuaded that the ECB’s monetary 
policy aimed at price stability would not be undermined 
by fi scal problems in certain Member States. The German 
government’s proposals were therefore based on concern 
about the above-mentioned spill-over effects between 
fi scal and monetary policy. The position of the smaller (1) Cf. for example Bohn and Inman (1996) and Inman (1996).
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Member States may be more to do with spill-over effects 
between different Member States, and more particularly, 
the greater vulnerability of those countries to budgetary 
slippages in the larger Member States.

The desired adjustments to the existing rules pertained to 
two main issues (Stark, 2001).

First, the budgetary rules must not impair the operation 
of the automatic stabilisers. In order to create the neces-
sary budgetary scope for that, the defi cit level of 3 p.c. 
of GDP had to be presented much more explicitly as an 
upper limit which must never be exceeded, other than 
in exceptional circumstances, rather than as an aim for 
fi scal policy ; given neutral economic conditions, and even 
more so when activity is buoyant, the budgetary targets 
needed to be more ambitious. That was the only way of 
safeguarding the operation of the automatic stabilisers 
without risking an excessive defi cit of more than 3 p.c. 
of GDP.

Second, the deterrent effect of the excessive defi cit proce-
dure needed to be reinforced. In that respect, the various 
stages in the correction procedure, up to and including 
possible sanctions, had to be initiated more automatically 
in the event of an excessive defi cit and made less depen-
dent on autonomous decisions of the Council.

The debate over the clarifi cation and reinforcement of 
the budgetary rules in the monetary union dragged on 
for more than a year because certain Member States 
were opposed to any curtailment of the Council’s 
powers via fi xed and strict rules and procedures. Apart 
from the automatic entry into force of the sanction pro-
cedure, the main points of dissension were the amount 
of the fi nes and the defi nition of the “exceptional cir-
cumstances” in which the budget defi cit could exceed 
the 3 p.c. of GDP limit without being regarded as exces-
sive (Stark, 2001).

In the end, in December 1996 agreement was reached at 
the Dublin European Summit, where the new rules were 
given their fi nal name : the stability pact of the original 
German proposals became a stability and growth pact. 
In this way European policymakers wanted to make fully 
clear that permanent budgetary discipline, combined 
with the price stability which the ECB had to watch over, 
would also create the necessary conditions for sustain-
able growth of activity because, obviously, it is only in a 
situation of monetary and budgetary stability that in terest 
rates can be expected to remain low, ultimately also 
 benefi ting growth and employment. However, it was to 
be several months before the new rules were translated 
into legislative texts.

2.2 What are the provisions of the pact ?

The stability and growth pact is formally set out in three sep-
arate European documents. These are the European Council 
Resolution of 17 June 1997 on the stability and growth 
pact, the Council Regulation (EC) no. 1467/97 of 7 July 
1997 on speeding up and clarifying the implementation of 
the excessive defi cit procedure and the Council Regulation 
(EC) no. 1466/97 of 7 July 1997 on the strengthening of 
the surveillance of budgetary positions and the surveillance 
and coordination of economic policies (1).

Without going too deeply into the legal, technical and 
administrative details, the essential provisions of these 
legal texts are set out below. The central requirement 
laid down in the Treaty on European Union, whereby the 
Member States must not run an excessive defi cit, was 
naturally maintained in the pact. However, a series of 
preventive provisions and procedures was added to the 
existing rules. In addition, the defi nition of an excessive 
defi cit was clarifi ed. Finally, the correction mechanisms 
which operate once an excessive defi cit is recorded, were 
tightened up.

2.2.1 The preventive aspects

The “preventive” part of the pact is intended to help the 
Member States to avoid excessive budget defi cits. In that 
connection, the key aspect concerns the setting of the 
medium-term budgetary target which must be aimed at 
under neutral economic circumstances. In view of the said 
concern over the free operation of the automatic stabilis-
ers, this medium-term objective must be suffi ciently far 
removed from the defi cit ceiling of 3 p.c. of GDP so that, 
during normal cyclical downturns, the defi cit remains 
below that level regarded as excessive.

Both the aforementioned Resolution of the European 
Council and Regulation (EC) no. 1466/97 defi ne that 
medium-term objective – which has to offer the neces-
sary fl exibility to cope with cyclical fl uctuations – as a 
budgetary position which is close to balance or in surplus. 
This meant that the budgetary targets in the monetary 
union became more stringent, since in the run-up to the 
union it was still suffi cient to maintain structural budget 
defi cits of less than 3 p.c. of GDP.

However, the pact does not defi ne in any more detail 
the concept of a budgetary position close to balance 
or in surplus. Nonetheless, on the basis of the cycli-
cal fl uctuations observed in the past, the European 

(1) It should be pointed out that the last two documents are actual legal texts 
whereas, in principle, the Resolution of the European Council merely defi nes a 
political commitment.
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Commission (1999) did calculate the “minimum bench-
marks” intended to offer a technical safety margin for 
avoiding any breach of the defi cit ceiling under normal 
economic conditions. In view of the variations in the 
cyclical sensitivity of the budgets of the various Member 
States, these benchmarks ranged from a signifi cant 
cyclically adjusted surplus (for Finland and Sweden) to 
cyclically adjusted defi cits of 1 to 1.5 p.c. of GDP (for 
France, Greece, Italy, Germany and Belgium). Later, 
however, the medium-term objective was given a stricter 
interpretation. Thus, the European Commission (2001) 
argued that all Member States must at least achieve a 
cyclically adjusted balanced budget, although allowance 
was made for a potential measurement error of 0.5 p.c. 
of GDP in the calculation of the cyclically adjusted 
budget balances (so that, in practice, cyclically adjusted 
defi cits of up to 0.5 p.c. of GDP remained acceptable). 
Member States with more important cyclical fl uctua-
tions or a greater budgetary sensitivity to the economic 
cycle needed cyclically adjusted surpluses. This upward 
revision in the medium-term objective was related to 
the desire to create a buffer for unforeseen budget-
ary setbacks, to bring the debt ratios down faster and 
to prepare the budgets for the far-reaching effects of 
population ageing.

Apart from the new medium-term objective, the pact also 
provides for multilateral surveillance procedures to make 
it possible to check whether each Member State is duly 
respecting the European budgetary rules and to correct 
any slippage in a timely manner. In that connection, the 
key elements are the so-called stability and convergence 
programmes and the early warning mechanism.

