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After the sovereign debt crisis, the European fiscal framework was reformed to 

prevent a general return of excessive deficits. There were fears at the time that 

fiscal discipline rules would lead to a lasting restriction. In fact, government 

consumption has rebounded since 2014. Fiscal policy in the Eurozone is now 

slightly expansionary. Through weakness or realism, the Commission is turning a 

blind eye when the rules are not strictly respected. In so doing, it is favouring the 

short-term objective (boost the recovery) over the long-term objective (encourage 

Eurozone governments to deleverage). 

Loosening of fiscal policy  

“Europe is dying of fiscal austerity imposed by Germany”. That more or less sums up 

Yannis Varoufakis’ advertising slogan to promote his new book. As so often in the 
comments of the former Greek finance minister, nothing about this is correct. Firstly, the 
European economy, far from dying, has rarely performed so well since the financial 
crisis

1
. Secondly, fiscal policy is no longer restrictive. Lastly, fiscal rules are no longer 

truly being imposed on anyone by those in charge of them, in this case the European 
Commission (and not Germany). For the past two years, the economic policy debate in 
Europe has focused on the ECB and fiscal questions have been a blind spot. Let’s take 
a look at them. 
 

For starters, it is worth assessing the current stance of fiscal policy in the Eurozone. The 
macro shock triggered by the financial crisis of 2007-2008 caused a fiscal slippage, as a 
result of automatic stabilizers and discretionary choices (stimulus). From 2010 and for 
the following five years – reaching its apogee in 2012 during the sovereign debt 
crisis – the Eurozone reversed course with a sharp fiscal constriction. This phase 
is now over (see left-hand chart).  
 

Pressure on the government debt of peripheral countries has eased, in large part thanks 
to the ECB. In a stabilised environment, the Commission has few ways to force a 
member state to respect its adjustment trajectory to the letter. What’s more, everyone 
seems to win from some flexibility in interpreting the rules. The result is that European 
countries have relinquished their efforts as a whole. Between 2015 and 2017, the 
Commission forecasts a slight increase in the structural deficit. Real public spending 
has risen sharply since 2013, and this acceleration cannot be explained by increased 
spending in Germany in connection with the refugee crisis (see right-hand chart). 
 

Eurozone: fiscal policy stance Eurozone: growth in public consumption 

  
Sources: Thomson Reuters, European Commission, Oddo Securities 

                                                           

 
1
 See our last monthly Economy & Rates presentation published on 13 April, “Europe, still undervalued”. 
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 In the short term, the loosening of fiscal policy is helping to shore up domestic demand 
in the Eurozone. In the longer term, however, several budgetary questions remain 
unanswered. Public debt has at best stabilised and is not declining. There is no 
mutualised system of stabilization in case of an adverse shock. Finally, because of their 
very accumulation, fiscal rules have become almost meaningless

2
. 

 

The fiscal framework consists of three criteria: a nominal deficit of below 3% of GDP, a 
structural deficit of below 0.5% and a debt trajectory heading towards 60% within 20 
years. Aside from Germany, all other Eurozone countries have some grounds for self-
criticism. If one of these three criteria is not respected, a structural adjustment is 
necessary. Initially, this was set at 0.5% annually, but it is now adjusted according to the 
country’s position in the cycle (see table). 
 

 
 

Recall that this new rule was introduced in response to the criticism levelled at the 
Maastricht Treaty’s 3% criterion, namely that it was too rigid and prevented countries 
from taking stimulus measures during recessions. Once the deficit is adjusted for 
cyclical effects, countries were given the possibility to be both disciplined and flexible by 
adopting a counter-cyclical fiscal policy. If the structural adjustment is now defined 
according to the cycle, this is a contradiction in terms!  
 

The problem stems from the fact that the calculation of the structural deficit requires an 
estimate of the output gap, i.e. the potential level of production and the equilibrium 
unemployment rate. No truly robust real-time estimates of these concepts exist. In 
general, they are consequently estimated by smoothing techniques over several years. 
As a result, the equilibrium unemployment rate rises after recessions and falls before 
them. This creates a pro-cyclical bias, affecting the measurement of the structural 
budget. Overall, the emphasis on a structural deficit criterion (such defined) implies that 
countries should complete their fiscal adjustment long before the recovery phase is truly 
over. This ignores the exceptional nature of the series of recessions over the past 
decade (double-dip, magnitude, length). 
 

Spain is a good practical example. Its unemployment rate jumped from 8.2% in 2007 

to a peak of 26.1% in 2013, while the budget balance went from a surplus of 2% of GDP 
to a deficit of 10%. The deficit has begun to shrink (5% of GDP in 2015) and is expected 
to decline by around one point annually over the coming years. According to the 
Commission, the equilibrium unemployment rate has shot up… to nearly 18%. In these 
conditions, Spain is set to return to full employment in 2017. Ideally, its budget should 
then be close to equilibrium, and to achieve this Spain would have to step up its fiscal 
efforts. Of course, if one assumes that the equilibrium unemployment rate has not risen 
this far (it was 13% before the crisis), a large part of the Spanish deficit should be 
classified as cyclical and the fiscal policy prescription would be quite different. At the 
risk of not respecting its own rules, the European Commission is fairly likely to give 
Spain a little more time to bring its total deficit back below the threshold of 3% of GDP. 
 

The 3% criterion, the subject of so much criticism (for good reasons), is the only one 
whose calculation is not controversial. In contrast, everything that hinges on estimates 
of the output gap creates confusion. Fiscal surveillance in the Eurozone has therefore 
been refocused on the total deficit, to which an assessment of specific fiscal measures 
can be added. The risk is of making the 3% limit a medium-term target, whereas it 
is a limit for each fiscal year. France is a fairly emblematic case of this loosening 
of fiscal surveillance, resulting in all sorts of trade-offs (postponement of objectives 

in return for promises of reform). In the current context where Eurozone countries are 
refinancing at interest rates below the nominal GDP growth rate, none of them are 
facing solvency problems. However, it would be a mistake to think that government 
indebtedness has already been resolved. 
  

 

  

                                                           

 
2
 See our Eco Note of 26 June 2014: “Fiscal rules: stupid, rigid and necessary?” and a recent proposal for a reform of the fiscal framework by Claeys, 

Darvas, Leandro (2016), “A proposal to revive the European fiscal framework”, Bruegel policy contribution. 

Output gap conditions
Debt below 60% and 

no sustainability risk

Debt above 60% or 

sustainability risk

Exceptionally bad times Below -4 (or negative real growth)

Very bad times Between -4 and -3 0 0.25

Bad times Between -3 and -1.5
0 if growth below 

potential, else 0.25

0.25 if growth below 

potential, else 0.5

Normal times Between -1.5 and +1.5 0.5 > 0.5

Good Times Above +1.5
> 0.5 if growth below 

potential, else > 0.75

> 0.75 if growth below 

potential, else > 1

Required annual fiscal adjustment*

No adjustment needed

*all figures are in percentage points of GDP
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