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The EU’s economic governance review: 
Road-testing alternative fiscal rules? 

Sebastian Barnes and Inna Oliinyk 

Abstract 

The European Commission has recently re-launched the Economic Governance Review, 
following its suspension due to the start of the Covid-19 crisis in early 2020. However, there 
has been an active policy debate about the EU’s fiscal rules for several years and several 
proposals have been subsequently made. Options include debt rules, spending rules and 
continuing the existing focus on the structural budget balance. 

A recent paper from the EU Network of Independent Fiscal Institutions (Network of EU IFIs, 
2021) underlined the importance of comprehensively testing any new set of rules. Fiscal rules 
should not be designed based on a priori reasoning alone, but they need to be expected to 
deliver reasonable outcomes across the full range of countries and circumstances. Similar rules 
can have very different outcomes for countries.  

This paper uses simple simulation analysis to explore three alternative versions of common 
reform proposals. It shows that, while these proposed rules would achieve a debt reduction 
over the next 10 years, the extent of the reduction and the path of the budget balance to 
achieve it differs across the rules with more-or-less frontloading. Outcomes under the rules 
also vary in the debt reduction and budgetary effort required between high- and lower-debt 
countries. Furthermore, the same rule can have very different implications for countries that 
are mostly similar in terms of debt ratio given differences in growth, interest rates and the 
initial budgetary position. While a full assessment of the rules would require a pseudo-real time 
framework and would need to consider compliance with the rules, this simple exercise sheds 
some new light on how different proposals would work and points out the way to a more 
comprehensive analysis.  

 

http://www.ceps.eu/
https://www.euifis.eu/images/20210924_EUIFIs_Paper_final(2).pdf
https://www.euifis.eu/images/20210924_EUIFIs_Paper_final(2).pdf
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Introduction 

The European Commission has recently re-launched the Economic Governance Review, 
following its suspension due to the start of the Covid-19 crisis in early 2020. In the context of 
the Review, the Commission seeks to address the new challenges to the economic governance 
framework posed by the Covid-19 crisis in addition to previously identified weaknesses of the 
EU’s fiscal rules. In the meantime, many proposals have been put forward by economists to 
reform the rules. 

Many of these proposals focus on several flaws of the current framework, namely its 
complexity and procyclicality insofar as it relies on unobservable variables. The proposals put 
forward suggest addressing these challenges by reducing the number of rules and focusing on 
observable variables that would enhance political ownership. 

Many reform proposals focus on a debt target operationalised with a spending rule. However, 
all rules ultimately operate, albeit indirectly, on the same fiscal variables. For example, the 
current Expenditure Benchmark is partly calibrated from the Medium-Term Objective for the 
structural balance, which in turn depends on the debt ratio relative to the 60 % ceiling 
(European Commission, 2019). However, the differences between how the rules are specified, 
as well as how they can be applied in practice (for example whether they depend on an 
estimate output gap), may have a significant impact on the outcomes under the rules and their 
enforceability.  

The case for testing fiscal rules 

A recent paper from the EU Network of Independent Fiscal Institutions (Network of EU IFIs, 
2021) underlined the importance of comprehensively testing any new set of rules. In practice, 
proposals often do not include an analysis of the likely implications with the simulations 
developed by the European Fiscal Board, a notable exception (EFB Annual Report 2018, 
including Box 6.1). Given the wide range of country circumstances, similar rules can have very 
different implications for countries.  

It is important that the likely outcomes under any proposal are thoroughly explored in 
designing rules, rather than just relying on a priori reasoning. Most strikingly, the one-twentieth 
debt reduction has proven very difficult to apply at face value for high debt countries because 
it can imply the need to move to a very large primary balance in the early years. This 
problematic issue would have been apparent had the rule been properly tested at the time. 
There are other many examples of such issues, such as the procyclicality of the structural 
balance requirements in rea time for some countries (Barnes and Casey, 2019). Ideally, the 
rules should be tested against a wide range of possible outcomes, starting with medium-term 
forecasts for each country’s public finances. These should examine the pseudo-real time 
performance of the model and the opportunities for countries to ‘game’ the rules. 

https://ec.europa.eu/info/sites/default/files/economy-finance/ip101_en.pdf
https://www.euifis.eu/images/20210924_EUIFIs_Paper_final(2).pdf
https://www.euifis.eu/images/20210924_EUIFIs_Paper_final(2).pdf
https://ec.europa.eu/info/sites/default/files/2018-efb-annual-report_en.pdf
https://voxeu.org/article/euro-area-budget-rules-spending-must-avoid-pro-cyclicality-trap
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A test of three simple rules 

In this spirit, this paper proposes to explore the approach set out above in practice. For this 
purpose, the paper develops a simple simulation analysis for the 13 euro area countries with 
debt greater than 60 % of GDP. The scenarios used in the simulation analysis are illustrative 
and based around a stylised approach1.  

