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Abstract

The article discusses regulations of the Commulany concerning government debt. The
author presents excessive deficit procedure wrgctontained in Article 104 of the Treaty

Establishing the European Community and in thed@aiton this procedure appended to the
Treaty and in the Stability and Growth Pact. In mation the author considers main

advantages of those regulations and shows a nuafilf&aws at the stage of their practical

application.
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The basic regulations defining excessive defiaiicpdures relating to the euro area countries
are contained in Article 104 of the Treaty Estdbhg the European Community (EC
Treaty), and in the Protocol on this procedure appendeti@direaty and in the Stability
and Growth Pact.

Under the EC Treaty's Article 104, the EU membeattest are obligated to avoid excessive
government deficits. The responsibility to monitoe development of budgetary situation and
of the stock of government debt in individual memitates is vested in the European

Commission. Its objectives also include identificatof gross errors that may contribute to
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of 29 December 2006.
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budgetary difficulties, and examination of comptanwith budgetary discipline by the

member states on the basis of two criteria. Th& fg concerned with the answer to the
question whether the ratio of the planned or acgmlernment deficit to gross domestic
product exceeds a reference value. If so, the Cesiam examines in particular whether this
ratio has declined substantially and whether theegx over the reference value is only
exceptional and temporary, and the ratio remaionsecto the reference value. The second
criterion examines whether the ratio of the govesnindebt to gross domestic product
exceeds a reference value, and if so, whether \ige is sufficiently diminishing and

approaching the reference value at a satisfactacg.p

Reference values have been specified in the Protmtdhe excessive deficit procedure,
annexed to the EC Treaty, and they are: 3% forahe of the planned or actual government
deficit [deficit of general government] to grossndestic product; 60% for the ratio of
government debt [gross debt of general governntengfoss domestic product. Government
deficit should mean, as defined by ESA 9%t borrowing of the government finance sector,
that is the central government budget, regional lmedl government budgets, and social
security funds, whereas debt means total grossadetiiminal value outstanding at the end of
the year and consolidated between and within tb®seof general government. We should
observe that the imprecise wording used in the EE€afy stipulating that the ratio of
government deficit to GDP should be close to tHeremce value allows the Commission
considerable leeway in assessing the budgetatisituof a member state but it can also give
rise to controversies between this country andixamissiort. A more pragmatic and liberal
approach was used with the second criterion becdugs@reaty provisions do not explicitly
require that the ratio of government debt to thePGibould be close to the reference value.
There is only a provision saying that when theoraticeeds this value, it should diminish ‘at
a satisfactory pace’, thereby acknowledging that fct alone of the diminishing ratio of

government debt to GDP is already a positive phemam.

The detailed procedure with a view to identifyingdareducing excessive deficit, set out in

Article 104 of the EC Treaty, comprises severat#memeasures.

* European System of Integrated Economic Accounts.
® L. Oreziak, Finanse Unii EuropejskiejVarszawa, Wydawnictwo Naukowe PWN, 2005, pp. 53-54.



Step one is of preparatory character and is relaietie provision of information on their
budgetary situations by member states twice a(gat March and 1 September).

Measure two consists in the Commission examiningpdiance of budgetary discipline in
member states with the criteria referred to in @etil04, paragraph 2 of the EC Treaty. When
the Commission decides that the member state coededoes not fulfill the foregoing
requirements, the Commission prepares a reportchwbpecifies whether the government
deficit exceeds government investment expendifumad also takes into account all other
macroeconomic factors that have a balancing etfiedhe budget. It should be observed that
this report can be also prepared by the Commisdiothe member state fulfils the
requirements under the aforementioned criteriathatof the opinion that there is a risk of an

excessive deficit.

Step three is the opinion about this report isdmethe Economic and Financial Committee
If on the basis of this opinion the Commission d¢ders that an excessive deficit in a member
state exists or may soon occur, it addresses itsoppon the matter to the Council of the

European Union

Stage four under the procedure takes place whe@a@cil, acting by a qualified majority,

(and having considered any observations made byCtmmission and the member state),
decides that an excessive government deficit existaot. This decision should be made
within three months of the date of provision ofamrhation on their budgetary situation by the

member states to the Commission.

Step five is taken when the Council decides thatxaressive deficit exists. It then makes a
recommendation to the member state with a viewrittgng that situation to en end within a
given period. If the state concerned fulfils theediives of the Council, the procedure ends. In
practice, the Council usually recommends that tegcid be corrected within the shortest
period possible, and specifies two time-limits. Tinst, usually lasting four months, is given
for taking effective action by the member statee Blecond time-limit is the period after the
end of the next budgetary year, when it is possiblegenuinely correct debt unless

exceptional circumstances support a longer peridine.

