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POLICY DEBATE OF THE HOUR

The Reform of the EU Economic Governance Framework,
Market Discipline and the Role of the ECB

Should the EU reform its economic governance frame-
work? And if so, how? The framework’s objective is
to promote EU fiscal stability and economic growth.
In principle, fiscal and economic policy is primarily
a national responsibility. However, economic devel-
opments in individual member states significantly
affect other member states, as well as economic de-
velopment throughout the EU and beyond. This clearly
calls for policy coordination, which is what the EU
governance framework provides.

While EU economic governance encompasses all
member states, whether countries belong to the Eu-
rozone plays a key role, since in a monetary union
there is a greater need for common governance rules
than among countries with national currencies. Un-
surprisingly, therefore, the focus of the debate lies on
the fiscal rules enshrined in the Treaty of Maastricht,
which limit fiscal deficits to a maximum of 3 percent
of GDP and public debt to 60 percent of GDP.

European fiscal governance rests on three pil-
lars. First, the fiscal rules limiting deficits and the
level of public debt, which are linked to a process of
political supervision and coordination. Second, the
No-Bailout Rule stipulates that each country is re-
sponsible for its debt and stresses the role of market
discipline in this regard. Third, the European Central
Bank is not allowed to finance the budgets of national
governments.

The reform of the economic governance frame-
work currently under discussion focuses on the first
element. This paper argues that the reform needs to
be considered in the context of all three governance
elements. From this perspective, the reform would
need a stronger focus on fiscal responsibility and
accountability.

WHAT IS WRONG WITH THE EXISTING EU
GOVERNANCE FRAMEWORK?

One recent reason posited as making a reform of the
existing EU governance framework necessary is that
the fiscal rules have been suspended since 2020, when
the Covid-19 pandemic broke out. Now the plan is to
reinstate them in 2024, but it seems natural to discuss
whether the rules should be changed before they are
applied again.

But there are eight other, more fundamental, rea-
sons to consider a reform of the governance frame-
work. First, the fiscal rules are criticized for favoring
procyclical fiscal policies: during economic crises, they
are seen to offer too little room for fiscal expansion,
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while during economic booms they fail to encour-
age fiscal consolidation. Second, the fiscal rules are
criticized for being arbitrary. It is indeed difficult to
produce a convincing theoretical argument justifying
the numerical values of 3 percent and 60 percent for
the deficit and the debt levels, respectively. Third,
the rules are criticized for paying too little attention
to the quality of public spending. Public investment
and public consumption have very different impli-
cations for economic growth and, hence, for fiscal
sustainability.!

Fourth, it has been argued that the focus of the
EU fiscal governance framework may fail to detect
risks to fiscal sustainability that may build up out-
side the public budget, like, for instance, private debt
growth during real estate booms. The
fiscal problems of Spain and Ire-
land during the European debt
crisis are cited as examples for
this.

Fifth, compliance with the
rules has been weak enough
for some observers to question

the relevance of the governance
tute, and
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Figure 1
Average Fiscal Deficit in the Eurozone (20 Countries)
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Debt to GDP Ratios in Eurozone Countries 2023
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framework entirely. For instance, the Stability and
Growth Pact originally required countries to make
sure that their fiscal balances were approximately
balanced in normal times so that the 3 percent defi-
cit rule would leave enough room for fiscal support
during economic crises. If anything, the fiscal policy
actually pursued by most countries took the 3 per-
cent rule rather as a focal point for normal times
(see e.g., Kamps and Leiner-Killinger 2019). Figure 1
illustrates how fiscal deficits evolved between the
years 2000 and 2023. The average deficit was 2.7 per-
cent of GDP.

Greece provides one extreme example of failure
to comply with the fiscal rules, where the governance
framework proved unable to prevent the country from
accumulating excessive public debt and ultimately
defaulting. Deviations from the rules were widespread
across the Eurozone, the heterogeneity of fiscal posi-
tions increasing significantly over the years, with some
countries accumulating very high debt levels and oth-
ers managing to keep debt in check (see Figure 2).

