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Our fiscal framework is at a crossroads.!] Negotiations on the European Commission’s legislative
proposals for reform of the EU’s economic governance rules are entering a crucial phase.

To ensure this reform is successful and that it strengthens our economic governance, the new
framework will have to protect us from the mistakes of the past. And it will need to make it possible to

use again policies that have proven to be effective.
Before the pandemic, we had accumulated a significant public investment gap that had undermined

our economic potentiaI.Q] Fiscal policy had often been procyclical. And macroeconomic policies had at
times worked against each other. We have paid a high price for this in the form of weaker growth,

higher unemployment and deteriorating fiscal conditions.

But the response to the pandemic was different. National fiscal policies responded countercyclically to
the downturn, complemented by a European stimulus plan which focused on investments in the green
transition and digitalisation. This fiscal response worked in tandem with monetary policy and

supervisory measures, mitigating financial amplification effects and pulling the economy out of the

liquidity trap.@] The result has been an almost full recovery (Chart 1), record-low unemployment and
the return of debt to a downwards path after the initial increase recorded in 2020.
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Sources: ECB, Eurosystem staff macroeconomic projections for the euro area (BMPE), December 2019 BMPE,
ECB staff macroeconomic projections for the euro area (MPE), September 2023 MPE, and ECB staff calculations.

Notes: Data are seasonally and working day-adjusted. Historical data may differ from the latest Eurostat
publications due to data releases after the projections cut-off date. The vertical line indicates the start of the
current projection round.

More recently, fiscal policy has complemented monetary policy to counter the inflationary effects of
Russia’s war against Ukraine and the energy crisis.

Today | will argue that we need to embed the lessons learned from this experience in our fiscal
governance.

Ensuring the sustainability of public finances is like balancing a seesaw, with debt on one side and
growth on the other. To achieve a true balance, fiscal policy must be countercyclical, consistent with
price stability and supportive of potential growth. It must also be based on measures that are both
economically sound and politically sustainable. This means not only ensuring that fiscal policy is based
on rigorous technical analysis — where independent fiscal institutions (IFls) have an important role to
play — but also that it has broad political support and is democratically accountable.

| will argue that this balance must be based on three elements.

First, | will emphasise the importance of complementarity between monetary and fiscal policies and
the fact that the nature of their interactions depends on the state of the economy. In times of stress, a
combination of unconventional fiscal and monetary policies may well prove to be the best course of
action.

| will then argue for a fiscal framework which takes into account the importance of both debt and
economic growth for the sustainability of public finances. We need an integrated approach that

delivers the right mix of fiscal prudence, smart public investments and structural reforms.

Finally, I will focus on two key aspects of the debate for reforming European fiscal governance: the

role of IFls and the missing elements of this reform. We need to strengthen the “E” in EMU, our



Economic and Monetary Union. This cannot be achieved without a well-coordinated fiscal stance and

a permanent central fiscal capacity in the euro area.

Ensuring complementarity between fiscal policy and monetary
policy
Let me begin by stressing the importance of the interaction between fiscal policy and monetary policy.

The nature of this interaction depends on the state of the economy.

Monetary-fiscal interactions since 2020

Since 2020, in just three and a half years, there have been four identifiable distinct phases.

In the first one, fiscal policy and monetary policies worked in tandem to support our economies in
response to the shock caused by the pandemic, which had resulted in sudden disruptions on both the
demand and the supply side. National fiscal policies were strongly expansionary, introducing
measures such as short-time work schemes, to mitigate the impact of the pandemic. At the same time,
monetary policy ensured that favourable financing conditions were maintained to safeguard the
transmission of monetary policy. Non-standard monetary and fiscal measures, such as the ECB’s
pandemic emergency purchase programme and the EU’s Next Generation EU programme, played a

central role in restoring confidence, especially in vulnerable euro area economies.

In a second and shorter phase, after the summer of 2021 the focus shifted to ensuring the correct
sequencing of policy normalisation after the pandemic. In European fora, it was argued that fiscal
normalisation should come first, albeit in a gradual and growth-friendly manner. This would have put
the economy on a trajectory that would also have allowed for the gradual normalisation of monetary

policy, thereby fostering a balanced and sustainable recovery.