In the stability programmes – or, in the case of the coun-
tries which have not yet adopted the euro, the conver-
gence programmes –, which have to be updated annu-
ally, the course of public fi nances in the following years 
is outlined, and the Member States must show how their 
fi scal policy is complying with the medium-term objec-
tive defi ned in the pact. These programmes are assessed 
by the European Commission and are the subject of an 
opinion by the Council, which can ask a Member State 
to adjust its programme if, for example, the underlying 
economic assumptions are not suffi ciently realistic or the 
proposed budgetary measures do not suffi ce to meet the 
pact’s requirements.

If the Council considers that there is a risk of an excessive 
defi cit in a particular Member State, an early warning 
must be issued, formally recommending the Member 
State concerned to adjust its fi scal policy. That is normally 
done on the basis of an opinion drawn up by the European 
Commission and a recommendation for a decision.

2.2.2 Defi nition of an excessive defi cit

The Treaty on European Union stipulated that, as a rule, 
a budget defi cit of more than 3 p.c. of GDP is excessive 
and should be avoided. However, a small excess over the 
reference value which is of a temporary and exceptional 
nature, was allowed. Moreover, the assessment on the 
excessive character of the defi cit rested with the Council, 
which had to take a decision on the basis of a report 
prepared by the European Commission. According to the 
Treaty, that report must also take account of whether the 
defi cit exceeds government investment expenditure and 
of “all other relevant factors”, including the medium-term 
economic and budgetary position. The Commission may 
also prepare such a report if it is of the opinion that there 
is a risk of an excessive defi cit without the 3 p.c. of GDP 
limit being actually exceeded.

The Treaty thus left ample scope for interpretation 
regarding the defi nition of an excessive defi cit. Especially 
the absence of any detailed defi nition of the temporary 
and exceptional circumstances justifying a small excess 
over the reference value of 3 p.c. of GDP could jeop-
ardise legal security. The pact does much to address this 
 problem.

Regulation (EC) no. 1467/97 stipulates that the excep-
tional and temporary circumstances must pertain to an 
unusual event which is outside the control of the Member 
State concerned and which has a major impact on the 
budgetary position, or to a severe economic downturn. As 
a rule, the Commission report only regards an economic 
downturn as exceptional if the annual fall in real GDP 
comes to at least 2 p.c. Nevertheless, the Council may 
also regard a smaller reduction in economic activity as 
exceptional in the light of further supporting evidence, in 
particular on the abruptness of the downturn or the accu-
mulated loss of output relative to past trends. However, 
the Resolution of the European Council mentioned above 
specifi es that in that case the annual fall in real GDP must 
come to at least 0.75 p.c. Therefore, under these rules, 
a smaller reduction and – even more so – a small but 
positive increase in activity can never justify a budget 
defi cit of more than 3 p.c. of GDP.

This strict limitation of the concept of exceptional eco-
nomic circumstances must be viewed in the light of 
consistency with the medium-term objective described 
above, namely a budget close to balance or in surplus. 
Only if economic activity has declined well below the 
trend level, e.g. as a result of a severe recession, can a 
cyclically adjusted budgetary position which is close to 
balance correspond to an actual budget defi cit of more 
than 3 p.c. of GDP.
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However, the “other relevant factors” which the Treaty 
requires the Council to take into account in its assess-
ment and the degree to which they may justify a defi cit 
of more than 3 p.c. of GDP, are not further specifi ed in 
the pact either.

2.2.3 The correction mechanisms

As a rule, strict correction mechanisms are initiated if, 
despite the preventive aspects of the pact, a Member 
State still records a defi cit which the Council regards as 
excessive. In contrast to the original excessive defi cit pro-
cedure contained in the Treaty on European Union, the 
pact lays down a clear time schedule in this respect and 
failure to respect the rules should, in principle, automati-
cally lead to sanctions.

As regards the time schedule, the basic principle is that, 
unless there are special circumstances, an excessive defi -
cit must be corrected by no later than one year after its 
identifi cation, otherwise sanctions will ensue. To that 
end, the Council must decide within three months of 
the offi cial biannual reporting of budgetary data by the 
Member States to the European Commission (normally 
before 1 March and 1 September of each year) whether 
there are excessive defi cits and, if so, recommend the 
Member States concerned to take effective action to 
eradicate them within a period to be determined by the 
Council of at most four months. If, by the stated deadline, 
the Member States fail to take effective action in compli-
ance with the recommendations, the latter may then be 
published. If the Member States still fail to take effective 
action to comply with the recommendations, the Council 
will in principle issue an offi cial notice one month later 
requiring that the necessary measures be taken to elimi-
nate the excessive defi cit. At this stage of the procedure, 
the Council may monitor the fi scal policy more closely 
and ask the Member States concerned to submit regular 
reports on the efforts made. If, within a period of two 
months, the Member States fail to act in compliance with 
the notice, then the Council must, in principle, impose 
sanctions. At that point, at most ten months will thus 
have elapsed since the offi cial notifi cation of the budget 
defi cit.

The sanction fi rst takes the form of a non-interest-bearing 
deposit which may vary in size from 0.2 to 0.5 p.c. of 
GDP, depending on the degree to which the defi cit ceiling 
of 3 p.c. of GDP is exceeded. In addition, the Council may 
impose the additional sanctions specifi ed in the Treaty on 
European Union, such as the obligation to publish supple-
mentary information before issuing securities and a restric-
tion on access to loans from the European Investment 
Bank. After this fi rst sanction and until the abrogation 

of the decision concerning the existence of an exces-
sive defi cit, the Council assesses each year whether the 
Member States concerned have taken effective measures 
in compliance with the notice. If the excessive defi cit has 
still not been eliminated two years after the imposition of 
the fi rst non-interest-bearing deposit, these deposits may 
be converted into an actual fi ne. Hence, Member States 
have to record an excessive defi cit for three consecutive 
years before an actual fi ne can be imposed.

2.3 To which Member States does the pact apply ?

All the provisions of the stability and growth pact apply in 
full to the euro area countries. However, certain deroga-
tions apply in the case of the other Member States.

Roughly speaking, the latter Member States do have to 
avoid excessive defi cits (1), but they cannot be ordered to 
take measures and they are not liable to the actual sanc-
tions. Nevertheless, these Member States can still be pun-
ished in a different way if their fi scal policy is out of line 
with the provisions of the pact. Council Regulation (EC) 
no. 1264/99 of 21 June 1999, amending the rules on the 
Cohesion Fund, stipulates that no new projects or project 
stages can be fi nanced out of this Fund if the Council, 
acting by a qualifi ed majority on a recommendation from 
the European Commission, fi nds that the Member State 
concerned has not implemented the convergence pro-
gramme “in such a way as to avoid an excessive govern-
ment defi cit”.