Debates about compliance often highlight the role
of national ownership of fiscal consolidation plans.
Pressure from Brussels for fiscal consolidation and
economic policy reforms is often unpopular in the
member states because of the lack of “national own-
ership.” Fiscal consolidation is seen as imposed from
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the outside, on the basis of procedures and decisions
perceived to be technocratic and far removed from
domestic needs and effective democratic control.
More generally, the governance framework is widely
considered as too complex and opaque.

Sixth, the role of the governance framework dur-
ing exceptional crises has been questioned. While it
may be justified to offer more room for deficits under
extraordinary situations, suspending limits to these
deficits entirely is unlikely to be optimal. When rules
are suspended and no further limits exist, the door
opens to careless behavior and accounting tricks that
allow countries to incur high debt levels to finance
higher spending or tax cuts even in later years, after
the crisis has receded.

Seventh, the 60 percent rule for the level of public
debt as a percentage of GDP is deemed increasingly
unrealistic in light of the far higher levels debt ratios
have reached in many countries (Figure 2). Related
to this, the debt reduction rule, which was added
later, has been criticized for being overly restrictive
and harmful. It requires countries above the 60 per-
cent limit to reduce the gap to 60 percent at a rate
of 1/20 per year. For instance, if a country has a debt
ratio of 120 percent, it is required to reduce this ratio
from one year to the next by 3 percentage points. The
problem is that this rule has a bias toward a procy-
clical fiscal policy, since the debt ratio rises during
economic downturns, simply because the denomina-
tor shrinks. This implies that the fiscal consolidation
effort of the debt reduction rule needs to be larger
in times of low growth.

Eighth, there is a controversial debate about the
use of structural fiscal deficits as a key indicator in
the preventive arm of the Stability and Growth Pact.
Structural deficits are notoriously difficult to estimate,
and misleading estimates may guide fiscal policy into
the wrong direction.

At a more fundamental level, there is a debate
pitting political supervision and coordination of fis-
cal policy at the EU level as one governance model,
against market discipline as the other model. Critics
of political coordination argue that the member states
are responsible for their fiscal policy, democratic con-
trol takes place at the national level and that capital
markets are most effective in ensuring fiscal disci-
pline. The role of market discipline for EU economic
governance will be discussed further below.

THE REFORM PROPOSAL
OF THE EUROPEAN COMMISSION

The European Commission (2022 and 2023) has pro-
posed a reform of the governance framework focused
on the following key elements:

1. The reference values for the fiscal deficit and the
debt level of 3 percent and 60 percent of GDP will
be preserved.



2. All member states will submit plans with fiscal
adjustment paths formulated in terms of mul-
ti-year expenditure targets.

3. For countries with deficits or debt levels above 3
percent and 60 percent of GDP, respectively, the
European Commission will issue a country-spe-
cific “technical trajectory” intended to make sure
that an annual fiscal adjustment of 0.5 percent of
GDP is performed, so that the debt level moves
along a downward path.

4. An excessive deficit procedure will be opened “by
default” if countries stray from the agreed fiscal
adjustment path.

5. General and country-specific escape clauses can
be activated, for instance, in the case of an ex-
ceptional economic crisis.

6. Countries may be given more time for fiscal ad-
justments, i.e., more debt will be tolerated, if
countries undertake reforms or investments that
are in line with EU priorities.

According to the European Commission, this reform
aims to simplify the governance framework and make
it more transparent, enhance national ownership,
focus more on the medium term, and strengthen
enforcement.

Three aspects of the reform stand out. First, the
opening of an excessive deficit procedure by default
if a country deviates from the agreed fiscal adjust-
ment path suggests that enforcement will be stricter,
whatever the precise meaning of “by default.” At the
same time, more emphasis is placed on negotiations
between the European Commission and each indi-
vidual member state. This is likely to extend the in-
fluence of the European Commission on the adjust-
ment plans. Previously, the governance structure was
geared chiefly towards negotiations among peers. One
weakness of this horizontal structure was that larger
countries in particular had a tendency to avoid being
sanctioned for rule violations. Whether the vertical
structure will improve compliance is an open ques-
tion. If countries do not want to comply with require-
ments issued by the European Commission, it will be
easy for them to argue, for instance, that the EC is a
technocratic institution that has less democratic le-
gitimacy than their national parliaments. Thus, there
is tension between the concept of European supervi-
sion of national fiscal policy and the fact that national
parliaments are ultimately responsible for fiscal policy
and have direct democratic legitimacy for conducting
fiscal policy.