However, Russia’s aggression of Ukraine and manipulation of energy supplies[é] dramatically changed
the economic landscape once again, leading to the third phase. Given the sharp rise in energy prices
and the emergence of supply bottlenecks, inflation unexpectedly rose to levels not seen since the
early 1980s and economic growth forecasts fell. This triggered a different response from monetary and

fiscal authorities.

The striking aspect of this phase was the unconventional nature of the fiscal measures adopted. While
the ECB intensified its efforts to fight inflation, euro area countries implemented temporary fiscal
measures to alleviate the burden of high energy prices (Chart 2). More than half of these measures
had a direct negative impact on the cost of energy consumption. This helped to contain inflation, and
thus contributed to wage moderation. The remaining measures supported household and corporate
incomes in ways that were often insufficiently targeted at the most vulnerable ones.
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Energy and inflation-related fiscal support measures in the euro area
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staff calculations.

Notes: The bars show the energy and inflation fiscal compensatory measures in terms of gross budget impact.
The yellow dots show the net budget impact (gross support minus discretionary financing measures).

In this phase, the ECB avoided unwarranted increases in sovereign spreads through its decision to
introduce the Transmission Protection Instrument (TPI) in July 2022. The TPI allowed the ECB to
adjust its monetary stance quickly without causing financial fragmentation, which would have
hampered the effective transmission of monetary policy across the euro area. The TPI also enhanced

the ability of Member States, particularly those with high debt ratios, to counteract the energy shock.[2]
ECB staff simulations suggest that unconventional fiscal policies (UFPs) contributed to containing
inflation by 0.9 percentage points over the period 2022-23 (Chart 3).@] Additional estimates based on
microsimulation models!”! indicate that the impact of these measures may have been even larger —

inflation up to 1.6 percentage points lower for the euro area in 2022 alone.&! Importantly, UFPs have
helped to avoid second-round effects and keep long-term inflation expectations anchored, thereby
supporting monetary policy in reducing euro area inflation from a peak of 10.6% in October 2022 to

5.2% today.l¥] UFPs have also helped to maintain a balanced economic environment'Y and stabilise

the European economy.H ]



Chart 3
Estimated impact on real GDP and HICP inflation of fiscal support in the euro area
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Source: ECB staff simulations.

Notes: Simulation based on the June 2023 Eurosystem staff macroeconomic projections for the euro area.
Results show deviations form a counterfactual scenario of no fiscal policy support, and include judgement as
needed to better reflect uncertainty around model estimates, especially with respect to energy price caps. Results
based on the Eurosystem Working Group on Forecasting’s structured questionnaire. HICP stands for Harmonised
Index of Consumer Prices.

As we navigate our way through 2023, the fall in energy prices has created new policy challenges,
representing the fourth phase. During this phase it has become necessary to withdraw fiscal energy
support measures in a timely manner. Failure to do so could create a demand impulse that would

exacerbate inflationary pressures, which would in turn trigger a monetary policy response. This would

be highly inefficient, akin to giving with one hand and taking away with the other.l'4]

Lessons learned

The recent interactions between monetary policy and fiscal policy provide two important lessons. First,
monetary policy and fiscal policies can and should work together when necessary, such as in
response to large shocks. In recent years this has been essential to underpin economic resilience,
bolster the recovery and fight inflation.

Indeed, price stability and fiscal sustainability support each other. Prudent fiscal policies in good times
create the necessary space for fiscal policy to support demand alongside monetary policy during
economic downturns. At the same time, a genuinely anti-inflationary monetary policy and price stability
are necessary to maintain the sustainability of public finances. In fact, in the decade before the
pandemic, low inflation allowed European countries to continue to borrow at low cost, even though
their debt ratios rose sharply. This changed with the onset of the adverse global supply shocks, which
pushed up both inflation and financing costs (Chart 4).



Chart 4
Debt level, cost of borrowing and inflation in the euro area
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Note: Yield refers to the euro area 10-year government benchmark bond yield. The latest observations are for the
first quarter of 2023 for debt and the second quarter of 2023 for yield and HICP.

For this interaction to work effectively in the future, we need to ensure that the euro area’s fiscal
stance is not simply an incidental outcome of national fiscal policies. Instead, it should be achieved
through the effective coordination of Member States’ fiscal policies under the guidance of the
European Commission and with an enhanced role for the European Fiscal Board during the

assessment phase.

