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INTRODUCTION

The condition for effective functioning of monetary union is to obey the
coordination rules in fiscal policy. The community rules established imposed
upon national fiscal policies aimed at ensuring the effective uniform mone-
tary policy, lowering the public debt coefficients and budget deficit that in-
creased in the nineties, and at changing the character of the fiscal policy, i.e.
to limit its expansiveness and shaping the proper budget structure that could
increase the competitiveness of European economies. Though the initial
rules were limited mainly to meet the obligatory nominal convergence crite-
ria, more and more attention has been later paid to structural results, to the
character of fiscal policy or the long-term stability issues.

The aim of this paper is to assess how effective are the rules of fiscal pol-
icy coordination within the euro zone. On the base of member countries
budgetary performance, the state of nominal convergence in the area of pub-
lic finance has been verified, the extent to which the structural balance rule is
obeyed, and the character of current fiscal policy. The choice of this subject
has been stimulated mainly by the ongoing discussion on the necessity to
reinforce budgetary coordination. The economic crisis revealed how weak is
the economic governance at the Union level and made unsolved budgetary
problems of member countries more prominent. In the context of current
events it is therefore worthwhile to answer the question if the convergence
process in the public finance area that started before the accession to the euro
zone became the sustainable one. Here we try to answer this question,

COORDINATION RULE
FOR EU BUDGET POLICY

First formal rules to coordinate fiscal policy within the EU have been de-
fined in the Maastricht Treaty, an later extended in the Stability and Growth
Pact of 1997. Under these regulations member countries were obliged to
obey two nominal criteria in the public finance area: budget deficit lower
than 3% GDP and public debt lower than 60% GDP. At the same time legal
procedures have been constructed to reveal at the early stage any threats
resulting from increased budget deficit and public debt (multilateral surveil-
lance procedure) and to discipline countries if their budget deficit is exceed-
ing the established nominal value (excessive deficit procedure). Moreover,
additional budgetary rules have been introduced to guide the member coun-
tries (e.g. sound public finance rule, aiming at balance or budget surplus
during the business cycle), being however of no binding character. The ini-
tially accepted rules were therefore based mainly on quantitative criteria and
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expressed the member states will to reduce high budget deficit and public
debt coefficcients that grew before the euro zone was created.

In 2005, the regulations of Stability and Growth Pact have been changed.
The structure of the Pact remained unchanged (divided into preventive and
restrictive parts), the amendments made however the former regulations
more elastic and less transparent, also due to the introduced notions “particu-
lar circumstances” and “other important factors”, that could be used to justi-
fy the exceeded reference value.' The permissible period to correct the ex-
cessive deficit has also been extended. In the preventive part changes con-
sisted mainly in appointing individual mid-term budget goals concerning the
structural balance (so called MTO — Medium Term Objective). Consequent-
ly, economic differentiation among countries could be taken into account:
less stringent budget examination had to be used towards the countries with
reported low economic growth rate, already financing from their budgets
investments aiming at accelerated economic growth or incurring structural
reforms costs. More significance was also attached to the quality of public
finance, and budget consolidation (based on budgetary expenses reform)
became a part of broader strategy towards the economic growth. Some
changes concerning the governance of the Pact have been introduced (mem-
ber countries, Commission and Council committed themselves to exchange
beforehand all information concerning their intentions at all stages of multi-
lateral surveillance and excessive deficit procedures, that aimed at stronger
cooperation). Some kind of standardization has also been done concerning
statistical data used by member countries. Furthermore, increased attention
has been paid to the problem of member states debt and the ageing society
effect on budget. A rule has also been appointed to avoid the pro-cyclic poli-
cy among member states. Still however procedural moves could be instituted
only towards a member state that did not fulfill the budget deficit criterion,
and Commission opinions concerning the “quality” of fiscal policy are of no
binding force. The adopted changes did not also concern the most criticized
question — low effective mechanism enforcing the common regulations (cf.
Buti, Eijffinger, Franco 2005; Calmfors 2005; Feldstein 2005; Gros, Mayer,
Ubide 2004). Unchanged therefore remained this part of the primary clauses
of the Pact that determined their inefficiency, namely the clause making the
effective use of sanctions dependent on political decisions of member coun-

