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bound for interest rates. Third, as recent empirical results 
for the fi scal multiplier show, fi scal policy is much more ef-
fective macroeconomically than previously assumed, espe-
cially in periods of crisis. Fourth, fi scal policy must enable 
strong long-term productivity growth through high and con-
sistent public investment in traditional and ecological infra-
structure and in education and research.

The threat of further austerity

The crucial importance of fi scal policy for macroeconomic 
development in the euro area is illustrated by the fact that 
the acute economic crisis in the countries of the European 
periphery could – at least for the time being – only be over-
come by relaxing fi scal rules and thus by a much less re-
strictive fi scal policy stance. After the tightening of Europe-
an fi scal rules (six-pack, Fiscal Compact, two-pack) had led 
to a strict austerity policy in these countries (Seikel, 2016), 
the EU Commission under Jean-Claude Juncker interpreted 
and applied the rules in a more relaxed way (European Com-
mission, 2015; European Council, 2015). This, together with 
the ECB’s willingness, declared in 2012, to provide guaran-
tees for the government bonds of the affected countries, fi -
nally paved the way for an economic recovery.

Figure 1 uses the EMU’s and the average of four crisis coun-
tries’ (Greece, Italy, Portugal and Spain) structural budget 
balance1 to show the orientation of fi scal policy. If structural 
balances rise (decrease), this signals a restrictive (expan-
sive) fi scal policy. With the austerity policy in place between 
2010 and 2013, the structural budget balance was reduced 
by more than 6% of GDP in only three years, dragging the 
periphery into a severe double-dip recession. The initially 
weak and then somewhat stronger upswing since 2014 was 
driven by domestic demand and coincides with a percepti-
ble relaxation of the consolidation policy: in 2014, fi scal poli-
cy switched to a neutral stance. Brussels’ budgetary surveil-
lance ultimately tolerated the deterioration of the structural 
budget balance. This was partly also a consequence of the 
reinterpretation of the rules of the SGP.

Another important aspect relates to the development of 
public investment (Figure 2): from 2009 to 2012, during the 

1 The structural budget balance is the government budget balance ad-
justed by the European Commission for cyclical infl uences and one-
off effects. The EU Commission has published both balances since 
2010 (see Mourre et al., 2014).

In February 2020, the European Commission started its 
Economic Governance Review, in which EU fi scal rules ob-
viously play a prominent part. The unprecedented economic 
crisis caused by the COVID-19 pandemic has understand-
ably shifted attention away from the fi scal framework. In 
March, the European Council activated the general escape 
clause of the Stability and Growth Pact (SGP) and since 
then the debate focused on EU level emergency measures 
to overcome the crisis. After a somewhat shaky start, the 
EU responded with collective fi nancial support. Safety nets 
worth €540 billion were approved in April, with credit lines 
for all member states. Encouraged by the joint initiative of 
Emmanuel Macron and Angela Merkel, a one-off recovery 
plan for Europe with €750 billion was approved – part of 
which is earmarked in particular as direct support for heavily 
affected states. The funds are to be raised through borrow-
ing in the name of the EU, to be serviced through the EU 
budget – partly through its to-be-created own tax revenues. 
The agreement reached at the EU summit in July 2020 rep-
resents a major breakthrough on the road to reforming the 
EU’s fi scal governance, which had largely come to a stand-
still before the crisis.

EU fi scal rules, however, still urgently need a reform in or-
der to strengthen the role of fi scal policy. First, the abolition 
of national monetary policy in the euro area means that fi s-
cal policy must play a much larger role in stabilising national 
economies. The ECB has to orient its interest rate policy 
by the Economic and Monetary Union (EMU) average and 
therefore is unable to respond to specifi c economic cir-
cumstances in individual countries. In the absence of fi s-
cal countermeasures at the national level, this threatens to 
create persistent boom-bust cycles capable of endangering 
the stability of the EMU. Second, particularly during periods 
of crisis, fi scal policy must support monetary policy, whose 
stabilisation possibilities are restricted at the zero lower 
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acute austerity phase, net public investment in the periphery 
dropped by more than 2% of GDP. The multiplier of public 
investment is particularly high and reductions are therefore 
particularly harmful (Gechert, 2015). Nevertheless, invest-
ment was severely affected by cuts because it is usually a 
non-compulsory task and therefore the fi rst target of auster-
ity. It was not until 2012 that net public investments stabi-
lised, albeit at a negative level of around -0.5% of GDP. This 
can be interpreted in the sense that the public capital stock 
in the periphery has been shrinking since then.