The second lesson is that the monetary-fiscal interaction should not follow rigid, predetermined rules.
Both the economic literature and the experience of policymaking suggest that this interaction should
depend on the state of the economy, which can only be taken into account by introducing sufficient
flexibility into our fiscal governance. This is the case, for example, when we allow escape clauses that
temporarily freeze the implementation of European fiscal rules to be activated in exceptional

circumstances.
What does this mean in practice for macroeconomic stabilisation in EMU?
Under normal economic conditions, countercyclical fiscal policy should continue to rely primarily on

national automatic stabilisers, especially in the euro area, where they are widely used.l3 This reflects
the fact that automatic stabilisers are better suited than discretionary measures to respond to the
normal fluctuations of the business cycle because of their timeliness, predictability, proper targeting

and sustainability.[ﬂ]

But this is not the whole story. In exceptional circumstances — when “tail events” occur —
countercyclical discretionary fiscal measures play an important role in the presence of low inflation



traps or inflationary spirals, thereby supporting price stability without infringing on central bank

independence.l'®]

The different fiscal policies followed in the euro area during past crises are a good illustration of this
point. During the great financial crisis and the pandemic, fiscal policy across the EU had a decisive
countercyclical effect, bringing the cyclically adjusted primary balance to a deficit of around 2% of euro
area GDP (Chart 5). This response limited the severity of the downturn and helped the economy to
recover. The sovereign debt crisis of 2012-13 provides a counterexample. Fiscal policy at the time was
procyclical. The cyclically adjusted primary surplus rose to around 2% of GDP, deepening and
prolonging the recession. The tightening was particularly strong in the most stressed euro area
economies, which experienced significant output losses.

Chart 5
Fiscal policy stance and business cycle in the euro area

(percentage of GDP)
e Cyclically adjusted primary balance, Euro area Qutput gap, Euro area
------- Cyclically adjusted primary balance, LVE Output gap, LVE
= = Cyclically adjusted primary balance, MVE Output gap, MVE
4
~
2 5‘)
- -
k“. o
0 T— g-rw =2 (-
\
2 N
N
-
-4
-6
-8
-10
1999 2001 2003 2005 2007 2009 2011 2013 2015 217 2019 2021

Sources: ECB staff calculations based on the European Commission’s Spring 2023 Economic Forecast.

Notes: The euro area aggregate shown in this chart comprises the 12 original member countries. LVE stands for
less vulnerable economies, which comprise Belgium, Germany, France, Luxembourg, the Netherlands, Austria
and Finland. MVE stands for more vulnerable economies, which include Ireland, Greece, Spain, Italy and
Portugal. This distinction aims to highlight the different macroeconomic dynamics that these two “groups” have
shown over the lifespan of the monetary union. The distinction involves some simplification.

Macroeconomic simulations suggest that if a consistently countercyclical fiscal policy for the euro area had been
maintained over time, fiscal buffers could have been built up in the good times (e.g. before the great financial

crisis) that would have helped to cushion the second downturn during the sovereign debt crisis.[1€]

Ongoing review of the fiscal governance framework
What does all this mean for the fiscal governance framework?

Above all, the fiscal framework must reflect the fact that the sustainability of public finances depends
on both the numerator and the denominator of the debt-to-GDP ratio. We need to pay close attention
to debt dynamics, but this would be useless without growth.



In my view, the fiscal framework should have four main characteristics.

First, it must provide for a realistic, gradual and sustained adjustment of public debt ratios in order to
strengthen sustainability and rebuild fiscal space ahead of future downturns. This has become even
more crucial since the pandemic, which led to higher and more heterogeneous debt ratios across

countries.

Second, fiscal policy should be genuinely countercyclical, both in responding to adverse economic
shocks and in rebuilding buffers once the economy is back on track.

Third, the proposed framework should ensure that Member States can formulate their own strategies
to achieve the objectives of reducing debt and deficits. And to facilitate effective implementation, it
should be simple and provide robust, stable growth projections.

Any common safeguards aimed at striking the right balance between a country-by-country approach
and common quantitative benchmarks should not undermine the proposed rationale of the framework
or add undue complexity. We need to move away from a “one-size-fits-all” strategy to strengthen
ownership and accountability at the national level.