While it is not easy to come up with a reform
which increases compliance, it is not impossible to
do so. For instance, Fuest and Heinemann (2017) have
proposed to use accountability bonds to improve
compliance with fiscal rules, among other objectives.
Countries whose deficits or debt levels exceed the
limits of European fiscal rules would be obliged to
finance the overshooting debt with junior bonds. This
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would make it clear that investors buying this addi-
tional debt take a higher risk, which in turn makes
the violation of the rules very costly.?

Second, more emphasis will be placed on pub-
lic expenditure. There are good reasons to use ex-
penditure rules in fiscal governance, in particular be-
cause the public expenditure path is easier to control
than the deficit path. At the same time, expenditure
rules are not aimed at determining the level of public
spending in a country. Different countries have dif-
ferent preferences for the share of the public sector
in the economy. This implies that expenditure rules
do allow for an increase in spending, provided that
such changes are covered by measures to raise more
revenue. While this makes expenditure rules complex
and difficult to understand and communicate in public
debates, experimenting with expenditure rules in the
governance framework is nevertheless useful.

Third, the reform brings a fundamentally new ele-
ment into the fiscal governance framework. Countries
will be allowed to incur more debt if they follow po-
litical priorities formulated at the EU level. To some
extent this transforms the fiscal governance frame-
work into a tool for steering the economic and fiscal
policy of the member states towards EU objectives,
which may conflict with the objective of ensuring
debt sustainability. Adding an additional objective
to the governance framework will certainly reduce
its transparency.

EU FISCAL GOVERNANCE, THE ECB AND
MARKET DISCIPLINE

While the economic governance reform tries to tackle
weaknesses of the existing fiscal rules and their en-
forcement, a key question is whether it addresses
more fundamental issues of fiscal governance in Eu-
rope. These include the interaction between monetary
and fiscal policy, the role of market discipline, and the
role of the European Central Bank (ECB).

FISCAL POLICY AND MARKET DISCIPLINE
IN A CURRENCY UNION

A currency union of fiscally sovereign member states
like the Eurozone faces a fundamental problem that
an assemblage of countries without a common cur-
rency does not face. Countries belonging to a cur-
rency union do not have a national central bank that
can act as a lender of last resort to the government.
In this regard, they face a similar situation as states
belonging to a federation with a national currency
like, for instance, the US states. The fact that a na-
tional government runs its own fiscal policy but has
no control over the central bank has two implications.

First, there is a greater risk that crises lead to a
collapse of trust in the ability of the government to

2 The proposal has also been integrated into the comprehensive
reform proposal for Eurozone governance by Bénassy et al. (2018).
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service its debt, because a lender of last resort—a
role normally played by the national central bank—is
missing.

Second, if countries pursue unsustainable fiscal
policies or a deep economic crisis overburdens public
finances, they face default, which may take the form
of a restructuring of public debt.

Governments of countries which do not belong to
a currency union are in an entirely different situation.
If they face a fiscal crisis but they control the national
central bank, they will probably order a bailout using
the printing press. If the government faces only a li-
quidity problem, the central bank acts as a lender of
last resort and the problem is solved. However, if the
crisis happens because fiscal policy is unsustainable,
the monetary bailout leads to high inflation and a
destabilization of the national currency, and possibly
a devaluation. This may be painful, but advantageous
in terms of economic governance. Since the cost of
the currency devaluation is primarily borne by the
country in question, there are strong incentives for na-
tional governments to avoid such a scenario. Creditors
will take into account the risk of the country’s debt,
including the devaluation risk, so that early market
reactions may even work towards preventing such
a crisis. Of course, this does not mean that a fiscal
crisis happening in one country has no consequences
for other countries. For instance, if a currency is de-
valued, trade partners will be affected. But market
discipline still works in this case, and most of the cost
is borne by the country where the crisis originates, so
that incentives are aligned.