! nitially, exceeded reference value was allowed solely in exceptional circumstances of
severe recession (yearly drop GDP of at least 2%) or due to events being out of control of the
member state, and only during short periods, under the condition that the deficit coefficient is
close to the reference value. In the new Pact, the notion of reference value exceptionally
exceeded due to substantial business cycle deterioration has been redefined. It has been as-
sumed that substantial business cycle deterioration denotes the situation when the economic
growth is negative — no matter how much it decreased — or when the period of very low eco-
nomic growth in comparison to the potential value remains for a longer time.
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tries. It already happened several times in the past that the Council re-
nounced from applying sanctions towards the countries that exceeded the
allowed deficit level. It was so for example in 2002, when the Commission
order to issue early warnings towards Portugal and Germany has been reject-
ed (assuming that to oblige them to limit the excess deficit is sufficient), or
in 2003, when the Commission recommendation to pass to the penultimate
stage of the procedure due to prolonged budgetary problems of Germany and
France has not been recognized”. So in practice no financial sanctions have
ever been imposed to any country.

VERIFICATION OF NATIONAL CONVERGENCE
IN THE PUBLIC FINANCE AREA

When attempting to verify the efficiency of regulations aiming at achieving
budgetary convergence in member states, it is worthwhile to divide the ana-
lyzed years into two periods: before and after the euro zone creation. Current
problems of many countries have their origin in early nineties, the years
characterized by substantial level of budgetary unbalance. Due to political
and economic importance of the euro zone creation, member countries
showed great determination in improving their budget situation. Starting
from 1994, this situation was continuously monitored by the European
Commission. The outcomes of yearly reports on public finance were howev-
er not satisfactory, and the fiscal policy results for 1995 were in the Com-
mission opinion even “disappointing” (European Commission, 1996). Budg-
et deficit lower than 3% GDP has been reported in only two countries —
Denmark and Ireland — and two next ones, Luxembourg and the Netherlands,
were able to achieve this goal in the near future due to their favorable eco-
nomic situation. Concerning the public debt, the allowed level has been ex-
ceeded in 11 countries, and among them only in Ireland and Denmark some
steps to limit it have been taken. In effect, some opinions appeared calling
for postponing the common currency introduction date, the more so because
two key members of the future currency union, Germany and France, had
serious problems with fulfilling the budgetary convergence criteria. Never-
theless, strong political will to create the monetary union prevailed, an im-
portant argument was the obligation of Germany and France to reduce their
budget deficit coefficients already before the beginning of the last stage of

% The result of this Council meeting was solely to pass the ,,conclusion”, where it has been
stated that in answer to the commitments done by Germany and France to reduce their exces-
sive deficit until the end of 2005, the procedure can be suspended. It should be added that
these conclusions were afterwards questioned by the Commission and nullified by ETS (rec-
ognizing also that procedures cannot be substituted by political conclusions).
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the union creation. Indeed, EU countries were highly successful. First of all
have fulfilled their obligations Germany, France and Italy. In 1997, Germa-
ny’s budget deficit dropped to 2.7% GDP, similarly in Italy, where just
ayear ago it was 6.7% GDP. In their report on convergence of 1998, the
European Monetary Institute has emphasized substantial progress in reduc-
ing public finance sector deficit in member countries, pointing out that in
1997 the average deficit level in EU countries has been reduced to 2.4%
GDP. Compared with 1996, the drop of 1.8 percentage points took place
(EMI, 1998). Eventually, the common currency has been accepted by 11
countries with their budget deficit running below the reference value or
equal to 3% GDP and with average level of public debt equal to 69% GDP.

In 1999 and 2000 all member countries have fulfilled the budget deficit
criterion. After the decrease of economic growth rate in 2001, first countries
that ceased to fulfill this criterion were Greece and Portugal. In 2002, the
reference value 3% GDP has been exceeded also by Germany and France. In
November 2002, by virtue of decision of ECOFIN Council, the excessive
deficit procedure was instituted against Portugal, and in January 2003 also
against Germany. In 2003 budget deficit exceeding 3% GDP has been noted
in Italy and in the Netherlands. So, in 2004 the number of countries where
budget deficit exceeded the reference value increased to six.