The euro area was hard hit by the coronavirus shock, with all 
indicators hinting at a record recession in 2020. According 
to the European Commission Spring forecast, the average 
GDP level of the periphery countries Italy, Spain, Portugal 
and Greece will be driven back below its 2007 pre-crisis 
level at least until 2021 after they had slowly recovered from 
the austerity crisis to that level in 2019 (Figure 3). Obvious-
ly, neither the euro area nor the crisis countries can afford 
a return to strict fi scal tightening or austerity. However, as 
can be seen in Figure 1, headline fi scal defi cits in the pe-
riphery can be expected to be around 4% of GDP in 2021 
and structural defi cits between 2% to 3% of GDP with a very 
uncertain outlook for the years ahead. Once the general es-
cape clause of the SGP is given up, many euro area coun-
tries will fi nd themselves in trouble with the preventive arm 
of the SGP where structural defi cits have to be substantially 
reduced to reach the medium term objective (MTO), if they 
do not fi nd themselves in an excessive defi cit procedure. 
Worse still, public debt levels in the periphery must be ex-
pected to increase strongly by 15 to 20 percentage points 
compared to 2019 (Figure 3), which could lead to stricter 

MTOs or an excessive defi cit procedure; this, in turn, would 
lead to even stronger consolidation requirements. The re-
sulting fi scal contraction could well ruin the prospects of 
recovery and medium term growth. However, it is clear that 
a return of austerity policies would not be sustainable eco-
nomically, socially or politically. The recovery plan approved 
by the extraordinary Council meeting will alleviate the prob-
lems substantially in the short run, but it does not remove 
the necessity to reform fi scal rules to prevent further auster-
ity over the medium term.

Note: The EMU periphery refers to Greece, Italy, Portugal and Spain; un-
weighted arithmetic average.

Source: European Commission (2020); author’s calculations.

Figure 1
General government budget balance and structural 
balance, EMU and EMU periphery, 2007-2021
in % of (potential) GDP

Figure 2
General government net capital formation, EMU and 
EMU periphery, 2007-2021
in % of GDP

Note: The EMU periphery refers to Greece, Italy, Portugal and Spain; un-
weighted arithmetic average.

Source: European Commission (2020); author’s calculations.

Figure 3
General government debt-to-GDP ratio and real GDP 
level (2007=100), EMU and EMU periphery, 2007-2021

Note: The EMU periphery refers to Greece, Italy, Portugal and Spain, un-
weighted arithmetic average.

Source: European Commission (2020); author’s calculations.
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is the case today. Such a potential calculation that is less 
sensitive to cyclical fl uctuations, and which would have sus-
pended the potential adjustment from spring 2010 onwards, 
would have opened up considerable room for manoeuvre 
for all member states under the preventive arm of the SGP 
(Truger, 2016). Italy, Luxembourg, the Netherlands, Austria 
and Finland would have reached their medium-term budget-
ary targets already by 2015 and would have had room for ex-
pansionary measures. Finally, the strongly negative output 
gaps would also have indicated an urgent need for fi scal ac-
tion for the countries under the excessive defi cit procedure. 
For the euro area as a whole, the output gap would have 
been -6.7% instead of -1.7% of GDP. This would have made 
it easy to justify the use of the exceptions to the SGP and 
would have made fi scal policy much less restrictive, even 
before 2015. Conversely, during recovery, the consolidation 
would automatically be greater and faster.