In a currency union, things are different. The com-
mon central bank could also bail out member states
undergoing fiscal difficulties, but the potential cost
of doing so, in the form of higher inflation or lower
central bank profits, would be spread across the en-
tire currency union. In terms of governance, such an
arrangement would imply that the cost of the crisis
is not borne by the country where it originates, but
by the community of countries constituting the cur-
rency union. Since such an arrangement would under-
mine incentives for sound fiscal policy, the European
Central Bank is not allowed to finance government
budgets of individual member states. This is a legal
safeguard. Whether the ECB respects this legal rule is
another matter, which will be discussed further below.
If the central bank of the currency union refrains from
financing the budgets of individual member states,
unsustainable fiscal policy will lead to default, which
may take the form of a restructuring of public debt. If
such a debt restructuring is possible, investors in cap-
ital markets will carefully assess the sustainability of
public finances of countries before buying their debt,
so that default risk will be reflected in risk premia
on such government debt. This is often referred to
as market discipline. In this way, market reactions to
imprudent fiscal policy create incentives to pursue
sound policies. Since such reactions can sometimes
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be sudden and violent, market discipline prompts gov-
ernment to avoid any sign of financial difficulties and
to steer clear of unsustainable fiscal policies.

However, market discipline will only work if inves-
tors truly believe that a debt restructuring will take
place if countries borrow excessively. If political deci-
sion-makers think that debt restructuring will be too
costly or too risky, they will avoid such a step and
instead bail out the country in question. In the Euro-
zone, restructuring of public debt can be risky, since
European financial sector regulation allows banks to
hold large amounts of national government bonds
without having to underpin these investments with
equity. The reason is that these bonds are seen as
riskless assets. But they are actually not riskless in a
currency union, as just explained. Thus, if a govern-
ment bond restructuring is necessary, there is a risk
that this restructuring will trigger a banking crisis,?
an event that usually has a massive negative impact
on the rest of the economy.

In this situation, investors will rationally antici-
pate that highly indebted countries will be bailed out
in case of a crisis, which leads to market discipline
not working. In the years before the Greek debt crisis,
interest rates on Greek government bonds were no
higher than the interest rates on bonds of countries
with much lower debt levels. This has sometimes
been interpreted as evidence that market discipline
does not work. The above analysis, however, leads
to a different interpretation. Investors knew and an-
ticipated that there would be a bailout. Ultimately
Greek government bonds were restructured, but by
the time it happened most banks had already got
their money back, meaning that the burden of the
Greek default was partly borne by taxpayers in the
rest of the Eurozone.

What does this imply for fiscal governance? Mar-
ket discipline can only play a role if the threat is cred-
ible that private creditors will lose money if they lend
to a country whose debt becomes unsustainable. This
threat is credible if and only if a restructuring of debt
is feasible without giving rise to prohibitive costs or
risks. A key step to assure this is to change financial
sector regulation, so that banks no longer hold large
quantities of government bonds of the country where
they reside, without underpinning these bonds with
equity.* Although this reform has been debated for a
long time, no progress has been made so far.

A second obstacle for market discipline to work is
that, during the period of low inflation and zero inter-
est rates, the ECB bought large quantities of national
government bonds to stimulate the economy and raise
inflation to the two-percent target value. A side effect
of this policy is that the ECB has now become a large
creditor of the Eurozone member states, a position
3 The proposal has also been integrated into the comprehensive
reform proposal for Eurozone governance by Bénassy et al. (2018).

4 The Scientific Advisory Board of the German Federal Ministry of

Finance (Wissenschaftlicher Beirat beim Bundesministerium der Fi-
nanzen 2010) made this point early during the Eurozone crisis.



that further increases the costs of debt restructuring.
In principle, national governments could compensate
the ECB for possible losses it takes if a debt restruc-
turing occurs, but politically this would be very costly
for them, because they would have to explain to their
voters why they must shoulder part of costs of the
default of other Eurozone countries. This takes us to
the role of the ECB for Eurozone governance.