3.  The application of the pact : what 
went wrong ?

Compliance with the convergence criteria for the mon-
etary union set out in the Treaty on European Union was 
assessed on the basis of the macroeconomic fi gures for 
1997. In that same year the stability and growth pact 
was translated into specifi c legal texts. This means that, 
from 1992 to 1997, government fi nances were infl u-
enced mainly by the convergence criteria concerning 
the budget defi cit and public debt, laid down in the 
Treaty, whereas in the subsequent years the stability and 
growth pact should have served as the guiding principle. 
It therefore seems appropriate to compare budgetary 

(1) In this connection there is a slight difference between the United Kingdom 
and the other Member States which are not in the euro area. Under a Protocol 
attached to the Treaty on European Union, the legal provision stipulating that 
Member States must avoid excessive defi cits (Article 104 (1) of the Treaty) 
does formally not apply the United Kingdom (though it does apply to all other 
Member States). However, Article 116 (4) of that same Treaty, for which the 
United Kingdom did not obtain any derogation, stipulates that Member States 
must “endeavour” to avoid excessive defi cits. The legal obligations concerning 
the avoidance of excessive defi cits are therefore slightly less strict for the United 
Kingdom than for other Member States outside the euro area.
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developments in those two periods. That analysis (1) is 
conducted below and shows that the application of the 
pact was certainly not an unqualifi ed success, which is 
illustrated, for example, by the fact that in 2004 fi ve euro 
area countries, including Germany, France and Italy, had 
defi cits greater than or close to the reference value of 
3 p.c. of GDP specifi ed in the Treaty on European Union. 
This is followed by an investigation into the reasons for 
this lack of success.

3.1 Experiences with the pact

In 1992 a large majority of the then Member States still 
had a budget defi cit far in excess of the reference value 
of 3 p.c. of GDP. At that time, the average defi cit in the  
EU-15 was still around 5 p.c. of GDP (2). Between 1993 and 
1997 almost all countries improved their budgetary posi-
tion, except for Germany where the defi cit was already 
slightly below the reference value in 1992 and remained 
more or less unchanged thereafter. Apart from Greece, 
which in any case intended to join the monetary union 
only later, all the EU-15 Member States thus succeeded 
in bringing their budget defi cit down to 3 p.c. of GDP 
or less on the basis of the statistical data available at that 
time (European Commission, 1998). The fact that the cur-
rent statistical data for Portugal and Spain nevertheless 
indicate that the 1997 budget defi cit exceeded the refer-
ence value (by 0.6 and 0.2 p.c. of GDP respectively) is due 
to later upward revisions resulting mainly from methodo-
logical changes in the calculation of these balances.

This success needs to be qualifi ed in two respects. First, 
a number of large Member States continued to record 
budget defi cits which were only just below the reference 
value in 1997. As a result, the average budget defi cit of 
the EU-15 was still 2.5 p.c. of GDP in 1997 according to 
the current statistical data. Moreover, in certain Member 
States the reduction of the defi cit was bolstered by non-
recurring measures, although their impact was fairly lim-
ited overall (European Commission, 1998). France can be 
used to illustrate both points, as this Member State only 
managed to reduce its budget defi cit to exactly 3 p.c. of 
GDP in 1997, and then only thanks to a substantial one-
off capital transfer from France Télécom, totalling around 
0.5 p.c. of GDP, in exchange for the French government’s 
assumption of that company’s pension liabilities.

In 1992 the government debt worked out at around 
57 p.c. of GDP in the EU-15 on average. However, 
some Member States, including Belgium, recorded debt 
ratios far in excess of the reference value of 60 p.c. of 
GDP. Despite the marked improvement in the budget-
ary positions between 1992 and 1997, government 

debt increased sharply during that period : at the end of 
1997 it was already over 71 p.c. of GDP in the EU-15. In 
Greece and Italy, where the debt ratio was already very 
high in 1992, the debt burden continued to rise in the 
subsequent years. In Belgium, Ireland, the Netherlands 
and Denmark the debt did decline but still remained 
above 60 p.c. of GDP. Finally, there were other Member 
States such as Germany, Spain and Austria whose govern-
ment debt rose slightly above the reference value during 

(1) Since ten of the present twenty-fi ve Member States only joined the EU on 1 May 
2004, this analysis is confi ned to the other fi fteen Member States. This group will 
hereinafter, as usual, be referred to by EU-15.

(2) This average takes no account of Spain and Sweden since no data are available 
for 1992 for either of these countries.
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that period. Ultimately, however, none of the original 
eleven candidate members was excluded from the mon-
etary union on the basis of the convergence criterion 
relating to government debt.

After 1997 the budget defi cits continued to decline. In the 
year 2000 the EU-15 even recorded a surplus of 1 p.c. 
of GDP. However, this result was due largely to a specifi c 
non-recurring factor as in that year many Member States 
collected substantial proceeds from the sale of UMTS 
licences ; according to the ESA 95 national accounts meth-
odology those proceeds are recorded as non- recurring 
negative expenditure and therefore improve the budget 
balances. In Germany and the United Kingdom the 
amounts involved totalled some 2.5 p.c. of GDP. Corrected 
for this non-recurring factor, government accounts in the 
EU-15 showed a defi cit of 0.3 p.c. of GDP on ave rage in 
2000. More generally, public fi nances benefi ted during 
that period from the upturn in the economic cycle. 

According to the cyclical adjustment method used by the 
European Commission (2005b), the cyclical component of 
the budget balances improved from –0.4 to 0.8 p.c. of 
GDP between 1997 and 2000, which means that – disre-
garding the UMTS proceeds – somewhat more than half 
of the defi cit reduction during that period is attributable to 
the favourable economic environment.

When the cycle reached a turning point in 2001 and 
the UMTS proceeds had largely disappeared, the budget 
balances began to deteriorate again. In 2003, the EU-15 
recorded an average defi cit of 2.8 p.c. of GDP, with only 
a very small reduction in the following year. This cancelled 
out the entire defi cit reduction achieved in 1997 to 2000, 
so that in 2004 the budget defi cit in the EU-15 was even 
higher than in 1997.

TABLE 1 EVOLUTION OF THE BUDGET BALANCES (1) SINCE THE ENTRY INTO FORCE OF THE STABILITY AND GROWTH PACT

(Percentages of GDP)

Sources : European Commission, own calculations.
(1) According to the methodology used in the framework of the excessive deficit procedure.
(2) According to the cyclical adjustment method used by the European Commission.