There are additional pragmatic changes that would simply 
make the fi scal leeway already expanded by the Commis-
sion (European Commission, 2015) even more fl exible. As a 
matter of fact, following the changes to the decision-making 
rules for the defi cit procedure by the six-pack and the Fiscal 
Compact, the Commission had considerable room to ma-
noeuvre in decision-making (Seikel, 2016), which it already 
used in the cases of France, Spain and Portugal. A more far-
reaching interpretation of the room to manoeuvre within the 
existing fi scal policy framework would be a seamless con-
tinuation of the EU Commission’s new interpretation (Seikel 
and Truger, 2019).

More far-reaching, and well-justifi ed, reforms could be to 
adjust the numerical limits in the SGP to more feasible levels. 
In order to avoid member states with predictably high levels 
of post-crisis debt being plunged immediately into counter-
productive austerity, the SGP government debt limit would 
have to be raised signifi cantly, for example, to 90% of GDP. 
The current limit of 60% was merely the EU average at the 
time the Maastricht criteria were adopted and is in no sense 
an evidence-based critical threshold. Such a move could 
not be expected to impair debt sustainability, especially in a 
situation where interest rates are low and can be expected 
to remain so. In line with a higher debt limit, the defi cit vari-
ables of the SGP, the 3% defi cit limit and the MTO, which 
ultimately correspond directly or indirectly with it, could also 
be adjusted upwards in order to provide substantially larger 
leeway for fi scal policy.

Investment orientation: Implementing the golden rule

It would be even more important to reform the SGP so as 
to encourage public investment. As demonstrated in the 
EMU austerity crisis since 2010, public investment has been 
frequently cut hard during consolidation phases, as one of 

More cyclical leeway for fi scal policy

So what direction should reform of the fi scal rules take? The 
fi rst key element would be to signifi cantly increase the cycli-
cal fl exibility of the SGP. One very pragmatic reform option 
which could be realised purely technically without amending 
the EU treaties would be to reconsider the EU Commission’s 
method of cyclical adjustment, which plays an important 
role in budgetary surveillance. A major reason for the lack of 
economic adequacy of the SGP is that the procedures used 
for cyclical adjustment – though useful in principle – function 
only imperfectly. The structural budget balance is a funda-
mental factor in assessing national fi scal policy. Its develop-
ment is used within the preventive arm of the SGP to assess 
whether member states have already achieved their MTO or 
whether they are taking adequate consolidation measures 
to achieve it. The change in the structural budget balance 
is also used as part of the excessive defi cit procedure (ex-
ceeding the 3% limit) to assess whether progress towards 
consolidation is suffi cient.

It is now widely accepted, however, that the change in the 
structural balance is a problematic indicator for the orienta-
tion of fi scal policy because it considerably underestimates 
the extent of fi scal restraint in phases of crisis and overesti-
mates the success of consolidation during an upswing vice 
versa (see also Brooks and Fortun, 2020). The structural bal-
ance is calculated by cyclically adjusting the actual budget 
balance and correcting it for one-off effects (privatisation 
revenues, etc.). The usual cyclical adjustment methods un-
derestimate the extent of cyclical fl uctuations and lead to 
procyclical policies if they are used as a yardstick for fi scal 
policy. The EU Commission’s method in particular has prov-
en to be problematic because the calculated potential out-
put is strongly infl uenced by the current economic situation. 
In phases of economic downturns, for example, potential 
output is quickly and sharply revised downwards, although 
this does not refl ect real conditions (Truger, 2015a, 2016).

The downward revision of potential output has severe con-
sequences for the calculated structural defi cits and the con-
solidation efforts identifi ed correspondingly. Consolidation 
efforts are usually estimated to be much lower than they ac-
tually were because a major part of the defi cit is considered 
to be structural, although it may only have been caused by 
the economic downturn.2 The easiest option would be to use 
medium-term averages for potential growth or, even better, 
to revise potential output estimates only in the medium term, 
e.g. every fi ve years and not two or three times a year as 

2 The EU Commission has already acknowledged this problem (Carnot 
and Castro, 2015). It has revised the adjustment method several times 
(Hristov et al., 2017) and is now using additional indicators based on 
expenditure growth. This, however, considerably increases complex-
ity and hardly alleviates the basic problem.
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sary to tackle social and ecological challenges – are then 
allowed if revenues are increased correspondingly. In case 
of general tax cuts, which are not recommended, expendi-
ture growth rates should incorporate these withdrawals of 
resources. Using medium-term potential growth rates and 
the target infl ation rate stabilises expenditure growth over 
the cycle and enables full working of automatic stabilisers.