Economic slowdown has surely created conditions that ,.favoured” the in-
creasing economic unbalance. An important factor causing increased budget
deficits was however the way the adjustments have been made by the coun-
tries before accession to the euro zone. Budget consolidation was achieved
in nineties through increased budget revenues (for the present euro zone
from about 44% GDP in 1991 up to about 47% GDP in 1999), what was an
effect of then favorable economic conditions. Expenditures during the same
time were however reduced by slightly over 1% (from about 46 to 45%
GDP). The moves on the revenue side are less efficient and durable than
changes in expenditures. Moreover making their prognoses the countries
based on overoptimistic assumptions (what can be seen comparing subse-
quent stability programs). The initial success in reducing excessive deficits
has therefore led to false assumption that progress in this matter will appear
also in next years. In most countries the effects of budget deficit reduction
through increased budget revenues were therefore short-termed, so first
budget problems within the euro zone appeared just after the economic
slowdown of 2001-2002. After 2004, increased budget revenues contributed
again to lower budget deficit, even so a number of countries undertook pub-
lic finance reforms. Table 1 presents changes of budget expenditures in 2007
in relation to 2000 (the compared years are two periods preceding the crisis).
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Table 1. Change of budget expenditures in EMU countries in 2007 in relation to
2000 (percentage points, GDP)

Positi Decrease Increase
osttion >05 0,5-1,5 <15 | > 05 | 0515 <15

Public consump- BE, AT, DE, FR, EL, SK ES, IT, IE, CY,

: FI LU, SI, NL MT, PT
tion

EE

Social transfers in DE, MT, SI, SK, CcY, BE, EL, IE, NL

Kind AT EE LU, PT ES, FR,
IT, FI

Social transfers ES, LU, DE, NL, SI, SK BE, FR IT, MT IE, EL,

other than in kind FI, EE AT CY,PT
DE, FR, IE, IT, BE, EL,

Interest payments CY, LU, NL, AT, ES, SK
MT, PT SL FI

IE, FR, IT, | DE, CY, BE, AT MT
Subsidies NL, SL, FI, SK
EE
Capital expendi- BE, LU, MT EL, PT, | FR,CY IE, ES, DE, EE
tures FI SK IT, NL,
SI
BE, DE, | EL, AT, ES FR, MT, IE, IT,
Total expenditu- LU, FI, SI, SK NL CY
res EE

Source: own, based on: General Government Data, European Commission, Autumn 2010.

In the period 2000-2007 budget expenditures decreased most con-
siderably in Slovakia (from 50.9 down to 34.4% GDP), in Austria
(from 52 down to 48.7% GDP) and in Slovenia (from 46.8 down to
42.4% GDP), and this drop was mainly due to their limitation in all
categories except subsidies in Austria and capital expenditures in Slo-
venia (that slightly increased). Budget expenditures have been limited
also in Luxembourg (from 37.6 down to 36.2% GDP), in Germany
(from 45.1 down to 43.7% GDP), in Estonia (from 36.5 down to
35.5% GDP) and in Finland (from 48.3 down to 47.3% GDP). Their
total level decreased despite considerably increased capital expendi-
tures in Germany and Estonia. For Belgium and Greece, decrease, of
total expenditures was due to lower interest payments and capital ex-
penditures (the remaining categories increased). For other euro zone
countries, budget expenditures increased, despite favorable economic
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cycle and reduced interest payments, manifesting mainly in increased

social transfers”.

The budget situation of euro zone countries has been considerably
deteriorated by the economic crisis: in 2008 five member states noted
budget deficit higher than 3% GDP. In 2009 in 14 out of 16 member
states budget deficit exceeded the reference value (in Germany it
reached the limit value). Only in Luxembourg and Finland the deficit
was below this level, being 0.7 and 2.2% respectively. In 2010 all then
member states except Luxembourg had budget deficit higher than the
reference value.

When we analyze how the fiscal criterion has been fulfilled by individual

euro zone countries during the period starting from their entering into the

common currency area until 2010 (and in the case of Slovenia, Cyprus, Mal-
ta, Slovakia and Estonia from their accession to EU) we can make the fol-
lowing remarks:

— Luxembourg and Finland were the only euro zone countries that since its
creation have kept the budget deficit criterion in a permanent way, and
their average budget balance showed surplus. Starting from accession to
EU, also Estonia showed budget deficit below the reference value;

— Belgium, Ireland and Spain have fulfilled the budget deficit criterion
from the moment of the euro zone creation until 2008, so until the begin-
ning of the financial crisis;

— the Netherlands and Austria have shown excessive budget deficit
during only one year before 2008 and in the whole period 2008-
2010;

