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This presentation 1s based on a paper prepared for the European Parliament,
in advance of the Economic Dialogue with the President of the Eurogroup
on 24 February 2014.The paper can be downloaded from
http://www.europarl.europa.eu/RegData/etudes/IDAN/2015/542645/IPOL _
IDA%282015%29542645_EIN pdf
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Outline

. Evidence of Convergence in Fiscal Positions /

Divergence in Unemployment, Investment , Growth
in Euro Area since in the crisis : Trade-off

Is the Fiscal Framework to Blame?
- varlance decomposition exercise
- fiscal reaction function estimates

New guidelines for SGP enough?

Proposals for Reform of Fiscal framework
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la. Fiscal convergence

Figure 1: Convergence of Structural Balances
(source: IMF WEO, October 2014)
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la. Fiscal Convergence: Debt/GDP ratios?

Figure 2a: Debt/GDP ratios in the Euro Area
source: IMF WEO, Oct.2014
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la.Debt Ratio Convergence?

Figure 2b: Change in Debt GDP Ratios in Eurozone, 2008-14
source: IMF WEO, Oct.2014
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2. Economic Divergence: Unemployment

Figure 3: Divergence in Unemployment Rates
(source:IMF Weo, Oct 2014)
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1b. Economic Divergence

Figure 4: Divergence in Investment
source: WEQ, , IMF, October 2014)
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1b. Economic Divergence: Growth?

Figure 5a: GDP Growth in the Euro area

(source: IMF WEO, October, 2014)
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1b. Economic Divergence: Growth again

Figure 5b: Divergence in GDP growth, 2008-2014
¢source: IMF, WEO, April, 2014,
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2 .Explanations for Divergence

1. Supply Side/Country specific

Evidence that the countries which experienced a larger rise in
unemployment between 2008-12

- are those where unemployment was higher in 2000-2008

- are the countries where per capita GDP declined more or
orew less during the in the crisis are those where total factor
productivity had risen less before the crisis

- Degree of competition in the banking industry and the
perceived riskiness of banks in high debt countries, together
with the widening of interest spreads during the crisis



Explanations for Divergence

Demand Side:

- Contry Specific Fiscal Policy (Budget Cuts)
Credit crunches

- Common Shocks (Monetary policy)



0.6

0.55

0.5

Unemploymecgt Dispersion
N
Oa)

0.35

0.3

Trade-oft Debt vs Unemployment Convergence

Figure 6: Unemployment vs Debt Dispersion
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2. Varniance Decomposition Exercise

B lllza’,t Ofr Oy Cov(Biy, Vi)
(1) Var, (f) = — >— + Z’t — 2 Al 1
it Ryt Myt Hyt UB,t Hyt
Gét = country specific debt shocks

2 . .
03 ¢ =country specific income shocks

Covy(B;4,Y; ¢)=- policy induced common shocks
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2.Variance Decomposition R esults

Figure 7: Decomposing Debt/GDP Dispersion
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2. Fiscal R eaction Function

(2) A CAPB;,= a + BCAPB; ;-1 + yDEBT;,_, + SGROWTH; ,_, + 6; +
+ U + &t

y —> debt sustainability concern
& -> cyclical concern

f3 —-> persistence

0; -> country fixed effect

Uy —> common time eftects



Fiscal R eaction Function: Estimates

sl e 3 TN
-0.552 0.100 -5.52  0.000 -0.752 -0.353
-0.229 0.089 -2.59 0.012 -0.406 -0.053
0.011 0.010 1.18 0.242  -0.008 0.0302

- a2 10% debt/GDP rise leads to an extra adjustment of 1% GDP

- 1% fall in growth eads to extra tightening of more than 0.2 of
GDP




3. Stability and Growth Pact New Guidelines

Address right issues: pro-cyclical policy, investment,
structural reforms.

Exchange More «Flexibilityy in fiscal consolidation for
— Structural Reforms: ok
— Investments: limited effects

- Bad Cyclical Conditions: complex, non transparent,
«unfairy, pro-cyclical bias, relies on unreliable
indicators
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4. Proposals of Reforms

Ex-post:

~  Euro budget for counter cyclical policy, funded by shares of VAT.
For example

European Unemployment Insurance Scheme, common eligibility
criteria, balaced position over 3-4 years, voluntary participation,
conditional on labor market reforms

Ex-ante:

- Concentrate on few indicators: domestic and external debt, set targets
over % years, penalties and rewards, no need for cyclical correction,
allow for structural reforms

—  No bail-out clause: trasform ESM into SDRM

->Move from bureaucratic centralized control with no transfers and
bail-out to incentive-based system with transfers and no-bail out
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