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1. Main features of the EGR orientations
Recap — Overview

National medium-term fiscal structural plans, integrating fiscal, reform and
Investment objectives. They are binding on annual budgets.

. A country specific medium-term net expenditure path will be the single
operational fiscal indicator.

Debt sustainability risk as the main anchor for the adjustment path.

Reforms and investments promoting sustainable growth and other EU priorities.

. Enhanced enforcement based on excessive deficit procedure and underlying
thresholds.
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1. Main features of the EGR orientations
Overview of process — ownership in common EU framework

Common Framework Design of the Plan Adoption Implementation

Member State
implements the
plan and
Commission and
Council monitors

Member State
presents its Commission
policies, provides an
discusses with Nl assessment of the
Commission and | plan to be
subsequently endorsed by the
submits it fiscal- Council
structural plan

Commission
makes public a
reference
multiannual
expenditure path
anchored on debt
sustainability

compliance with
the endorsed
fiscal-structural
plan
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2. A risk-based medium-term surveillance framework

2.1. Requirements are differentiated based on Member States public debt
challenge (classification based on Commission DSA)

* The fiscal adjustment path should be consistent with debt converging to prudent
levels. Requirements differentiated according to the debt level and dynamic (DSA)

Criteria for country classification

* Deterministic projections:

* Debt level at the end of the projections
(based on standard no-policy change)

* Debt path

* Fiscal consolidation space

« Stochastic projections:
* Probability that debt will not stabilise

* Degree of uncertainty

Intuitive reading of DSA criteria

« Substantial public debt challenge: if debt is high,
likely to increase over the next few years and/or there
is little room for corrective action

« Moderate public debt challenge if debt is high but
continuously and realistically declining, or it is at least
stabilising below 90% of GDP

* Low public debt challenge if debt is below 60% of
GDP or declining towards that level over the medium
term
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2. A risk-based medium-term surveillance framework
2.2. Overview of ‘reference path’ requirements dependent on debt challenge
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*The DSA tool is used to assess the plausibility of the declining debt path
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2. A risk-based medium-term surveillance framework
2.3. Extension of the fiscal adjustment period for reforms and investments

* The adjustment period (of 4 years) can be extended by up to 3 years to facilitate a set
of major investments and reforms that should:

* be growth enhancing and support fiscal sustainability.

« address common EU priorities and CSRs, including under the MIP.

 be sufficiently detailed, frontloaded, timebound and verifiable.

« ensure that investment priorities can be addressed without investment cuts elsewhere.

* If the set of reforms and investments, which have been the condition for the extension of
the adjustment period, are not implemented, the EU will be empowered :

* to correct the adjustment path in the plan in a more restrictive sense and

 to impose financial sanctions to euro area Member States
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2. A risk-based medium-term surveillance framework
2.4. Member States with low debt challenges

* Only Member States with substantial or moderate debt challenges are required to put
their debt on a plausibly declining path

« Member States are generally considered as having low debt challenges if, under
unchanged policies:

» debt is projected to remain below 60% of GDP

* Or, debt is projected to decline over the medium term

 Member States with low debt challenges should nevertheless ensure that their policies do not
put them at risk of facing a moderate or substantial debt challenges
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3. The single operational indicator
3.1. Nationally financed net expenditure

» A single operational indicator anchored on debt sustainability: Nationally-
financed net primary expenditure

« Broadly similar definition as for the expenditure benchmark. Corrected for:
* interest payment

« cyclical part of unemployment benefit expenditure

* net of discretionary revenue measures

= - Simple and transparent (one indicator)
- Compliance under government control
- Allows for the operation of automatic stabilisers
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4. Surveillance and enforcement

Annual implementation reports will be the basis for annual surveillance.

Deviations from the MS net expenditure path (as endorsed by the Council) are basis for enforcement.

Enforcement under the preventive arm: early warnings.

Enforcement under the corrective arm:
v" Breaches of 3%: deficit based EDP
v Deviations from net expenditure path when debt-to-GDP ratio is above 60% - 126.3 report

» If MS has substantial public debt challenge, by default EDP
> |If MS has moderate public debt challenge, could lead to EDP

Notional control account to track cumulative deviations

Financial sanctions of lower amounts and enhanced reputational impacts
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»

Surveillance and enforcement

Stronger enforcement as counterpart for flexibility in the path

-Strictness
-Binding
-Resilient

Net expenditure based
on debt anchor (2023)?

Budget balance (1997)
Structural balance (2005)

Debt rule 1/20t (2011)
SB/EB/BB (2011)

Stronger
enforcement
possible

Difficult
enforcement

- More direct government control (of compliance)
- Simplicity / transparency
- Ownership (alignment with country needs)

« Stronger ex-post enforcement
at the EU level as a
counterpart for more flexibility
In setting the path.