Three scenarios are considered that correspond to different approaches to setting the fiscal 
rules: 

• Scenario One: ‘Debt-linked constant spending growth’ approach – countries apply a 
spending rule such that net nominal spending grows at a constant rate from 2022 
onward, so that the debt-to-GDP ratio would close the gap to the 60 % reference value 
by one third over 10 years if the debt is above 60 %. This approach is in line with some 
versions of the ‘debt target, expenditure ceiling’ approach advocated by the European 
Fiscal Board (EFB, 2020) and others (including Benassy-Quere et al, 2018, Constancio, 
2020, Darvas et al, 2018, Martin et al, 2021). 
 

• Scenario Two: ‘Structural-balance based expenditure’ approach – this assumes that 
countries set spending to improve the structural balance by 0.5 percentage points of 
GDP per year until reaching the 0.5 % GDP deficit limit set by the Fiscal Compact for the 
Medium-Term Objective (MTO). This approach is similar to the existing EU fiscal rules 
with a simplified requirement to improve the structural budget balance (Feld et al, 
2020), while leaving aside the debt rule. The improvement in the MTO could be 
achieved by following an appropriate version of the Expenditure Benchmark, setting 
spending growth to deliver the required improvements in the structural budget balance. 
 

• Scenario Three: ‘Debt-based expenditure’ approach – this is a hybrid approach that 
assumes that countries set spending to improve the structural balance by 0.5 
percentage points of GDP under a convergence rule until the balance is sufficient that 
the debt-to-GDP ratio would close the gap to the 60 % reference value by a third over 
10 years if the debt is above the 60 %. This blends the explicit focus on the debt level of 
Scenario One with the rule for adjusting the structural balance of Scenario Two. This 
can be viewed as an ‘algorithmic’ approach, setting a rule for adjusting the budget 
balance and then a rule for ending the adjustment depending on the future debt path. 
While this proposal has not been made in the literature thus far to the authors’ 
knowledge, it is close to the existing rules in the sense that the structural budget 
balance adjustment is in part conditioned on the debt level. 

 
1 The authors do not endorse any particular approach to the design or the parametrisation of the rules. 

https://voxeu.org/article/reforming-eu-fiscal-framework-now-time
https://link.springer.com/article/10.1057/s41294-020-00122-3#Fig1
https://link.springer.com/article/10.1057/s41294-020-00122-3#Fig1
https://link.springer.com/article/10.1057/s41294-020-00122-3#Fig1
https://www.bruegel.org/wp-content/uploads/2018/10/PC-18_2018.pdf
https://voxeu.org/article/new-template-european-fiscal-framework
https://voxeu.org/article/refocusing-european-fiscal-framework
https://voxeu.org/article/refocusing-european-fiscal-framework
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Data and methodology 

The simulation analysis covers 13 euro area countries with debt greater than 60 % of GDP2 over 
a 10-year horizon 3 . Due to its forward-looking nature, the simulation relies on annual 
macroeconomic projections sourced from the IMF World Economic Outlook data (October 2021 
vintage). The IMF WEO data includes basic macroeconomic variables such as: GDP at current 
and constant prices, the output gap, the general government budget balance, the structural 
balance, and the level of gross public debt.  

The exercise is based on a deterministic simulation of public debt development under the 
scenarios set out above. Within the framework, the debt reduction was calculated annually 
through a standard ‘debt-snowball’ formula:  

 

∆𝐷𝐷𝑡𝑡 =  𝐷𝐷𝑡𝑡−1 ∗ �
𝑖𝑖𝑡𝑡 − 𝑔𝑔𝑡𝑡
1 + 𝑔𝑔𝑡𝑡

� − 𝑃𝑃𝐵𝐵𝑡𝑡 + 𝑑𝑑𝑑𝑑𝑑𝑑 

 
In this formula, where (ΔDt) is the change in the government gross debt-to-GDP ratio; (it) is the 
average nominal interest rate charged on government debt; (gt) is the nominal GDP growth 
rate; (Dt−1) is the debt-to-GDP ratio in the previous period; (PBt) is the primary budget balance 
ratio; and (ddat) is the deficit-debt adjustment as a share of GDP.  