? The division of expenditures has been made according to ESA classification. Public ex-
penditures for consumption are those incurred by government and self-government institu-
tions for goods and services not addressed to individual receivers (so expenditures for state
administration, basic scientific research, national defense, administration of justice, environ-
ment protection); social transfers other than in kind are benefits from insurance and social
assistance paid in money to specific groups; social transfers in kind include the expenditures
incurred by public administration for goods and social services delivered to households with-
out any transformation (i.e. basic health care, common education, housing services, expendi-
tures for culture and recreation); capital expenditures are the payments for purchase of
grounds, intangible assets, government reserves and non-financial assets of non-military
purposes of value exceeding some minimal amount and utilization period for production
processes longer than one year; subsidies are transfers of public resources that are of econom-
ic profit to their beneficiaries (most often in form of subsidies, preferential loans, credit guar-
antees or capital shares of public authorities); interest payments are expenditures connected
with debt service. The remaining non-classified items are other current expenses. Cf. Council
Order No 2223/96 of June 25, 1996 on European System of National and Regional Accounts
in the Community, Official Journal L 310/1.
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— 1in Germany the budget deficit exceeded the reference value in the period
2002-2005 and during one crisis year — 2010;

— France, Italy and Portugal were the countries keeping excessive budget
deficit through at least half of their membership time in the euro zone;

— Greece showed excessive budget deficit in the whole period 2001-2010;

— new countries of the euro zone did not fulfill the budget deficit criterion
starting from 2008 (except Estonia), and Malta, Cyprus and Slovakia also
during one year before the crisis (though that time they were not the
members of monetary union).

Table 3. Number of countries of the euro zone that did not fulfill the budget deficit
criterion in subsequent years (the second number is the size of the euro zone)

1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009

71 | 11 | 3/1 | 31 | 51 | 61 | 41 | 31 | 1/1 | 51 | 13/1 | 15/1 | 12/1

—_
—
8]
8]
8]
8]
8]
8]
W
9}
(@)}
(@)}
J

Source: own work.

Besides keeping the public finance deficit at the level below 3% GDP, the
second fiscal criterion defines maximum value of public debt (60% GDP).
Before the euro zone creation, in 1997, as much as eight out of eleven coun-
tries ready to accept the common currency had the debt level exceeding 60%
GDP (in Italy and Belgium it was even 100%). Though the European Mone-
tary Institute (EMI) had stressed that the debt level in member countries was
too high (71.2% in 1997), at the same time it drew attention to the fact that
for the first time since the beginning of nineties its average level decreased
among the countries of the future euro zone. After all, the monetary union
has been finally entered by those countries that did not fulfill this criterion
((Belgium, Germany, France, Italy, Austria, Portugal, and in subsequent
enlargements of the euro zone also Greece, Cyprus and Malta). It has been
made possible through the appropriate clause of the Maastricht Treaty that
permitted the membership in this group also in the situation when the debt
level was exceeding the allowed one, but reducing and at a satisfactory pace
approaching the reference value (Art. 104C, TUE). The notion “satisfactory
pace” had not been however clearly defined. Moreover, the public debt level
has never been the subject of particular interest for surveillance institution
that monitored the budget situation evolution in the member states, as it was
in the case of budget deficit criterion.
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The lowest public debt among the member states of the euro zone (below
10% GDP) has been noted for Luxembourg and Estonia. Debt level below
60% in the whole membership period has also been kept by Finland, Slove-
nia and Slovakia. In Spain, the reference value for public debt has been
overcome only in 1999 and 2010, and in the Netherlands in 1999, 2009 and
2010. Other countries did not fulfill the public debt criterion for much longer
period (from six years in the case of Portugal up to the full membership pe-
riod in the case of Italy, Greece and Belgium).

It should be stressed that average debt level in the period 1999-2010 (and
in the case of new euro zone countries, from the moment of their accession
to EU up to 2010) exceeded the reference value in as much as 9 countries.
Alarming was also considerable increase of public debt in many euro zone
countries in 2010 in comparison with 1999, in particular in Germany and
Slovenia — of nearly 15 percentage points, in France — 24.2, in Portugal —
43.2, and in Ireland — 49.2 percentage points. Though increasing public debt
coefficients are in last years the effect of economic crisis, their values were
even in the period preceding the crisis far away from the level allowing to
achieve the reference value.