Welfare orientation and democratisation

Beyond the rather technocratic proposals for a reform of 
the fi scal rules, fi scal policy ultimately needs a reorientation, 
replacing technocratic limits on defi cits and debt with the 
top-line goal of sustainable economic and social well-being 
(Alvarez et al., 2019, 20-25). Fiscal policy should be part of a 
broader multi-level governance framework aiming, for exam-
ple, at the ‘well-being of its peoples’ or sustainable ‘econom-
ic and social progress’. Both principles are also expressed in 
the European Treaties (see Feigl, 2017), in the overall global 
United Nations priorities provided by the Agenda for Sustain-
able Development (2015) and by Stiglitz et al. (2018).

In order to achieve sustainable and upward-convergent 
well-being, the EMU needs policy coordination well beyond 
numerical fi scal targets. The necessary coordination be-
tween member states could target material well-being, full 
employment, quality of life, ecological and economic sus-
tainability. Countries should then follow an economic policy 
strategy that allows them to meet commonly agreed eco-
nomic, social and environmental targets (see Mersch, 2018). 
One achievable proposal in this direction is to develop an 
integrated scoreboard of economic, social and environmen-
tal indicators to monitor developments and draw attention 
to deviations, which should be addressed by coordinated 
policies. They could be analysed in an annual well-being 
and convergence survey (AWCS; Feigl, 2017, 4) and broadly 
discussed at the beginning of the European Semester be-
fore drafting the priorities, at least within the European Par-
liament, the European Economic and Social Committee and 
the Macroeconomic Dialogue. The AWCS could be written 
by a council of economic, social and environmental experts, 
nominated, for example, by the European Parliament to-
gether with the European Economic and Social Committee. 
This council of experts should identify developments in well-
being, convergence and sustainability and qualitatively as-
sess targets, indicators and the current situation. 

In order to increase transparency, accountability and demo-
cratic participation in EU decisions about fi scal policy and 
to make sure that the aforementioned results of the AWCS 
receive proper attention, one proposal would state that 
the positions taken by each minister within the Eurogroup 
should be made public so that a qualifi ed discussion could 
take place at the national level. A second proposal would 

the few areas where economies can be realised rapidly. A 
reformed SGP should therefore strengthen public invest-
ment and protect it from crisis-driven cuts. As a pragmatic 
way to deal with public investment that is quite compatible 
with the current SGP framework, a golden rule for public 
investment should be introduced (see, for example, Truger, 
2015b). This widely accepted traditional public fi nance con-
cept would exclude net public investment from both the cal-
culation of the headline and the structural defi cit, so that net 
public investment is fi nanced via defi cits. Privileging public 
investment makes sense from an economic point of view. 
The golden rule strives for an intertemporal realisation of the 
pay-as-you-use principle in the case that present govern-
ment spending provides future benefi ts. It allows fi nancing 
of such spending (net public investment) by government def-
icits, thereby promoting intergenerational equity. Net public 
investment increases the public and/or social capital stock 
and provides benefi ts for future generations. Therefore, it is 
justifi ed that future generations contribute to fi nancing those 
investments via debt servicing. Future generations inherit 
the burden of public debt, but in exchange, they receive a 
corresponding public and/or social capital stock. Failure to 
allow for debt fi nancing of future generations’ benefi ts will 
lead to a disproportionate burden for the present generation 
through higher taxes or lower spending, creating incentives 
for the under-provision of public investment to the detriment 
of future generations.