1997 1998 1999 2000 2001 2002 2003 2004

Belgium  . . . . . . . . . . . . . . . . . . . . . . . . –2.0 –0.6 –0.4 0.2 0.6 0.1 0.4 0.1

Germany . . . . . . . . . . . . . . . . . . . . . . . . –2.7 –2.2 –1.5 1.3 –2.8 –3.7 –3.8 –3.7

Greece  . . . . . . . . . . . . . . . . . . . . . . . . . –6.6 –4.3 –3.4 –4.1 –3.6 –4.1 –5.2 –6.1

Spain  . . . . . . . . . . . . . . . . . . . . . . . . . . –3.2 –3.0 –1.2 –0.9 –0.5 –0.3 0.3 –0.3

France . . . . . . . . . . . . . . . . . . . . . . . . . . –3.0 –2.7 –1.8 –1.4 –1.5 –3.2 –4.2 –3.7

Ireland  . . . . . . . . . . . . . . . . . . . . . . . . . 1.1 2.4 2.6 4.4 0.9 –0.4 0.2 1.3

Italy  . . . . . . . . . . . . . . . . . . . . . . . . . . . –2.7 –2.8 –1.7 –0.6 –3.0 –2.6 –2.9 –3.0

Luxembourg . . . . . . . . . . . . . . . . . . . . . 2.9 3.2 3.4 6.2 6.2 2.3 0.5 –1.1

Netherlands  . . . . . . . . . . . . . . . . . . . . . –1.1 –0.8 0.7 2.2 –0.1 –1.9 –3.2 –2.5

Austria  . . . . . . . . . . . . . . . . . . . . . . . . . –1.8 –2.4 –2.3 –1.5 0.3 –0.2 –1.1 –1.3

Portugal  . . . . . . . . . . . . . . . . . . . . . . . . –3.6 –3.2 –2.8 –2.8 –4.4 –2.7 –2.9 –2.9

Finland  . . . . . . . . . . . . . . . . . . . . . . . . . –1.3 1.6 2.2 7.1 5.2 4.3 2.5 2.1

Euro area  . . . . . . . . . . . . . . . . . . . . . . . –2.7 –2.3 –1.3 0.1 –1.7 –2.4 –2.8 –2.7

Denmark . . . . . . . . . . . . . . . . . . . . . . . . 0.4 1.2 3.3 2.6 3.2 1.7 1.2 2.8

Sweden  . . . . . . . . . . . . . . . . . . . . . . . . –0.9 1.8 2.5 5.0 2.5 –0.3 0.2 1.4

United Kingdom . . . . . . . . . . . . . . . . . . –2.2 0.1 1.0 3.8 0.7 –1.7 –3.4 –3.2

EU-15 . . . . . . . . . . . . . . . . . . . . . . . . . . –2.5 –1.7 –0.7 1.0 –1.1 –2.2 –2.8 –2.6

p.m. Excluding UMTS proceeds  . . . . . . –2.5 –1.7 –0.7 –0.3 –1.1 –2.2 –2.8 –2.6

Cyclical component (2) . . . . . . . . . . –0.4 –0.1 0.2 0.8 0.6 0.1 –0.4 –0.3

Cyclically adjusted budget 
balance (2)  . . . . . . . . . . . . . . . . . . . –2.1 –1.6 –0.9 0.2 –1.7 –2.3 –2.4 –2.3
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Moreover, according to the European Commission’s cycli-
cal adjustment method the infl uence of the economic 
cycle on the budget balances was slightly less unfavou-
rable than in 1997. Hence, the cyclically adjusted defi cit 
increased somewhat more than the actual defi cit between 
1997 and 2004.

These averages conceal divergent pictures for the indi-
vidual Member States. Some Member States – such as 
Spain, Belgium, Finland and Sweden – have continued 
to reduce their budget defi cits after 1997 and, in the 
case of the last three countries, even converted the 
defi cit into a surplus. Other Member States, such as 
Germany, France, Greece, Portugal, the Netherlands and 
the United Kingdom, have recorded – in some cases 
persistent – excessive defi cits in the past few years.

All in all, the budgetary developments in the years follow-
ing 1997, when the stability and growth pact came into 
force, compare unfavourably to the substantial improve-
ment in the budgetary positions during the period in 
which fi scal policy was guided by the convergence criteria 
concerning public fi nances laid down in the Treaty on 
European Union. This is due primarily to a marked reversal 
in the fi scal policy of almost all Member States. The dif-
ferences in behaviour in the periods considered is most 
obvious from the change in the cyclically adjusted primary 
balances, which is an indicator of the fi scal policy stance.

The improvement in the budgetary positions between 
1992 and 1997, averaging around 2.5 p.c. of GDP in the 
EU-15, is due entirely to a tighter fi scal policy because the 
cyclically adjusted primary surplus increased by around 
2.7 p.c. of GDP during that period (1). All Member States 
except for Denmark and Portugal, contributed to this 
increase. In Denmark, although the cyclically adjusted 
primary surplus declined by 1.7 p.c. of GDP during the 
period in question, it was still at a very high level of 
around 5 p.c. of GDP in 1997. In contrast, Portugal’s cycli-
cally adjusted primary surplus, that was still over 3 p.c. 
of GDP in 1992, fell to less than 1 p.c. of GDP in 1997. 
This clear loosening of fi scal policy, in stark contrast to 
developments in the other Member States, should be 
viewed in the light of the steep fall in interest charges 
in that country, brought about by convergence towards 
a lower level of interest rates : the amounts saved on 
in terest charges were largely allocated to strong growth 
of primary expenditure (Cunha and Braz, 2003). Without 
that, Portugal might have been able to avoid the later 
budgetary problems. Other Member States did make 

 substantial budgetary efforts during that period. In 
Sweden, for instance, the cyclically adjusted primary 
balance improved by around 8.6 p.c. of GDP between 
1993 and 1997, Greece and Luxembourg increased this 
balance by more than 5 p.c. of GDP between 1992 and 
1997 and in Italy and Belgium the improvement totalled 
roughly 4 p.c. of GDP over the same period.

However, in the following years, all Member States except 
Finland and Denmark loosened budgetary discipline to 
some degree, although in many cases they had only just 
satisfi ed the convergence criterion for the budget bal-
ance laid down in the Treaty on European Union. From 
1997 to 2004 the cyclically adjusted primary balance 
was reduced by more than 2 p.c. of GDP on average in 
the EU-15. In certain Member States, such as Germany, 
France, Greece, Italy and Luxembourg, the efforts made 
during the 1992 to 1997 period were more or less totally 
cancelled out.

Hence, the entry into force of the stability and growth 
pact, which added preventive elements, such as a more 
ambitious medium-term objective, to the budgetary rules 
and increased the deterrent effect of the excessive defi cit 
procedure, certainly did not produce the desired effect on 

(1) As stated in footnote 2 to charts 1 and 2, the comparison of the years 1992 and 
1997 is hampered somewhat by the fact that no offi cial data are available 
from the European Commission for Spain and Sweden for the former year. The 
averages stated for 1992 therefore disregard these two countries.
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the fi scal policy of all the Member States. Obviously, it is 
diffi cult to assess whether the budgetary slippage would 
not have been even greater without the pact. Be that as 
it may, the introduction of stricter budgetary rules was 
accompanied by a marked and strong loosening of fi scal 
policy.