DEGREE OF MEDIUM TERM BUDGETARY
OBJECTIVES REALIZATION

The aim of medium term budgetary objectives (MTO) introduced in 2005
was to create a framework permitting to take control over cyclic fluctuations,
keeping at the same time the budget deficit and public debt below the refer-
ence values. The essence of MTO is expressed by the way it is derived: MTO
= -3% + safety margin, where the safety margin denotes the minimum dis-
tance between the structural deficit and the 3% level (it is therefore the level
that assures non-exceeding the budget deficit reference level due to the ac-
tion of automatic stabilizers)*. MTO set for each country takes into account
not only the economic and budgetary situation, but also all potential threats
for the stability of public finance. The assessment of stability includes
among other things all public finance liabilities (outright and hidden), cur-
rent public debt level, potential economic growth rate and future burdens
resulting from the ageing society (EU Council 2005).

* The safety margin is calculated by multiplicating the budget balance sensitivity measure
towards the cycle by appropriately large “representative” output gap. The “representative”
output gap for the given country is in turn calculated on the base of product gap series in this
country and output gap series common for all countries of the Union.
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When trying to assess the degree of MTO accomplishment it should be
mentioned that as much as 10 countries did not achieve the set values of
structural balance during the whole period after 2005. Ireland has fulfilled
the MTO criterion only in 2006, Cyprus in 2007, Spain in 2006 and 2007,
and Estonia in 2009 and 2010. In the Netherlands, structural deficit exceeded
the appointed MTO value only in 2009, and in Finland in 2010. The only
country fulfilling this criterion was Luxembourg.

In 2006, as much as 7 countries (out of 12 members of the euro zone) did
not fulfill the MTO criterion, in 2007 it were 9 (out of 13 members), in 2008
it were 10 (out of 15 members), in 2009 it were 13 and in 2010 as much as
15 (out of 16 members). At the same time it should be noticed that the struc-
tural balance level was in 2010 far away from the appointed MTO. This re-
sulted from the discretionary actions undertaken by these countries to neu-
tralize negative effects of the economic crisis 2008-2009. According to the
guidelines of the Stability and Growth Pact, even during the economic slow-
down periods the structural balance should not lead to budget deficit exceed-
ing the 3% GDP level. This rule performed well in Luxembourg (in Finland
this level has even been slightly exceeded), what proves its efficiency. Other
countries did nor achieve the structural balance goals before 2008, conse-
quently after this year the level of their budget deficit increased considera-
bly.

FISCAL POLICY CHARACTER
IN THE EURO ZONE COUNTRIES

Another budgetary rule being defined in the Stability and Growth Pact is to
avoid the pro-cyclical stance by member countries and to take emphasis on
increased balance improvement during the economic boom. The basis to
recognize the fiscal policy as restrictive or expansionist one is the level of
cyclical adjusted primary balance (CAPB). It denotes the budget balance
after eliminating the influence of cyclical fluctuations and debt service costs
(this index most adequately reflects the fiscal policy effects). According to
the assumed methodology changes of this index are used to define the fiscal
policy character: positive CAPB changes denote improved primary structural
balance, while negative — its deterioration. Another variable are economic
conditions reflecting the level of so called output gap, YGAP (Momigliano,
Staderini, 1999). Output gap is the relative difference between the real and
potential GDP, measured as the percentage of potential GDP. Its positive
values denote the so called good times (real production level is higher that
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the potential one), while negative — so called bad times’. The fiscal policy
character can be determined depending on how these indices are developing:
it can be either pro-cyclical restrictive or expansionist stance, or anti-cyclical
expansionist or restrictive stance (Table 6).

The analysis of the fiscal policy character in euro zone countries reveals
that the pro-cyclical approach prevailed — such policy appeared during the
most part of analyzed period in Belgium, Estonia, Greece, Ireland and Italy.
Moreover, pro-cyclical policy was mainly of expansionist character, so the
initial structural deficit increased disregarding the favorable economic condi-
tions. A number of countries increased their budget deficit in those years that
were favorable for reducing the budget unbalance (e.g. 2006 and 2007).
Some countries were also forced to tighten their fiscal policy disregarding
the output gap (mainly in 2003 and 2010). Consequently, only few countries
used the restrictive policy in good times (Luxembourg, Finland, Spain,
France). Anti-cyclical expansionist stance was in turn characteristic for the
years 2009 and 2010, when most countries (some of them also in 2008) en-
hanced their expansion to absorb the crisis effects.