Depending on the operational rules under analysed scenarios, the required primary budget 
balance and other variables each year are derived based on the structural balance adjustment 
or public expenditure growth.  

The assumptions made for the purpose of this exercise include: 

1) Underlying macroeconomic data is assumed to remain constant after 2026. As the IMF’s 
World Economic Outlook (WEO) projections run only until 2026, the data has been 
extended to fit into the 10-year horizon, assuming, where appropriate, constant growth 
rates or levels. 

2) Output gaps are assumed to close over a 10-year period. This is similar to EFB (2018) which 
proposed a full closing of the gap over a 15-year window.  

3) Fiscal policy is assumed to be in full and exact compliance with the fiscal rules under each 
scenario.  

4) Real time measurement or feedback between budgetary changes and growth4 is ignored 
as over the medium-term contractionary effects implied are likely to be worked through. 

 
2 Austria, Belgium, Cyprus, Finland, France, Germany, Greece, Ireland, Italy, Portugal, Slovak Republic, Slovenia, Spain. 
3 From 2022 until 2032, with the rules applying from 2023. 
4 The macroeconomic effects of consolidation are excluded. 
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While this provides an overall framework to compare the impact of different rules, a fuller 
exploration would be warranted in designing future fiscal rules, including stochastic simulations 
and assessing the pseudo-real time performance. 

Simulation results 

To show how the three approaches would operate in practice, figures below illustrate the 
developments in public finances for an illustrative country. The country has been chosen 
among the 13 euro area countries for which the simulation analysis has been conducted. The 
country begins with a debt ratio of around 115 % of GDP in 2022 and interest rates well below 
the growth rate over the 10-year period to 2032. By design, both debt-based approaches 
(scenarios 1 and 3) achieve an identical reduction in the debt ratio over a 10-year horizon, 
closing the gap to 60 % of GDP by one third (see Figure 1). The ‘Structural-balance based 
expenditure’ approach (scenario 2) coincidentally achieves similar results in terms of the path 
of debt reduction over the same period. This underlines that the existing budget-balanced 
focussed rules may under current circumstances deliver somewhat similar outcomes to some 
debt rule proposals and that favourable debt dynamics, due to low interest rates and growth 
during the recovery phase, help in all scenarios to reduce the debt ratio significantly. (Barnes 
and Casey, 2021). 

Figure 1. Public debt dynamics for an illustrative country (% of GDP) 

 
Source: Authors’ calculations based on the IMF’s World Economic Outlook (2021). 

 

However, the scenarios take somewhat different paths concerning spending and the budget 
balance to reach these outcomes. The ‘Structural-balance based expenditure’ and ‘Debt-based 
expenditure’ approaches (scenarios 2 and 3), by construction, are initially identical and imply a 
more rapid improvement in the budget balance (see Figure 2) and somewhat lower spending 
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(see Figure 3) than with ‘debt-linked constant spending growth’. This adjustment takes places 
in stages of 0.5 percentage points of GDP per year, implying a need to keep spending growth 
around a percentage point lower than underlying growth each year. This would exert a modest 
negative impact on overall GDP growth. The consolidation ends by 2029 with spending 
returning to grow in line with the potential of the economy. By contrast, the ‘Debt-linked 
constant spending growth’ approach (Scenario 1) implies marginally faster spending growth 
and higher deficits in the early years, but the adjustment is backloaded into the later years and 
ultimately a small surplus would be required under this scenario. 

Figure 2. Required headline balance for an illustrative country (% of GDP) 

Source: Authors’ calculations based on the IMF’s World Economic Outlook (2021). 

 

Figure 3 Allowable spending growth for an illustrative country (% of GDP) 

 
Source: Authors’ calculations based on the IMF’s World Economic Outlook (2021). 
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The consolidation effort needed to achieve the debt reduction requirement is relatively modest 
for this country under all three scenarios. This is predominately due to favourable nominal 
interest rate and economic growth dynamics. Under the stylised scenarios, the interest rates 
are set to remain low compared to expected GDP growth. Should this situation change, the 
required consolidation effort would need to increase. This underlines the importance of testing 
the proposed rules under different circumstances.  