3.2 Possible reasons for the lack of success

The reasons why many Member States have recorded 
excessive defi cits despite the stability and growth pact lie 
in a combination of factors which are explained below.

3.2.1 A hiatus in the regulatory framework

When the pact entered into force, the budgets of 
quite a few Member States still showed signifi cant 
cyclically adjusted defi cits. In all the major Member 
States – Germany, France, Italy, Spain and the United 
Kingdom – they came to over 2 p.c. of GDP, while 
Portugal and Greece had even larger cyclically adjusted 
defi cits. According to the new budgetary rules laid down 
in the pact, it was therefore necessary to make an addi-
tional effort to reduce those defi cits further until the 
budget was at least close to balance.

However, the stability and growth pact does not formally 
specify the maximum length of that transition period. 
The aforementioned Regulation (EC) no. 1466/97 merely 
states that the stability and convergence programmes 
must cover at least the next three years, in addition to 
the current and the preceding year, and must describe 
the adjustment path towards a budget which is close 
to balance or in surplus. However, this provision did not 
explicitly refer to the actual budgetary outcomes and 
was too vague to provide a suffi ciently stringent legal 
basis. Many Member States therefore delayed the full 
elimination of the remaining cyclically adjusted defi cits 
as required by the pact, and often explicitly prioritised 
tax cuts or, in certain Member States, a looser expendi-
ture policy.

Germany, France, Italy and the Netherlands, the larg-
est Member States of the euro area in which the defi cit 
reached or (substantially) exceeded the 3 p.c. of GDP 
ceiling, can be taken as an example here. In Germany and 
the Netherlands the cyclically adjusted defi cit, accord-
ing to current statistical data, continued to decline until 
around the turn of the century – in the Netherlands it 
actually came close to the medium-term objective of the 
pact – but after that it increased again to well above 
the 1997 level. In France and Italy the cyclically adjusted 
defi cit never even fell below 2 p.c. of GDP.

Only much later was this institutional hiatus in the pact 
addressed. In a Eurogroup agreement dated 7 October 
2002, which was confi rmed on 7 March 2003 in a 
Council recommendation, the minimum adjustment 
speed was explicitly defi ned, at least for countries in the 
euro area : if they do not yet meet the requirements of 
the pact, they must achieve an annual reduction of at 
least 0.5 p.c. of GDP in their structural defi cit. Obviously, 
Member States with excessive defi cits, as a rule, have to 
make a bigger effort.

3.2.2  Over-optimistic growth expectations at the turn of 
the century

Another factor was that, in the years following the intro-
duction of the stability and growth pact, the EU-15 
enjoyed a very strong expansion in activity. Between 
1998 and 2000, for example, the fi fteen Member States 
recorded an average annual increase of more than 3.1 p.c. 
Conviction was growing that this strong activity increase 
was structural and that the new economy boom would 
generate higher economic growth over a long period. This 
lessened the pressure on governments to pursue a tight 
fi scal policy because the remaining defi cits would be auto-
matically eroded by the higher growth.

However, the protracted downturn in economic activ-
ity from the turn of the century made it clear that this 
optimism was not entirely justifi ed. The over-optimistic 
growth expectations had two specifi c consequences.

First, governments based their budgets and stability pro-
grammes on macroeconomic assumptions which later 
proved to be far too favourable, so that the budgetary 
targets were often missed by a large margin. The German 
stability programme of October 2000 is an excellent 
example in this respect : that programme was based on 
activity growth of 2.75 p.c. in 2001 and 2.5 p.c. in 
subsequent years. In reality, Germany’s economic growth 
averaged around 0.25 p.c. from 2001 to 2003.

Second, the belief in a higher trend or potential activ-
ity growth led to a misappraisal of the cyclical situation 
around the turn of the century. Thus, the European 
Commission’s estimate, in the autumn of 2000, of 
the output gap for that year in the aforementioned 
four large Member States was far less favourable 
than is now the case (1). The upward revisions come 

(1) Mention should be made here of the fact that the method of cyclical adjustment 
then being used by the European Commission was still based on an estimate 
of the output gap derived by comparing the actual GDP with trend GDP 
(estimated via a Hodrick-Prescott-fi lter), whereas the Commission’s present 
method of cyclical adjustment takes account of potential GDP (calculated via a 
macroeconomic production function). However, this methodological difference 
only explains a very small part of the upward revision of the output gap and, 
thus, the downward revision of the cyclically adjusted budget balances.
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to 1.7  percentage points for Germany, 2 percentage 
points for France and as much as 2.7 percentage points 
for Italy and the Netherlands. This in turn led to an often 
substantial overestimate of the cyclically adjusted budget 
balances. Thus, the fi gures published by the European 
Commission in the autumn of 2000 relating to cyclically 
adjusted budget balances for 1997 to 2000 indicate 
much smaller defi cits than the current estimates by that 
institution. In 2000, the European Commission was still 
assuming that France had reduced its cyclically adjusted 
defi cit to less than 1.5 p.c. of GDP and that Germany 
and Italy had defi cits of less than 1 p.c. of GDP and, 
for the Netherlands, surpluses were even reported. The 
overly optimistic growth expectations thus led to the 
wrong assessment that these four countries had already 
reached or were fast approaching the medium-term 
objective laid down in the pact.

3.2.3  The not particularly compelling corrective part of 
the pact

The potential penalty for failure to meet the convergence 
criteria set out in the Treaty on European Union was par-
ticularly severe : (temporary) exclusion from the monetary 
union. Although the pact specifi cally intended to reinforce 
the compulsory nature of the budgetary rules in the 
 monetary union, the potential sanctions for an irrespon-
sible fi scal policy in the monetary union are much lighter 
by comparison. Once that the monetary union is formed, 
the participating countries obviously cannot be expelled 
from it on grounds of failure to align their fi scal policy 
with the pact. Only in the case of defi cits considered to 
be excessive (as a rule, higher than 3 p.c. of GDP) is it 
possible – following a long and diffi cult procedure – to 
impose fi nancial penalties on them.