Table 6. Fiscal policy character in the euro zone countries

Negative product gap Positive product gap
Pro-cyclical restrictive stance Anti-cyclical restrictive stance
BE (2003,2010) BE (2001,2006)
DE (2003,2004,2005) DE (2000,2006,2007)
EE (2000,2009) EE (2002,2003)
1E (2003,2004) IE (2000,2006)
EL (2010) EL (2005)
Positive ES (2010) ES (2001,2002,2003,2005,2006)
CAPB CY (2004,2005,2010) FR (2001,2004,2005,2006,2008)
changes MT (2004,2005,2009) IT (2006,2007)
NL (2004,2005,2006) CY (2000,2006,2007)
AT (2005) LU (2000,2001,2005,2006,2007,2008)
PT (2003,2006,2010) MT (2000,2001,2002,2007)
S1(2001,2002,2003,2009,2010) NL (2000,2008)
SK (2001,2003,2004) AT (2000,2001,2007)
PT (2002,2007,2008)
SI (2005)

5 Output gap, depending on assumed method of determining the potential output, can be
the deviation from the real output from the output growth trend line, or from the line deter-
mined at the level corresponding to the average use of resources in the given period (meas-
ured as % of the potential value). The deviations being above the determined lines denote
positive output gap, while below — the negative one. More about the methodology of output
gap determination in: Momigliano, Staderini (1999).
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Table 6 Continued

Negative product gap

Positive product gap

Pro-cyclical restrictive stance

Lacznie: 32 okresy

Anti-cyclical restrictive stance
FI (2000,2005,2006,2007)

Lacznie: 48 okresow

Anti-cyclical expansionist

Pro-cyclical expansionist stance

stance
BE (2000,2002,2004,2005,2007,2008)
BE (2009) DE (2001,2008)
DE (2002,2009,2010) EE (2001,2004,2005,2006,2007,2008)
EE (2010) IE (2001,2002,2005,2007)
IE (2008,2009,2010) EL
Negative EL (2002,2009) (2000,2001,2003,2004,2006,2007,2008)
CAPB ES (2009) ES (2000,2004,2007,2008)
changes FR (2009,2010) FR (2000,2002,2003,2007)

IT (2003,2009,2010)
CY (2003,2009)
LU (2009,2010)

IT (2000,2001,2002,2004,2005,2008)
CY (2001,2002,2008)
LU (2002,2003,2004)

MT (2003,2006,2010) MT (2008)
NL (2002,2003,2009,2010) NL (2001,2007)
AT (2002,2003,2004,2009,2010) AT (2006,2008)
PT (2004,2005,2009) PT (2000,2001)
SI (2004) SI (2000,2006,2007,2008)

SK (2000,2002,2005,2009,2010)
FI (2003,2009,2010)

Total: 44 periods

SK (2006,2007,2008)
FI (2001,2002,2004,2008)

Total: 63 periods

Source: own calculations based on: Cyclical Adjustment of Budget Balances, European
Commission, Autumn 2010.

PROPOSALS TO STRENGTHEN
THE BUDGET DISCIPLINE AFTER 2010

Budget unbalance problem and increasing public debt that made the
financial crisis more prominent, as well as deficits of the functioning
system of economic policy coordination, have led to deeper thoughts.
In May, 2010 the European Commission announcement was published
on stronger coordination of economic policy, where necessary steps
were shown for effective surveillance of the EU economic policy. In
June 2010, after taking into account the conclusions of European
Council, the Commission made following proposals:
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1. To reinforce macroeconomic surveillance. This should include:
— assessment of structural weaknesses, competitive position and macroe-
conomic unbalance in each member state (using the coefficient tables —
for particular coefficients warning levels have been defined). The intro-
duced surveillance could therefore include e.g. deficit on current accounts
resulting from private sector debt (in the past a number of countries, in-
cluding the Baltic republics, had fulfilled the budget convergence criteria,
but due to negative real interest rates and monetary expansion the current
deficit increased and was financed from private sector debt),
— performing the comprehensive qualitative analysis for those countries
where risks have been identified (Commission will then issue early warn-
ing),

— initiating the so called excessive unbalance procedure,

— assessing structural reforms (so called thematic surveillance) with spe-
cial attention to their conformity with Europe 2020 strategy goals and
compatibility with the given country macro-fiscal constraints (in case of
divergence appropriate recommendations and warnings will be issued).