Finally, effective fiscal governance should support the EU’s growth potential. The pursuit of fiscal
sustainability should be accompanied by adequate incentives for investment and reform in order to
strengthen our Union and prepare it for the future.

We must not sacrifice much-needed investment, which has been too low for too Iong,[ﬂ] with
detrimental longer-term effects. This has also been a by-product of a fiscal framework that was not

designed to protect investment, where fiscal consolidation was often pursued by cutting public
investment.l'8] Even in highly efficient economies, low public investment and the associated private
investment gap have eroded competitiveness over time, jeopardising future growth.[ﬁ]

A comprehensive approach that integrates these elements promises to be both economically viable
and politically palatable. And, as | will argue, it could also shape the evolution of our fiscal framework
after the current economic governance review has been concluded, as we transition out of the Next

Generation EU programme.

In my view, the Commission’s proposals balance these four essential components of optimal fiscal

governance when compared with the previous rules.
The ECB expressed its support for the legislative package in an official opinion published in July this

year.@] We made specific, technical suggestions to refine the new framework. A sound, transparent
and credible new fiscal governance will be crucial to anchor market expectations for debt sustainability

and sustainable, inclusive growth.

Let me now turn to two specific aspects of the ECB’s opinion.

Role of independent fiscal institutions in EU fiscal governance

| would like to start with the role of national IFls, whose work is generally recognised as having a

positive impact on fiscal policy (Figure 1).



Figure 1

The role of independent fiscal institutions?!

IFIs have a positive impact on fiscal space, compliance and sustainability

+ |FIs have a positive and significant influence on the government budget balance for European Union

Member States, as well as on countries’ compliance with fiscalrules (Capraru et al. 2022).

» When well-designed, fiscal councils can promote stronger fiscal discipline (IMF 2

+ Throughout the Covid-19 crisis, IFls played a critical role by promoting transparency and accountability.
They support the policy debate, identify risks to the public finances and assistgovernments and legislatures
in their efforts to keep public finances on a sustainable path. (OE )

+ Involvement of IFls in macroeconomic forecasts is associated with a reduction in forecasting bias (OECD

+ |Fls contribute to greater fiscal sustainability, reduced procyclicality of fiscal policies within the EU, and

increased national ownership of fiscal rules. (Goréak & Saroch 2021).

Overall, the ECB supports the proposal to strengthen the role of IFls in the fiscal framework (Figure 2).
While fiscal policy is the prerogative of democratically elected governments and cannot be delegated
to technical institutions, it should still be based on sound economic analysis.

This is primarily the role of IFls, which can contribute significantly to improving fiscal governance in the

EU.[22 |n particular, IFls can help to improve the quality of public spending and facilitate its
reallocation to investment projects.

The ECB has expressed support for the Commission’s proposals on IFls. We welcome the inclusion of
the “comply-or-explain” principle in the legislation and agree that IFls should have adequate own
resources to carry out their mandates effectively.

The contribution of IFls could be further enhanced by giving them an advisory role in the preparation of
national fiscal plans. IFls could assess the underlying assumptions, consistency of the plans with the
Commission’s technical trajectory for public debt, and the reform and investment commitments. This

would reinforce national ownership.

We also support the European Fiscal Board contributing significantly to economic governance at the
EU level. This could include an enhanced role in assessing the appropriate fiscal stance of the euro
area as well as the need to activate or extend the general escape clause of the Stability and Growth
Pact.



Figure 2
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Missing elements in the EU fiscal governance framework

My second key takeaway from the ECB opinion relates to a conspicuous absence from the proposed

new economic governance framework: the euro area dimension.

As | have previously argued, this pertains to the need for an enhanced framework to monitor and steer
the aggregate fiscal stance of the euro area, which is a fundamental requirement for smooth

monetary-fiscal interactions in our region.

But this also concerns, crucially, completing EMU through the establishment of a properly designed

permanent central fiscal capacity (CFC).
Without the establishment of a CFC, euro area governance will remain incomplete — a view shared by

policymakers, institutions and academics.l23] As | have argued elsewhere,24 it is an illusion that EMU
can function smoothly without a centralised fiscal capacity. It is now time to address the imbalances in
the institutional framework of the monetary union, whereby a single monetary policy coexists with a
fiscal policy that is fragmented across national lines.