Furthermore, the success of a budgetary rule, as already 
remarked, depends on its correct implementation by an 
independent institution which actually imposes the pre-
scribed sanctions. With the introduction of the pact, the 
policymakers of the time wanted to limit the freedom of 
action of the Council, the institution carrying ultimate 
responsibility concerning this issue, in that respect by 
increasing the automatic nature of the sanctions proce-
dure for excessive defi cits. Nevertheless, the pact still did 
not impose totally automatic penalties on Member States 
with excessive defi cits and the progress of the corrective 
procedures remained dependent on formal decisions by 
the Council. Doubts over the strict and full application of 
the corrective rules and procedures and, particularly, the 
scope for imposing effective sanctions therefore could not 
be ruled out altogether.

In addition, some of the Council’s decisions during the 
period in which the budgetary problems became fully 
apparent were unlikely to alleviate such doubts. In 
February 2002, for instance, the Council decided not to 
act on the recommendation by the European Commission 
and issue an early warning to Germany and Portugal in 
order to draw attention to the risk of an excessive defi cit. 
Then in November 2003 it again failed to act on the 
European Commission’s recommendation that France 
and Germany should be given notice to take measures 
to eliminate their excessive defi cits, so that the procedure 
against these two Member States was de facto held in 
abeyance. Yet those recommendations by the European 
Commission already constituted a fl exible application of 
the rules since both countries were given until 2005 to 
correct their excessive defi cits whereas, according to a 
strict application of the time schedule defi ned in the pact, 
they should have done so by 2004 at the latest.

On 13 July 2004 the Court of Justice of the European 
Communities ruled that the Council, in its November 
2003 decision, had breached the European Commission’s 
right of initiative, since the Council resolutions formulated 
new demands which were not based on recommenda-
tions by the European Commission. However, this ruling, 
which mainly focussed on procedural matters, did confi rm 
that the Council always has the right, in principle, not to 
act on the Commission’s recommendations. Later, both 
the European Commission and the Council took further 
steps (such as the Commission’s December 2004 pro-
posal that no further action should be taken against the 
excessive defi cits recorded by France and Germany, a pro-
posal which the Council approved in January 2005) which 
weighed on the confi dence in the sanction procedures. 
However, by that time the debate on comprehensive 
reform of the pact was already in full swing.

All in all, it is diffi cult to exclude the possibility that (some-
times justifi ed) doubts about the effectiveness of the 
pact’s corrective procedures contributed to the budgetary 
slippage in a number of Member States.

3.2.4 Problems in assessing budgetary positions

Any budgetary rule obviously depends on the correct 
reporting of budgetary positions. It is not possible to take 
prompt action against inappropriate budgetary develop-
ments if they are not refl ected in the fi gures reported. 
In certain cases, however, there were clear shortcomings 
in the reporting of budgetary fi gures by the Member 
States and the verifi cation thereof by the competent 
European institutions.
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Thus, in Portugal and Greece the reported budgetary 
fi gures substantially underestimated the actual defi cit. In 
the December 2001 stability programme and in the noti-
fi cation concerning the excessive defi cit procedure dated 
March 2002, Portugal had announced a budget defi cit 
of 2.2 p.c. of GDP for 2001. However, in the autumn of 
2002 this fi gure was adjusted to no less than 4.1 p.c. of 
GDP (and later even 4.4 p.c. of GDP). In Greece’s case, a 
similar notifi cation in March 2004 still indicated a budget 
defi cit of 1.7 p.c. of GDP for 2003. That fi gure has since 
been revised upwards in successive stages to 4.6 p.c. of 
GDP. The defi cits for earlier years have also undergone 
substantial upward adjustment. Hence, excessive defi cits 
have appeared in both Portugal and Greece without being 
expressed in the offi cial budget statistics. When this article 
went to press, there were also still doubts about the accu-
racy of Italy’s offi cial budget fi gures since Eurostat had not 
yet approved the budgetary data notifi ed for that country 
at the end of February and already revised upwards.

Assessment of the budgetary positions may also be 
hampered by the fact that the rules pertain mainly to 
the annual budgetary outcomes (and far less to the sus-
tainability of public fi nances, for example), so that there 
may be a tendency for governments to take non-recur-
ring measures, which in some cases improve the current 
budgetary balances to the detriment of future budgets. 
Obviously, the effectiveness and the relevance of the 
pact’s budgetary rules is especially undermined in those 
latter cases.

As already remarked, in 1997 – when the budgetary 
outcomes were assessed in the light of the convergence 
criteria laid down in the Treaty on European Union – a 
number of Member States had made use of non-recurring 
measures but their extent was relatively limited overall. 
In the past few years, however, non-recurring measures 
have become particularly signifi cant in some Member 
States, so that the actual budgetary outcomes are very 
different from the structural balances. This applies mainly 
to Portugal, Italy and Belgium (European Commission, 
2004). In Belgium’s case, for example, as far as the 
2003 government accounts are concerned, there was 
the very substantial capital transfer from Belgacom, total-
ling 1.9 p.c. of GDP, in exchange for the government’s 
assumption of the company’s pension liabilities, which will 
therefore weigh on future budgets. Since then, however, 
the impact of these one-off measures has declined con-
siderably, to an estimated 0.8 p.c. of GDP in 2004 and 
0.4 p.c. of GDP in 2005.

4. The revised pact

After a prolonged debate, the Council reached agreement 
on 20 March 2005 on the reform of the stability and 
growth pact. That agreement, which was confi rmed by 
the European Council of 22 and 23 March 2005, com-
prises certain changes to the pact, though the details have 
yet to be worked out and translated into actual amend-
ments to the Council Regulations embodying the pact. 
On 20 April 2005, the European Commission proposed 
some specifi c amendments to those Regulations. When 
this article went to press, however, those amendments 
were not yet approved.

Below is a summary of the main charges followed by a 
brief assessment.

4.1 The main changes

The modifi cations approved by the Council pertain both 
to the preventive part of the pact and to the excessive 
defi cit procedure. The Council also makes some proposals 
for an improved governance and a more correct imple-
mentation of the pact by the various institutions.

4.1.1 The preventive part

The main change to the preventive part of the pact 
concerns the defi nition of the medium-term objective of 
a budget close to balance or in surplus. From now on, 
country-specifi c objectives would apply depending on the 
debt ratio and potential growth. These targets may vary 
from a defi cit of 1 p.c. of GDP for Member States with a 
low debt and high potential growth, to a balanced budget 
or a surplus for Member States with a high debt and low 
potential growth. These objectives should avoid that, in 
the case of a normal downturn in the cycle, the defi cit 
exceeds the 3 p.c. of GDP level, improve the sustainability 
of public fi nances and, at the same time, allow room for 
budgetary manoeuvre, particularly for government invest-
ment. However, it still has to be examined how future 
liabilities arising from population ageing can be taken 
into account in the medium-term objectives ; a European 
Commission study on this subject is requested by the end 
of 2006.