While the exact defi nition of public investment must be 
discussed, a natural starting point for the analysis would 
be the classifi cation in the national accounts, as it has re-
ceived the most attention in the literature on growth effects. 
Bom and Ligthart (2014) conducted meta-regressions for 
the public capital-growth nexus. According to their results, 
the implied marginal returns are in the range of 10% (short 
run, national, all public capital) to 34.6% (long run, regional, 
core infrastructure). One may safely assume that traditional 
public investment has markedly positive growth effects. In 
addition to the longer-run supply-side effects, the short-run 
demand-side effects of public investment are also very fa-
vourable. In addition to its long-term economic advantages, 
it can be seen as the most effective short-run fi scal policy 
instrument (see, for example, Gechert, 2015).

The golden rule approach could also be combined with an 
expenditure rule concept abandoning the contested con-
cept of structural defi cit within the SGP (Alvarez et al., 2019; 
Dullien et al., 2020). Public investment should be favoured 
by separating current and investment budgets and submit-
ting only the current budget to limits for nominal expendi-
ture growth. The limits should be determined by the medi-
um-term growth rate of real potential output plus the ECB 
target infl ation rate of 2%. Increases in permanent nominal 
expenditure growth above this limit – which can be neces-
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sion analysis, Oxford Economic Papers, 67(3), 553-580.
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Using Structural Labour Market Indicators, European Commission, 
European Economy Discussion Papers, 069.

Juncker, J.-C., D. Tusk, J. Dijsselbloem, M. Draghi and M. Schulz (2015), 
Completing Europe’s Economic and Monetary Union, Report, Euro-
pean Commission.

Mersch M. (ed.) (2018), Well-being for everyone in a sustainable Europe, 
Report of the independent commission for sustainable equality, 
https://www.progressivesociety.eu/publication/report-independent-
commission-sustainable-equality-2019-2024.

Mourre, G., C. Astarita and S. Princen (2014), Adjusting the budget bal-
ance for the business cycle: the EU methodology, European Commis-
sion Economic Papers, 536.

Seikel, D. (2016), Flexible Austerity and Supranational Autonomy, The Re-
formed Excessive Defi cit Procedure and the Asymmetry between Lib-
eralization and Social Regulation in the EU, Journal of Common Market 
Studies, 54(6), 1398-1416.

Seikel, D. and A. Truger (2019), The blocked completion of the European 
Monetary Union: Making the case for a pragmatic use of fi scal leeway, 
WSI Report, 52.

Stiglitz J. E., J.-P. Fitoussi and M. Durand (2018), Beyond GDP: Measuring 
what counts for economic and social performance, OECD Publishing.

Truger, A. (2015a), Austerity, cyclical adjustment and the remaining lee-
way for expansionary fi scal policies within the current EU fi scal frame-
work, Journal for a Progressive Economy, 6, 32-37.

Truger, A. (2015b), Implementing the Golden Rule for Public Investment in 
Europe- Safeguarding Public Investment and Supporting the Recov-
ery, Materialien zu Wirtschaft und Gesellschaft, 138.

Truger, A. (2016), Austeritätspolitik und Bildungskürzungen: Zur Diagnose 
und Therapie einer europäischen Krankheit, in L. Bellmann, G. Gröz-
inger, W. Matiaske (eds.), Bildung in der Wissensgesellschaft, Jahr-
buch Ökonomie und Gesellschaft, 28, 153-173.

United Nations (2015), Transforming our world: the 2030 agenda for sus-
tainable development, Resolution adopted by the general assem-
bly on 25 September 2015, https://sustainabledevelopment.un.org/
post2015/transformingourworld (15 September 2020).

address more co-decision-making by the European Parlia-
ment, which should be expanded with regard to fi scal policy 
so that European citizens could really vote for certain poli-
cies and reject others. For that purpose, some kind of EMU 
parliament, for example as a subgroup of the European Par-
liament, could be created with the right to co-decide on all 
aspects of eurozone economic decision-making (see Andor 
et al., 2018).

The approval of the recovery plan for Europe by the ex-
traordinary Council summit in July 2020 was a major break-
through on the path to reforming EMU economic govern-
ance. The European Union should grasp this as an opportu-
nity for deep reform of its dysfunctional fi scal rules.
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