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Debt Bias

General Government Debt and Interest Rate-Growth Differential

Euro Area
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Note: recessions in the Euro area follow the definition by CEPR.

2012

2014
2016
2018

Public debt

10

-10

-12

Juadlad

Percent of GDP

Advanced Economies excluding Euro Area

120 -
100 - '
O N < O 0 O N < O W O N < O o~ O 0 O N < O 0
O OO O O O O O O O O O Oy O Oy (o I o B o T o T s
N e NN NN N NN NN
I Recessions i R minus G weighted using nominal yields (RH axis) Public debt

Note: recession episodes are those for the US as identified by NBER.

Sources: IMF Global Debt Database, IMF WEO, CEPR, NBER and the author’s calculations.
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Layers over Layers of Complexity

Evolution of the EU Fiscal Rules over time Construction Phases of The Mosque-
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Sovereign Debt Crises in the Euro Area
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Poor Compliance

Euro Area Countries that did not comply with
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Note: Reported is the share of euro area countries that did not comply with the following fiscal rules: (1)
Deficit rule = overall deficit-to-GDP ratio should not exceed 3%, (2) Debt rule = public debt-to-GDP ratio
should not exceed 60%, (3) Medium-Term Objective (MTO) rule = structural deficit ratio should not exceed
the MTO, and (4) Fiscal effort rule = decline in the structural deficit ratio should be at least 0.5% in a given
year when the structural deficit exceeds the MTO in the previous year. The assessment is illustrative and

subject to a number of caveats.

Source: Eyraud, Gaspar, and Poghosyan (2017).
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Rules as an Effective Pulling Force

Fiscal Balance Distributions
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Mostly Procyclical Fiscal Policies

Euro Area: General Government Structural Primary Euro Area: General Government Structural Primary
Balance and Output Gap (percent of potential GDP) Balance and Output Gap (percent of potential GDP)
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Source: IMF World Economic Outlook Source: following Andrle and others (2015) using data from IMF WEO (2019).
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Source: Eichengreen, B. and K.H. O’Rourke (2010) “What do the new data tell us?” VoxEU.org , 08 March; League of Nations Statistical Yearbooks 1934-38
made digitally available by Northwestern University Library at http://digital.library.northwestern.edu/league/stat.html ; Federal Reserve Bank of St. Louis; Haver

Analytics; International Financial Statistics; and IMF staff estimates.

Note: For the Euro Area, 1929-38 series corresponds to the average for France, Germany, and Italy; and the 1939 -40 the averages for Germany and Italy.
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Divergence in the Euro Area: Italy vs. Germany

Real GDP per Capita in PPP
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Deficits and Debt in Italy and Germany

Structural Primary Balance (in percent of potential GDP)
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Public Investment

Decl
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(in percent of GDP)
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Increasing Debt and Declining General
Government Net Worth

Euro Area General Government Net Worth Changes in General Government Net Worth and Gross Debt,
(in percent of GDP) 2000-16
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The Role of Public Sector Balance Sheets

Public Sector Balance Sheets (in percent of GDP)
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Low Interest Rates and Future Liabilities

Net Present Value of Pension Spending Change, 2018-50 Net Present Value of Health Spending Change, 2018-50
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Negative Nominal Interest Rates in Advanced Economies
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Sources: Global Financial Data; and IMF staff calculations.

Note: 10-year bond yields.

The chart is based on 24 advanced economies. Germany was removed for the years 1920 and

1922-24 due to the hyperinflation episode.
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Nominal Interest Rate (percent)
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Y implies that the yield curve is inverted. Yield inversion is the 10 year against the 1 year. For maturities where no data is
available, the chart uses specific individual bonds as benchmarks that have remaining maturities similar to the term
maturities here. For maturities where no data is available in September 2007, the chart assumes that if the next largest and
smallest maturity are positive, then the maturity is positive and the yield falls between the two. Yields for Greece in
September 2016 are computed using implied benchmark rates. For the gradation, -0.6% is the minimum value for negative
rates and 3% is the maximum value for positive rates. 0 and values relatively close to 0 are white (mid-point)

Sources: Bloomberg; and IMF staff.
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Interest Rate-Growth Differential in Advanced Economies (percent)
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Interest rate-growth differential is calculated as the difference between the effective interest rate and the nominal GDP growth rate.