Looking across the range of countries analysed, the illustrative simulations suggest that all 
three scenarios could lead to a significant reduction in the debt ratio in countries with debt 
above 60 % of GDP (see Figure 4). However, in most cases, the structural-balance based 
approach (Scenario 2) would yield a larger reduction in the debt ratio over a 10-year horizon 
than embedded in the debt-based rules. The debt-based scenarios (1 and 3) by construction 
tend to generate more consistent debt reduction across countries for a given level of debt5, 
while the outcome on debt under the structural-balance based approach (Scenario 2) depends 
on country circumstances such as growth, interest costs and the initial structural balance, 
including a bigger difference between countries with similar levels of debt. This version of the 
structural balance rule is also more demanding on countries with debt closer to 60 % than the 
debt-based rules are6.  

Figure 4. Total reduction in debt over the period 2022-2032 compared to initial debt levels 
across analysed countries 

 
Source: Authors’ calculations based on the IMF’s World Economic Outlook (2021). 

 
5 For a small number of countries, the current structural balance would be sufficient to reduce debt more than 
required under the debt-based spending rule (Scenario 3). By holding the structural budget balance constant, 
these countries show a greater reduction in debt than the amount required by the debt objective. 
6 The authors make no judgement about which of the scenarios is the most appropriate. 
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Nevertheless, rules that appear to have similar outcomes in terms of the debt reduction over 
a 10-year horizon can have very different implications for the fiscal effort required and the 
trajectory of the budget balance. The debt-based approaches (Scenarios 1 and 3) are likely to 
have more variable requirements for the budget balance, which is not explicitly targeted, while 
structural-balance-based approaches would deliver more similar budgetary requirements 
across countries. 

These differences play out in part on what the rules require over time. The ‘Structural-balance 
based expenditure’ and ‘Debt-based expenditure’ scenarios would require a somewhat more 
front-loaded consolidation effort in the early years (Scenarios 2 and 3) compared with a 
constant spending growth rule because they focus on making fiscal adjustments at the start, in 
increments of 0.5 percentage points of GDP (see Figure 5). However, the ‘Debt-linked constant 
spending growth’ approach smooths the adjustment over time so would require less 
adjustment in the near term but ongoing fiscal adjustment in later years. This would result in a 
growing divergence between those countries that were already close to their debt objectives 
and those where ongoing fiscal efforts are required. While greater frontloading of the 
adjustment could drag on the economy during a recovery, backloaded consolidation may be 
difficult to implement if fiscal policy is not fully credible and as a result, larger balances could 
ultimately be required.  

Figure 5. Range of required headline balance over 2022-2032 by approach across analysed 
countries 

 

Source: Authors’ calculations based on the IMF’s World Economic Outlook (2021). 
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Conclusions 

These scenarios illustrate some of the trade-offs that need to be considered in designing the 
EU’s fiscal rules. While some approaches might work better for some countries or in some 
circumstances, the opposite may be the case for other countries. Judgements need to be made 
about the trade-off between the speed and extent of adjustment, and to the extent to which 
greater efforts might be warranted in higher debt countries. In some cases, the outcomes 
under different sets of rules may not be very different from each other. 

A more thorough assessment should be made of any new fiscal rules. This should include 
looking at how they perform based on existing medium-term forecasts, scenarios and in pseudo 
real time. Such an exercise should help to ensure that the rules adopted are robust for a wide 
range of circumstances, including the extent to which the rules depend on unobservable and 
frequently revised measures, such as the output gap or potential output that may lead to policy 
mistakes in real time. In addition, the likely compliance with the rules should be considered and 
the potential that they may be ‘gamed’, for example by making inappropriate use of flexibilities 
in rules. Many proposals to reform the rules are made without fully ascertaining their 
implications across a wide variety of situations, which can lead to poor outcomes or unintended 
consequences when the rules are applied. 

Ultimately, a balance needs to be struck between the competing outcomes and the required 
effort across countries, while also ensuring that the rules do not require countries to pursue 
unrealistic or undesirable policies.   



THE EU’S ECONOMIC GOVERNANCE REVIEW: ROAD-TESTING ALTERNATIVE FISCAL RULES? | 9 

 

References 

Barnes, S. and Casey, E. (2019), ‘Euro area budget rules on spending must avoid the pro-
cyclicality trap’, VoxEU.org, 17 June. 