2. To strengthen national fiscal framework (member state would be obliged
to guarantee credibility of their statistical offices, submit to audit the
methodology of their projections and macroeconomic assumptions, intro-
duce the principle of long-term budget planning).

3. To strengthen the Stability and Growth Pact. EU member states would be
obliged to present simultaneously Stabilization and Convergence Pacts
and National Reform Plans, what should ease the ex-ante coordination at
the European level and make a basis when planning national budgets for
next year. European Commission has also proposed the requirement of
reaching faster the budgetary equilibrium (keeping the safety margin in
the form of 3% deficit in the case of high debt or the risk of increasing
debt), presenting by EU member states their long-term budget plans and
introducing surveillance of public debt reduction progress. It has also
proposed automatic sanctions against those countries of the euro zone
that do not subordinate. These sanctions would be imposed under the “re-
verse voting” procedure (the Commission motion to apply sanctions
would be recognized as accepted, unless Council rejects it with a quali-
fied majority of votes). The possibility to suspend granting funds under
the common agricultural and regional policy has also been allowed
(Germany’s initiative was also to introduce political sanctions, e.g. deny-
ing for a year the voting right in EU Council for a country that does not
subordinate, what would however require to change the EU Treaty). New
solution would also be grater emphasis on controlling the debt level and
its evolution, the excessive deficit procedure would be initiated also at the
early stage for those countries where the debt level does not decrease.
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On the other hand one can argue that rules became somewhat softened in
the context of the European Stabilization Mechanism (EU Council, 2010),
the resources of which have been already used by Greece, Ireland and Portu-
gal, as well as with breaking the accepted no bail-out rule (the ban on buying
back member states debt by European Central Bank). It can create negative
incentives in the form of moral hazard: countries may delay their efforts to
balance budget waiting for cheap financing from the European fund. There is
therefore the risk to soften the stringent limitation — financial market accep-
tation for debt emission and limited motivation to perform structural reforms
in a consisted way. Taking advantage of the stabilization fund will surely be
conditioned by fiscal systems reforms, but the experiences with enforcement
the Stability and Growth Pact clauses may raise doubts if the required
changes can be indeed forced.

CONCLUSIONS

The analysis of budget indices and the character of current fiscal policy al-
lows to formulate the conclusion that member states showed great determi-
nation in reducing the budget deficit coefficients in the second half of nine-
ties, and fulfilled this criterion already before entering the monetary union.
In most cases these moves were however of not durable character, and were
a result of increased tax revenues due to favorable economic conditions.
After the Commission ultimately announced the composition of the mone-
tary union, its member states felt safe in this zone and fiscal discipline start-
ed to deteriorate. This fact has been revealed in the research done by Hallett
and Lewis (2005). When looking for reasons leading to such a situation these
authors claim that high level of fiscal discipline before the introduction of
euro was due to effective sanction, namely non-accession to the euro zone if
the deficit criterion were not fulfilled. After 1998 this discipline has been
clearly limited, what could be result of sanction disappearance. Membership
in the currency union changed therefore radically the incentive structure. The
significance that EMU countries were attaching to commonly accepted solu-
tions has decreased. The sanction system connected with non-obeying budg-
etary disciplines, as it has been defined in the Stability and Growth Pact,
could also made the countries convicted that it would be really difficult to
enforce them to meet their obligation in this matter (the 2002-2003 difficul-
ties). Low attention had also been paid by the countries to the obligations
concerning their fiscal policy (anti-cyclical stance) and to the realization of
defined structural goals. Economic crisis that started at the end of 2008 once
again revealed the weaknesses of the Stability and Growth Pact, but for the
first time it contributed to the discussion on more stringent fiscal rules. At
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the same time it highlighted the unsolved budgetary problems of many euro
zone countries, contributing to increased coefficients of budget deficit, struc-
tural deficit and public debt up to the levels not reported yet. Exceptions
were solely Luxembourg and Finland (and among new members of the euro
zone also Estonia), being the only euro zone countries that have respected
the agreed rules.

Budgetary rules make undoubtedly the crucial base of UE countries econom-
ic policy and are of great importance for the stability of euro zone itself.
Appropriately restrictive clauses of the Stability and Growth Pact can in-
crease the effectiveness of community regulations, the most important suc-
cess factor remains however for the member states to recognize that sound
public finances are important and to keep their will to conduct well-thought-
out budgetary policy.
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