Moreover, without a permanent common fiscal capacity with a borrowing function, balancing fiscal
sustainability, stabilising public finances and addressing Europe’s substantial investment needs will be
impossible. The weakness of public investment in the euro area, particularly in the years following the

great financial crisis, is a case in point (Chart 6).



Chart 6
Euro area real GDP growth, real public investment growth and crisis episodes
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The establishment of a CFC is also crucial to gain fiscal credibility, which requires common rules and

spending by the centre. The debate on this issue is still in its early stages, and more analysis is
needed on the relationship between fiscal rules and the cFc.l2

In my view, a CFC should have three main objectives. First, to achieve effective macroeconomic
stabilisation. Second, to support public investment at the national level, with positive spillovers for all.
And third, to enable investment in common public goods that benefit the entire European economy
and promote a healthy strategic autonomy. These public goods include investments in the green and
digital transitions, common defence and energy security, migration policies, and the development of

new technological infrastructure in innovative sectors.[26]
Such a capacity is essential to improve our fiscal governance.

A permanent stabilisation function would ensure that investment is not compromised during economic
downturns, thus preventing pro-cyclicality and supporting capital accumulation without sacrificing

future prosperity.

In addition, managing centralised investment projects at the European level could generate economies

of scale, promote positive externalities and raise productivity across the bloc.

Let me give a concrete example of the potential economic benefits of a CFC: the financing of joint

military research and development (R&D) spending and innovative investments in defence

capabilities.[Z]



In today’s geopolitical environment, military spending in EU countries is widely expected to rise to the
NATO commitment of 2% of GDP, and even higher in some countries (Chart 7). This additional,
significant fiscal burden could crowd out other productive investments.

Chart 7
Defence expenditure in 2021 and announced spending targets
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At the same time, ECB research shows that the efficiency of military spending in the EU lags behind
that of other global players. This reflects the fragmentation of the military procurement system and the
fact that EU countries spend relatively more on personnel than on R&D, which would produce much

higher fiscal multipliers.

Recent research concludes that a CFC aimed at financing military expenditure would support long-
term productivity if it shifted resources away from personnel compensation, which currently accounts

for the bulk of national defence expenditure, towards financing projects such as investments in capital
infrastructure and R&D.[28]

As a central banker, | do not comment on the defence policy of EU Member States. However, one
thing is clear: from an economic perspective, the external security of the EU is a European public
good. There is therefore a strong economic case for a CFC to finance joint spending on R&D and

defence capabilities.

Whatever the ultimate goals of a permanent CFC, its funding through common EU borrowing would
contribute to the creation of a European safe asset, with important benefits for the functioning of our
financial system. Indeed, a European risk-free benchmark rate would allow for the homogeneous
development and pricing of risky assets across the euro area, facilitating diversification, the availability

of pan-European collateral and the expansion of activities typical of advanced capital markets.29 This



would be a decisive step towards the creation of a genuine capital markets union, which is an
essential element for the efficient allocation of resources and the financing of the real economy.

Conclusion
Let me conclude.

Ensuring the long-term sustainability of public finances requires addressing both components of the
debt-to-GDP ratio. Fiscal policy should be countercyclical in order to smooth economic fluctuations,

while fostering public investment to support potential growth.

And for fiscal policies to contribute to both price and macro-financial stability, they need to complement
monetary policy when needed. Price stability, in turn, supports fiscal sustainability by keeping

government financing costs low over time.

To be successful and deliver both fiscal sustainability and growth, the fiscal governance reform must
reflect the lessons learned from the past and provide the necessary safeguards by protecting
investment, incentivising reform, ensuring national ownership and providing a simple and stable

framework.

But we also need to address the missing elements of the proposed reform. Moving from fiscal
governance to fiscal union requires a permanent central fiscal capacity. This is necessary to

complement national fiscal policies and achieve the appropriate fiscal stance for the euro area.

A European fiscal capacity is essential to finance the common investments that are key to maintaining
and expanding Europe’s economic potential. Without it, we will not be able to meet the financing
needs, reap the economies of scale and trigger the private investment needed to drive Europe’s
energy transition, digital transformation and security architecture. We need to start thinking now about

what comes after Next Generation EU, or risk taking a step back instead of forward.

Sound fiscal governance is a cornerstone of the European project. We all have a role to play, and | am

confident that today’s workshop will enrich and advance the debate.
Thank you for your attention.
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