THE ROLE OF THE EUROPEAN CENTRAL BANK

The framework for economic governance in the Eu-
rozone needs to be seen in the context of how the
ECB deals with fiscal difficulties of individual mem-
ber states. Legally, the ECB is not allowed to finance
governments or to engage in fiscal policy. However,
drawing the line between monetary and fiscal policy
in legal terms is difficult. From an economic perspec-
tive, it is natural to ask whether the ECB could and
should act as a lender of last resort to national gov-
ernments. For the reasons explained above, this is
more difficult for the central bank of a currency union
than for a national central bank. One of the risks in-
volved in acting as a lender of last resort is that it is
often difficult to distinguish clearly between situations
where countries just need liquidity help, as opposed
to situations where their debt is unsustainable.

In 2012, at the peak of the Eurozone Debt Cri-
sis, the ECB effectively decided to position itself as a
lender of last resort to governments by introducing
the OMT program.® The ECB announced it would buy
unlimited amounts of government debt of individual
countries if necessary, provided that these countries
participate in an adjustment program supervised by
the European Stability Mechanism (ESM). The un-
derlying idea was that the ESM procedures would
make sure that the ECB will not buy government
bonds of countries with unsustainable debt levels.
Of course, given that the negotiation of an ESM pro-
gram is a highly political undertaking, it is far from
clear whether this safeguard would protect the
ECB against being drawn into financing governments
with unsustainable debt levels. However, the condi-
tion of an ESM program at least increased the cost
for individual countries of relying on the ECB for
fiscal policy support. Being shielded from mar-
ket forces came at the cost of signing a program
with political obligations in the form of comply-
ing with the conditions for a fiscal adjustment and
economic reform program supervised by the ESM.
The OMT program was never activated, but its ex-
istence alone created bailout expectations among
investors, further weakening market discipline for
fiscal policy.

Recently, the ECB took a further step and intro-
duced the so-called Anti Fragmentation Instrument

® The ECB argued that this was an act of monetary policy intended
to protect the transmission mechanism for monetary policy. This
was never convincing.
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(AF1). 1t allows the ECB to buy bonds of individual
member states if it thinks that interest rates in capital
markets are out of line with economic fundamentals.
Determining whether interest rates and risk premia
reflect fundamentals is obviously largely arbitrary.
But the key difference to the OMT program is that the
countries receiving support no longer need to sign an
ESM program to receive support. The AFI has therefore
been criticized for shielding highly indebted Eurozone
member states from both market forces and political
obligations (Kronberger Kreis 2022).

Overall, the ECB has increasingly established it-
self as a fiscal actor in the Eurozone, taking over the
role of a lender of last resort for governments with
high debt levels.

POLICY CONCLUSIONS

The economic governance framework in the Eurozone
has the function to ensure that the member states
pursue sustainable fiscal policies. Experience with
European fiscal rules has shown that such rules can-
not prevent countries from accumulating more debt if
they want to. There is a tension between the idea
of European fiscal supervision and the fact that na-
tional parliaments are ultimately responsible for fis-
cal policy.

Poor compliance with European fiscal rules
would be less problematic if the costs of unsustain-
able fiscal policies were borne primarily by the coun-
tries pursuing such policies and by their creditors.
This is the function of market discipline. But this is
made difficult, among other things, by financial reg-
ulation that allows banks to hold large amounts of
national government bonds. As long as this is the
case, a restructuring of public debt will pose a threat
to financial stability, undermining the credibility of
the No-Bailout Clause and hampering the functioning
of market discipline.

For the EU economic governance framework, the
fact that the ECB increasingly positions itself as a fis-
cal bailout mechanism implies that the risk of short-
term fiscal crises due to a collapse of confidence in
capital market declines, which addresses one of the
vulnerabilities of fiscal policy in a currency union. But
this comes at the cost of a further weakening of fiscal
discipline incentives.

Against this backdrop, a reform of economic gov-
ernance should place emphasis on enhancing fiscal
discipline and responsibility. Some elements of the
reform proposal by the European Commission do have
the potential to improve compliance with fiscal rules,
in particular the idea that an excessive deficit proce-
dure will be opened by default if countries stray from
their agreed fiscal adjustment paths. However, other
elements are likely to weaken the focus on fiscal sus-
tainability, in particular the idea of allowing countries
to incur more debt if their policies are aligned with
EU political priorities.
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