In addition, the rule concerning the transition to these 
medium-term objectives is changed slightly. Member 
States which belong to the euro area or take part in 
ERM II are asked to eliminate their defi cits if their 
budgetary position does not yet meet the medium-term 
objective. In this respect, an annual reduction of 0.5 p.c. 
of GDP on average (instead of at least 0.5 p.c. of GDP 
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each year) should be taken as a benchmark. The effort 
should be greater when economic conditions are favoura-
ble – defi ned by the Council as years in which the output 
gap is positive (1) – as opposed to times when the cyclical 
situation is adverse. However, this does not appear to 
be a strict obligation, since Member States which devi-
ate from the adjustment path described above are only 
required to explain the reasons for this in their stability or 
convergence programme. The European Commission can 
give policy advice (2) urging the Member States to follow 
the adjustment path.

Furthermore, deviations from both the medium-term 
objective and the adjustment path are permissible for 
the purpose of implementing certain structural reforms. 
In principle, the deviation must be temporary and the 
reforms must have a verifi able favourable impact on 
the sustainability of public fi nances. In addition, a safety 
margin must always be maintained to ensure that the 
budget defi cit remains below the reference value of 3 p.c. 
of GDP.

Finally, the Council also explicitly states that both the 
medium-term objective and the speed of adjustment are 
measured without taking account of the infl uence of 
the economic cycle and temporary measures. The focus 
is therefore being shifted from merely cyclically adjusted 
balances to structural budget balances.

4.1.2 The excessive defi cit procedure

The pact’s corrective procedures are fundamentally 
changed. First, the defi nition of the exceptional circum-
stances in which a defi cit of more than 3 p.c. of GDP is 
not regarded as excessive, is widened signifi cantly. From 
now on, any negative activity growth and any long period 
in which growth is positive but substantially below the 
potential level would constitute an exemption.

Moreover, attention is now also explicitly paid to the “other 
relevant factors” which may justify a defi cit of more than 
3 p.c. of GDP. The Council lists a number of factors in this 
respect. Potential growth, the level of government invest-
ment, the sustainability of the debt, the budgetary efforts 
made when economic conditions were favourable and the 
quality of public fi nances, for instance, will be considered. In 
addition, account must be taken of all other factors which 
the Member State in question considers relevant, especially 
the “fi nancial contributions to fostering international soli-
darity and to achieving European policy goals, notably the 
unifi cation of Europe, if it has a detrimental effect on the 
growth and fi scal burden of a Member State”. In all cases, 
the breach of the defi cit limit of 3 p.c. of GDP must be 
limited and temporary.

In addition, the deadlines for completing the various 
stages in the correction procedure for excessive defi cits, 
described in 2.2.3, are extended by one or more months. 
This  concerns the period within which the excessive defi cit 
must be identifi ed (extended from 3 to 4 months), the 
recommended deadline for taking effective action to cor-
rect the excessive defi cit (extended from 4 to 6 months) 
and the subsequent deadlines for giving offi cial notice and 
complying therewith (extended from 1 to 2 months and 
from 2 to 4 months respectively).

Despite these extensions to the procedure, the Council 
confi rms the general principle that excessive defi cits must 
be corrected by no later than the year after they are iden-
tifi ed (3), but the number of exceptions to this has been 
increased. The focus seems to have shifted somewhat 
away from a commitment on results to a commitment 
concerning means. The Member State in question is in 
principle required to reduce its structural defi cit by at 
least 0.5 p.c. of GDP. It is clearly suggested, however, that 
the deadline for eliminating the excessive defi cit may be 
longer if this minimum effort is not suffi cient to reduce 
the defi cit below the excessive level within the year fol-
lowing offi cial identifi cation of the problem. Moreover, 
the Council may decide to defi ne the initial deadline as 
two years following the identifi cation of the excessive 
defi cit if special circumstances apply. In this respect refer-
ence is made to the aforementioned specifi cation of the 
“other relevant factors”. Finally, the original deadline set 
by the Council may be extended if the Member State fails 
to correct the excessive defi cit as a result of unforeseen 
economic developments which have a signifi cant adverse 
impact on the budget. However, this is possible only if the 
Member State took effective action in compliance with 
the Council’s recommendations or notice.

In addition, express account will be taken of the costs 
associated with pension system reforms when assessing 
the existence or correction of an excessive defi cit. On 
2 March 2004 Eurostat decided that funded pension 
schemes cannot, as a rule, be recorded in the social 
security sub-sector and fall outside general government (4). 
When a funded scheme is introduced, the net revenue 
of the system, which is generally positive at the start, 
therefore cannot be included in the budget balance. 

(1) The Council also states that tax elasticities must be taken into account here, 
which may be an implicit reference to the composition effects of the economic 
cycle.

(2) If the Treaty establishing a Constitution for Europe takes effect, this may be 
replaced by an early warning.

(3) The Council explicitly states that this normally corresponds to the second year 
after the emergence of an excessive defi cit, which rules out the possibility of the 
problem being identifi ed much sooner, particularly within the same year.

(4) Later, however, a transitional period was introduced : this decision is only to 
be complied with from the fi rst offi cial notifi cation of budgetary data in the 
framework of the excessive defi cit procedure in 2007.
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Nevertheless, such a pension reform does improve the 
sustainability of public fi nances since it reduces the pres-
sure on the traditional pay-as-you-go schemes managed 
by the government. The Council therefore considered it 
appropriate, when assessing the budgetary situation in 
the Member States, to pay particular attention to this 
element.

Finally, the Council also states that more attention should 
be paid to the evolution of government debt and the 
sustainability of public fi nances. Member States with high 
debt ratios which are being reduced too slowly, are prima-
rily targeted here. However, the Council does not clearly 
quantify the pace at which the debt ratio should approach 
the reference value.

4.1.3 Better governance

Apart from the said changes to the preventive and cor-
rective procedures of the pact, the Council also makes 
some suggestions which should improve the implementa-
tion of the pact. It calls for instance, for closer coopera-
tion between all parties concerned, namely the Member 
States, the European Commission and the Council, and for 
a better multilateral surveillance (under the euphemism of 
“peer support”). It also advocates the development of 
complementary national budgetary rules and surveillance 
procedures, continuity of the budgetary objectives when 
a new government takes over, and greater involvement 
of the national parliaments in the drafting of the stabil-
ity and convergence programmes. Finally, it refers to the 
importance of realistic macroeconomic forecasts in the 
stability and convergence programmes and the need for 
good quality, reliable statistics on public fi nances.