« Stronger enforcement feasible
due to framework characteristics
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Stronger ex-post enforcement at the EU level is a necessary counterpart for more flexibility in setting the path. 
And, this stronger enforcement is also feasible due to framework characteristics:
in particular by having an indicator that is almost fully under the control of the government (no revenue windfalls/shortfalls, interest rates, cyclical effects…)
in a simple and transparent framework (complex rules with conflicting indicators…)
with more ownership and addressing the countries own needs (rather than having one-size fits all fiscal requirements) Ownership is key.
The graph illustrates the relation between the ability to enforce strictly, and these characteristics
In the past,  on many occasions the intention of the framework was to have strict enforcement, but as (for example) failure to meet requirements was due to cyclical conditions, revenue shortfalls, or other economic impacts that were not under government control, strict and binding implemention was difficult. Or alternatively, compliance with some indicators was due to favourable conditions (e.g. nominal strategy, windfall revenues),  making enforcement of non-compliance with other indicators difficult, 
It led to subsequent revisions of the Pact,  and a complex complete contract that still remained difficult to implement. 
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RECAP
MIXED COMPLIANCE WITH THE
EU FRAMEWORK
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Compliance with the EU fiscal framework: a very mixed picture
1.1.	To what extent have Member States complied with EU fiscal rules?
1.2.	 What are the root causes for weak compliance?
Supporting the credibility of fiscal planning, national ownership and simplification
2.1.	The time horizon: a medium-term approach to fiscal planning
2.2.	A national dimension to support ownership and simplification, reinforced by EU monitoring
2.3.	The role of national fiscal institutions  
Enforcement: incentives and sanctions
3.1.	Available instruments
3.2.	Towards a combination of enforcement instruments



) framework?

Others never reached MTO or
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» Large heterogeneity

Preventive arm

Number of Member States at MTO(2077-2079)

To what extent have Member States complied

with EU fiscal rules (medium-term

2011 2012 2013 2014 2015 2016 2017 2018 2019
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»

Past experience shows systematic delays In
fiscal adjustments

Member States medium term’ plans in consecutive Stability Programmes
(structural balance, % of potential GDP)
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Past experience shows systematic delays in fiscal adjustments. In the pre-crisis period, Member States (especially those with high debt) systematically missed the structural balance targets put forward in consecutive Stability Programmes. 
Only a small part of the worse-than-planned outcomes can be attributed to revisions of potential output or negative inflation surprises. Meanwhile, it seems that governments have reacted to budgetary shortfalls or slippages by postponing their budgetary targets, while positive surprises have been used to increase current expenditure growth or to cut taxes, rather than accelerating debt reduction.
The latter points to a so-called nominal strategy, despite the preventive arm’s emphasis on the underlying fiscal efforts, with a focus on the expenditure benchmark.  



EGR — Strong (heterogenous) debt increases

Change in public debt in the EU
(2019-2023, % of GDP)

Aggregate public debt in the EU
(2000-2023, % of GDP)
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The COVID-19 crisis resulted in a strong increase in deficits across the EU, which will unwind only gradually. These high deficits and the big drop in GDP led to a strong increase in debt-to-GDP ratios.

After steadily declining in 2014-2019, the public debt ratio increased by more than 10 pps. of GDP in 2020 for the EU as a whole (see Graph on the left).

Thanks to the strong recovery, also supported by the implementation of investments and reforms under the Recovery and Resilience Plans, the output loss compared to the pre-crisis level will be eliminated by end 2021. 

However, in most countries, debt levels are expected to remain substantially above pre-crisis levels at the end of the forecast horizon (2023) (RHS).
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2b. EGR : Pervasive pro-cyclical bias

Fiscal effort under different cyclical conditions, 2001-2019
MW FPlanned fiscal effort W Sippage
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* Pro-cyclical fiscal policy both in good and bad times.

 Budgetary slippages and ex-ante fiscal planning behind pro-chal
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Previous innovations to fiscal rules sought to reduce pro-cyclicality:
Introduction of structural balance concept.
Fine-tuning of fiscal requirements (adjustment matrix, margin of discretion).
“Broad compliance” concept and introduction of General Escape Clause.



decline in public investment

: EGR:
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Public investment by Member States

Public investment in the EU

(2019 vs 2009, % of GDP)

(2001-2019, % of GDP)
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See speaking notes for main messages of the graphs


4. Surveillance and enforcement

Escape clauses

e A genera| escape clause for major economic Good to be tied to the mast when sirens are calling....but

shocks to the euro area or the EU as a whole.

A country-specific escape clause in the
case of exceptional circumstances outside the
control of the government with a major impact
on the public finances.

Less frequent need for escape clauses?

22

escape clauses needed in case of major storm (or other
extreme events).
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