Source: Jing and Mauro (2019);

Note: The chart is based on unbalanced dataset consisting of 24 advanced economies (including 11 Euro Area Economies).
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Strengthening the Euro Area Architecture

Central
Fiscal
Capacity

Capital
Markets
Union
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Improving the Fiscal Framework

Consolidating the Preventive
¥ and Corrective Arms

‘ Shifting to a Single Fiscal Anchor

and a Single Operational Target

Central Fiscal Capacity
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Shifting to a Single Fiscal Anchor — Public Debt

Given debt dynamics equation:

di ~(1+1.—g¢) Xdeqy — b

Lower interest rates do not necessarily create
more fiscal space.:

If Ar = Ag Ad = 0 if pb
is constant (implying an improvement in the

headline balance equal to the interest rate
savings).
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Reforming the Institutional Set up - Fiscal Councils

Remit of Fiscal Councils

Consistency with
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Belgium High Council of Finance - Public
Sector Borrowing Section

Belgium Federal Planning Bureau

Cyprus Fiscal Council

Estonia Fiscal Council

Finland National Audit Office of Finland

France High Council of Public Finance

Germany Independent Advisory Board to
the German Stability Council

Greece Parliamentary Budget Office

Ireland Irish Fiscal Advisory Council
1=1)% Parliamentary Budget Office
Latvia Fiscal Discipline Council

Lithuania National Audit Office

Luxembourg National Council of Public
Finance
\EEY Malta Fiscal Advisory Council

Netherlands  Netherlands Bureau for Economic
Policy Analysis
Netherlands Raad van State

Portugal Portuguese Public Finance
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Slovakia Council for Budget Responsibility

Spain Independent Authority of Fiscal
Responsibility

Note: the highlighted boxes point to the existence of the respective fiscal council remit.
Source: IMF Fiscal Councils Database (2016).
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European Network of Independent Fiscal Councils
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Conclusions

The euro area architecture requires the completion of banking union, capital markets union and a
central fiscal capacity.

The review of the ECB’s monetary policy strategy is timely.

There is ample room to simplify fiscal rules for the euro area by using a single debt anchor and a
single operational (nominal) spending target.

The added complexities associated with constraints on policy rates and the intertemporal
dimension of population dynamics and green and digital transformations point to:

« Dbetter information based on accrual accounting and the PSBS approach;
 reinforced role for a system of independent national fiscal councils with an independent

European Fiscal Council, at its center.

INTERNATIONAL MONETARY FUND

27



References

Andrle, ?/I J. Bluedorn, L. Eyraud, T. Kinda, P. Koeva Brooks, G. Schwartz, and A. Weber, 2015, “Reforming Fiscal Governance in the European Union”, IMF Staff Discussion
Note 15/09

Arnold, N., B. Barkbu, E. Ture, H. Wang, and J. Yao, 2018, “A Central Fiscal Stabilization Capacity for the Euro Area”, IMF Staff Discussion Note 18/03
Auerbach, A., 2019, “The future of fiscal policy”, Keynote Address, Fourth ECB biennial conference on fiscal policy and EMU governance

Ball, I. ,2019, “Balance sheets and fiscal policy: the New Zealand example” , Public Finance International (https://www.publicfinanceinternational.org/opinion/2018/10/balance-
sheets-and-fiscal-policy-new-zealand-example)

Berger, H., G. Dell’Ariccia, and M. Obstfeld, 2018, “Revisiting the Case for a Fiscal Union in the Euro Area.” Departmental Paper, IMF Research Department, International
Monetary Fund, Washington, DC.

Blanchard, O, 2019a, "Public debt and low interest rates", American Economic Review 109(4): 1197-1229.
Blanchard, O, 2019b, “Revisiting the EU fiscal framework in an era of low interest rates” (

).

Blanchard, O., and J. Pisani-Ferry, 2019, “The Euro Area Is Not (Yet) Ready for Helicopter Money”, Peterson Institute for International Economics
(https://www.piie.com/blogs/realtime-economic-issues-watch/euro-area-not-yet-ready-helicopter-money)

Blanchard, O., and L. Summers, 2020, “Automatic Stabilizers in a Low-Rate Environment” (forthcoming)
Blanchard, O., and L. Summers (eds), 2019, “Evolution or Revolution? Rethinking Macroeconomic Policy after the Great Recession”, MIT Press, 2019.
Blanchard, O. and T. Tashiro, 2019, “Fiscal Policy Options for Japan”, Peterson Institute for International Economics, Policy Brief 19-27

Blanchard, O., A. Leandro, S. Merler and J. Zettelmeyer, 2018, “Impact of Italy’s Draft Budget on Growth and Fiscal Solvency”, Peterson Institute for International Economics,
Policy Brief 18-24

Buti, M., 2020, “Economic Policy in the Rough: A European Journey”, Center for Economic Policy Research Policy Insight #98.
Buti M., S. Deroose, V. Gaspar, J. Nogueira Martins (Eds), 2010, “The Euro: The First Decade”, Cambridge, Cambridge University Press
Cabral, A., 2017, Economic Stabilization Some reflections on counter cyclical fiscal policy in EMU.