Barnes, S. and Casey, E. (2020), ‘Insights into post-COVID-19 fiscal policies’, VoxEU.org, 9 June. 

Bénassy-Quéré, A., Brunnermeier M.,, Enderlein, H., Farhi, E., Fratzscher, M., Fuest, 
C., Gourinchas, P., Martin, J., Pisani-Ferry, H., Rey, I., Schnabel, N., Véron, B., Weder di 
Mauro and Zettelmeyer, J. (2018), ‘How to reconcile risk sharing and market discipline in 
the euro area’, VoxEU.org, 17 January.  

Constancio, V. (2020), ‘The Return of Fiscal Policy and the Euro Area Fiscal Rule’, Comparative 
Economic Studies, vol. 62, pp. 358-372.  

Darvas, Z., Martin, P. and Ragot, X. (2018), European fiscal rules require a major overhaul, Policy 
Contribution, No18, Bruegel, Brussels, October.  

European Commission (2019), Vade Mecum on the Stability & Growth Pact, Institutional Paper 
101, Publications Office of the European Union, Luxembourg, April. 

European Commission (2020), Communication of Economic Governance Review, Staff Working 
Paper (2020)211, Brussels, 5 February.  

European Commission (2021), Communication on the EU economy after COVID-19: implications 
for economic governance, Staff Working Paper (2021) 662, Brussels, 19 October.  

European Fiscal Board (2018), Annual report 2018, Brussels, 10 October.  

Feld, L., Schmidt, C., Schnabel, I. and Wieland, V. (2018), ‘Refocusing the European fiscal 
framework’, VoxEU.org, 12 September.  

Larch, M. and Santacroce, S. (2020), Numerical compliance with EU fiscal rules, Brussels, 1 July. 

Martin, P., Pisany-Ferry, J. and Ragot, X. (2021), ‘A new template for the European fiscal 
framework’, VoxEU.org.  

Network of EU IFIs (2021), EU Fiscal and Economic Governance Review. A Contribution from the 
Network of Independent EU Fiscal Institutions, Brussels. 

Network of EU IFIs (2021), The role of the Independent Fiscal Institutions in assessing the 
sustainability of high public debt in the post-Covid era, Brussels. 

https://voxeu.org/article/euro-area-budget-rules-spending-must-avoid-pro-cyclicality-trap
https://voxeu.org/article/euro-area-budget-rules-spending-must-avoid-pro-cyclicality-trap
https://voxeu.org/article/insights-post-covid-19-fiscal-policies
https://voxeu.org/article/how-reconcile-risk-sharing-and-market-discipline-euro-area
https://voxeu.org/article/how-reconcile-risk-sharing-and-market-discipline-euro-area
https://link.springer.com/article/10.1057/s41294-020-00122-3#Fig1
https://www.bruegel.org/wp-content/uploads/2018/10/PC-18_2018.pdf
https://ec.europa.eu/info/sites/default/files/economy-finance/ip101_en.pdf
https://ec.europa.eu/info/sites/default/files/economy-finance/com_2020_55_en.pdf
https://ec.europa.eu/info/sites/default/files/economy-finance/economic_governance_review-communication.pdf
https://ec.europa.eu/info/sites/default/files/economy-finance/economic_governance_review-communication.pdf
https://ec.europa.eu/info/sites/default/files/2018-efb-annual-report_en.pdf
https://ec.europa.eu/info/sites/default/files/numerical_compliance_with_eu_fiscal_rules_en_3.pdf
https://voxeu.org/article/refocusing-european-fiscal-framework
https://voxeu.org/article/refocusing-european-fiscal-framework
https://voxeu.org/article/new-template-european-fiscal-framework
https://voxeu.org/article/new-template-european-fiscal-framework
https://www.euifis.eu/eng/fiscal/303/the-role-of-ifis-in-assessing-the-sustainability-of-high-public-debt
https://www.euifis.eu/eng/fiscal/303/the-role-of-ifis-in-assessing-the-sustainability-of-high-public-debt
https://www.euifis.eu/images/20210924_EUIFIs_Paper_final(2).pdf
https://www.euifis.eu/images/20210924_EUIFIs_Paper_final(2).pdf

	List of Figures
	Introduction
	The case for testing fiscal rules
	A test of three simple rules
	Data and methodology
	Simulation results
	Conclusions
	References