4.2 Assessment

Any assessment of the pact’s reform must take account of 
the fact that the application of the original rules was cer-
tainly not an unqualifi ed success, as already stated, and was 
by no means particularly strict, especially in recent months. 
A further drift towards a situation in which the budgetary 
rules exist on paper but do not entail any obligations for 
certain Member States, would probably have caused the 
most damage to the credibility of the institutional frame-
work and the macroeconomic stability of the monetary 
union. A refl ection on the European budgetary rules and, 
above all, on their application was therefore not inappro-
priate. Furthermore, it is undeniably benefi cial that certain 
proposals, e.g. for sharply curtailing the powers of the 
European Commission and not including certain expendi-
ture items in the calculation of the budget balance relevant 
for the application of the rules, were not accepted.

On the other hand, the reform described above makes the 
pact far more complex. Almost all the rules are encum-
bered with – in many cases numerous – exceptions. 
More generally, the reform constitutes a marked shift 
from an institutional framework based on the application 
of strict rules towards a framework in which the Council 
has far more scope for interpretation. To some extent, 
that means a return towards the situation which existed 
before the introduction of the pact which, as already 
stated, was specifi cally introduced to (further) limit that 
scope for interpretation. Moreover, the increased com-
plexity will make it more diffi cult to monitor compliance 
with the rules of the pact.

In addition, the reform clearly implies a substantial and 
general relaxation of the existing rules. Most striking are 
the changes to the corrective procedures : substantial 
budget defi cits will be considered as problematic in fewer 
cases and under the new rules Member States will be 
allowed more time to adjust their policy if a budgetary 
slippage is regarded as excessive. Moreover, the ultimate 
threat of sanctions seems to have faded somewhat into 
the background.

Nor can the changes to the preventive procedures be 
interpreted as a tightening of the budgetary rules, 
although a more qualifi ed assessment is appropriate here. 
The clarifi cation that the medium-term objective and the 
adjustment path towards that goal pertain to structural 
balances rather than merely cyclically adjusted balances 
(i.e. also corrected for the impact of non-recurring fac-
tors) implies a stronger recommendation for structurally 
sound public fi nances and is therefore to be welcomed (1). 
In addition, country-specifi c differentiation of these objec-
tives based on potential growth and the public debt could, 
in principle, anchor the pact more fi rmly in economic 
theory. On the other hand, this reduces transparency and 
may give rise to (legitimate) questions concerning the 
equal treatment of all Member States. Moreover, these 
objectives – or the adjustment path imposed – appear 
to be less binding than the earlier provisions on the 
matter since the Council explicitly states that in the event 
of a deviation it is suffi cient to set out the reasons in the 
stability or convergence programme. This is remarkable 
since the absence of a clear rule on the transition period 
to the medium-term objective was precisely reported to 
be one of the reasons for the lack of success in applying 
the pact in section 3.2.1. Now, the agreement reached 
by the Council in March 2003 (2) whereby the euro area 
Member States must reduce their cyclically adjusted 

(1) According to the aforementioned Council recommendation of March 2003 it 
could be assessed on a case-by-case basis whether account was taken of 
temporary factors.

(2) It should be stressed, however, that this agreement did not entail any formal, 
legal obligation.
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 defi cits by at least 0.5 p.c. of GDP per annum, appears 
to be weakened.

Finally, the proposals concerning better governance natu-
rally indicate good intentions but provide little by way 
of practical solutions to the implementation problems 
experienced in the past (1). In that respect it is telling, 
for example, that the Council rejected the proposal by 
the European Commission to automatically approve the 
early warnings recommended by the Commission and 
addressed to the Member States. The Treaty establishing a 
Constitution for Europe does stipulate, however, that the 
Commission, without offi cial confi rmation by the Council, 
may address early warnings to the Member States as 
soon as that Treaty takes effect. It is therefore somewhat 
surprising that this proposal, which would permit a more 
effective use of the early warning instrument already now, 
is not included in a reform intended to improve the imple-
mentation of the pact.

All in all, the reform of the pact therefore amounts to a 
weakening of the existing rules. Much will now depend 
on the way in which this new framework is applied by 
the Member States, the European Commission and the 
Council.

5. Conclusion

This article has explained why, in a monetary union 
with a fragmented fi scal policy, clear and strictly applied 
budgetary rules are even more necessary than in other 
circumstances. With the stability and growth pact, which 
was introduced primarily at the instigation of Germany 
and certain smaller Member States, the institutional 
architecture of EMU was therefore enhanced with an 
instrument that should offer the necessary guarantees for 
a permanent budgetary stability in the union. It limited 
the Council’s scope for interpretation in the event of inap-
propriate budgetary developments in favour of strict rules 
and procedures and constituted a decent compromise 
between the various criteria which good budgetary rules 
must satisfy. If correctly applied, the pact was fl exible 
enough, for instance, to absorb normal cyclical fl uctua-
tions via the operation of the automatic stabilisers.

However, especially following the downturn in the cycle at 
the turn of the century, the pact was felt to be too restric-
tive. Against that background, the budgetary positions 
of many Member States deteriorated to such an extent 
that certain countries have now been suffering persis-
tent excessive defi cits for quite some time. This article 
has shown that the main reason for this was the marked 
decline in budgetary discipline after 1997, which in many 
cases more or less cancelled out the efforts made in pre-
ceding years, and has argued that this was due to a com-
bination of institutional, political and statistical factors.

The recent reform of the pact makes the budgetary rules 
more fl exible and more complex and greatly increases the 
Council’s scope for interpretation. All parties involved now 
have an important responsibility in regard to the correct 
and objective application of the new framework. This 
applies in the fi rst place to Member States which are still 
running excessive defi cits : they must bring that situation 
to an end as quickly as possible and defi ne and follow a 
credible adjustment path to the new medium-term objec-
tive, based on realistic macroeconomic assumptions and 
clearly specifi ed measures. As regards the monitoring 
of compliance with the new rules, the guiding principle 
can only be the concern for sound public fi nances in the 
European Union.

In the end, the exact nature of the budgetary rules is 
less important than the actual budgetary developments. 
The fact that the rules become more fl exible will not 
 necessarily cause a further deterioration in the budgetary 
situation in the EU but will only make it easier for that 
to happen. In that respect, it must be remembered that, 
quite apart from the monetary union and its budgetary 
rules, most of the Member States are in urgent need of a 
much sounder fi scal policy for other reasons too, such as 
population ageing, which will weigh much more heavily 
on their budgets in the near future. Hence, it remains to 
be seen whether those Member States which, in the past 
few years, have not managed to avoid excessive defi cits 
despite strict budgetary rules, can rectify that situation in 
the context of more fl exible rules.

(1) However, it should be added that specifi c improvements to the statistical 
framework are dealt with in a separate legislative initiative.
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