Carnot, N., M. Kizior, and G. Mourre. 2017. “Fiscal Stabilization in the Euro Area: A Simulation Exercise”, CEB Working Paper 17/025, Centre Emile Bernheim, Solvay Brussels
School of Economics and Management, Brussels

Caselli F., and P. Wingender, 2018, “Bunching at 3 Percent: The Maastricht Fiscal Criterion and Government Deficits”, IMF Working Paper No. 18/182
CEPR, 2018, “Reconciling risk sharing with market discipline: A constructive approach to euro area reform”, Policy Insight no 91.

Clarida, R., J. Gali, and M. Gertler, 1999, “The Science of Monetary Policy: A New Keynesian Perspective”, Journal of Economic Literature, Vol. XXXVII (December 1999), pp.
1661-1707

Deroose, S, Carnot, N., Pench, L. and G. Mourre , 2018, “EU fiscal rules: Root causes of its complexity”, Vox EU, CEPR Policy Portal, 14 September.
INTERNATIONAL MONETARY FUND 28


https://ec.europa.eu/info/sites/info/files/economy-finance/blanchard_revisiting_the_eu_fiscal_framework_in_an_era_of_low_rates_slides_november_2019.pdf

References (continued)

Detken, C., V. Gaspar, and B. Winkler, 2004, “On Prosperity and Posterity: the Need for Fiscal Discipline in a Monetary Union”, ECB Working Paper No. 420.
Detter, D. and S. Folster, 2015, “The Public Wealth of Nations How Management of Public Assets Can Boost or Bust Economic Growth “, Palgrave MacMillan publishing.
Eichengreen, B. and K. O'Rourke, 2010, “What do the new data tell us?”, voxeu.org

Eyraud, L., V. Gaspar, and T. Poghosyan, 2017, “Fiscal Politics in the Euro Area”, In Fiscal Politics, edited by V. Gaspar, S. Gupta, and C. Mulas-Granados, 439-76, IMF, Washington,
DC.

Ey/raud, L., X. Debrun, A. Hodge, V. Lledd, and C. Pattillo, 2018, “Second-Generation Fiscal Rules: Balancing Simplicity, Flexibility, and Enforceability,” IMF Staff Discussion Note
18/04.

Eyraud, L. and T. Wu, 2014, “Playing by the Rules: Reforming Fiscal Governance in Europe,” IMF Working Paper 15/67.

European Fiscal Board, 2019, Annual Report.

European Fiscal Board, 2019, “Assessment of EU Fiscal Rules with a focus on the six and two-pack legislation”.

Gaspar, V., and D. Amaglobeli, 2019, “Fiscal Rules”, SUERF Policy Note, Issue No 60.

Gaspar, V., F. Gonguet, and M. Stone, forthcoming, “Perspectives on the Management of Public Wealth”.

Goodfriend M. and R. King, 2001, “The Case for Price Stability”, National Bureau of Economic Research”, Working Paper 8423

Hughes, R., J. Leslie, C. Pacitti and J. Smith, 2019, “Totally (net) Worth It: the next generation of UK fiscal rules”, Resolution Foundation
IMF, 2013, “The Functions and impact of fiscal councils”, IMF Policy Paper 2013.

IMF, 2014, “Fiscal Governance in the Euro Area: Progress and Challenges,” Euro Area Policies, Selected Issues, IMF Country Report No. 14/199.
IMF, 2018, “Managing Public Wealth”, Fiscal Monitor, October 2018.

IMF, 2020, “Fiscal Policy: Look Beyond Deficit & Debt to the Balance Sheet”, IMF Intranet article.

Issing, O., V. Gaspar, I. Angeloni, O. Tristani, 2001, “Monetary Policy in the Euro Area: Strategy and Decision-Making at the European Central Bank”, Cambridge, Cambridge University
Press.

Krebs, T., and M. Scheffel, 2013, “Macroeconomic Evaluation of Labor Market Reform in Germany”, IMF Working Paper 13/42

Mauro, M. and J. Zilinsky, 2016, “Reducing Government Debt Ratios in an Era of Low Growth”, Peterson Institute for International Economics Policy Brief 16-10.
Mauro, P. and J. Zhou, 2019, “r - g < 0: Can We Sleep More Soundly?”, draft paper presented at the 20th Annual Research Conference, November 7-8, 2019
Moreno-Badia, M., P. Medas, P. Gupta and Y. Xiang, 2020, “Debt is Not Free”, IMF Working Pape 20/1

Thomsen, P., 2018, “A Financial Union for the Euro Area”, Speech delivered at the Conference of the Belgian Financial Forum (BFF) in cooperation with SUERF - The European Money
and Finance Forum National Bank of Belgium

Woodford, M., 2005, “Central Bank Communication and Policy Effectiveness”, National Bureau of Economic Research, Working Paper 11898.

INTERNATIONAL MONETARY FUND 29