® “investment” means gross fixed capital formatiendefined in the European System of Integrated &wim

Accounts.



Step six consists in the Council’'s assessment ddthen the member state has effectively
implemented its recommendations. The reductionedicd level by at least 0.5% of GDP
annually is usually regarded as effective. If tthees not happen then further procedure is
suspended and the Commission and Council only mothie efficacy of the actions taken.
Measure seven is applied when the Council estadiiat the member country has failed, in
the specified period (a maximum of four months)taie appropriately effective measures in
response to recommendations addressed to it. Usddr circumstances the Council may

make the recommendations public.

If a member state persists in failing to apply rdraemeasures, step eight may follow, i.e. the
Commission will call upon the member state conagtioetake, within a specified time-limit,
measures for the deficit reduction, which the Cduh®ems necessary in order to remedy the

situation.

Step nine consists in that the Council may applyasithe case may be, intensify one or more
of the following measures:

—to require the member state concerned to publishitiadal information, specified by the
Council, before issuing bonds and securities,

—to invite the European Investment Bank to reconsiddending policy towards the member
state concerned,

—to require the member state concerned to make aintemest bearing deposit of an
appropriate size with the Community until the exoes deficit has, in the Council’'s view,
been corrected,

—to impose fines of an appropriate size.

The Council abrogates all its decisions taken urttler procedure described here as the
excessive deficit in the member state has, in tenCil's view, been corrected. It should also
be noted that the aforementioned sanctions, inotudihe Council making its
recommendations public in connection with the esises deficit do not apply to non-

members of the euro zohe

" Article 122(3) of the Treaty.



To sum up the solutions adopted within the framéwalr the excessive deficit procedure
defined in the EC Treaty, it should be concludeat #ssentially, in keeping with their name,
they are concerned only with the effect on the govent deficit reduction while the issue of
limiting government debt as the consequence of esigient deficit is of secondary
importance. What is vital is that this procedursuases a great freedom of the member states
participating in it and the discretionary charaatémll measures and sanctions that may be
taken by the Council. This is the result of mainitag the decentralized character of
budgetary policy within the Community but it alsetermines the comparatively restricted
possibilities of imposing discipline on this polieyithin the framework of the presented
regulations. These characteristics of the Treafylegions seen as their weakness were the
reason for the adoption in June 1997 of the Stglahd Growth Pact. Its basic objective is to
strengthen the effectiveness of EC Treaty provssionthe area of eliminating excessive
deficits. The Pact consists of three elements:

1) Resolution of the European Council adopted at ieeting in Amsterdam on 16 June
1997, in which member states undertook to take measaresder to attain, in the medium-
term perspective, the situation close to a budgetiierium or budget surplus.

2) Council Regulation No. 1466/1997 on the strengthgmf the surveillance of budgetary
positions and the surveillance and coordinatiore@inomic policie termed “preventive’,
which contains solutions intended to prevent exeeseficits.

3) Council Regulation No. 1467/1997 on speeding up dadfying the implementation of
excessive deficit procedurzalled “repressive” or “deterrent”, which is thetialization of
provisions of Article 104, EC Treaty, both in respef detailed application rules and

sanctions to be imposed.

The Stability and Growth Pact covers all EU cowsrbut its repressive part applies only to
the euro area countries (subject to derogatiorpasifeed by general rules in the EC Treaty).
Because the two aforementioned regulations areafuedtal to the Pact, we can say that it is
an intergovernmental agreement in its basic forpwlale the Council resolution defines the
general philosophy in applying its provisions. Asgards the preventive part, of great

importance is the obligation of the euro area coemto prepare stability programs of several

® Resolution of the European Council on the Stabdlitd Growth Pact (Amsterdam, 17 June 1997) , {affic
Journal C 236 of 02.08.1997.

® Council Regulation (EC) No 1466/1997 7 July 1997 on the strengthening of the suraeide of budgetary
positions and the surveillance and coordinatioaaminomic policies, Official Journal L 209 of 02.0897.

1% Council Regulation (EC) No 1467/1997 of 7 July 19 speeding up and clarifying the implementatién
the excessive deficit procedure, Official Journ&Q9 of 2 August 1997.



years’ duration and of the remaining EU countriesdtaw up convergence programs. The
feature that both these programs share is the aildig to define the objectives relating to
government deficit and government debt with the nmeconomic assumptions adopted by the
member state concerned for particular years ofptveod covered by the program, such as:
real GDP growth, inflation rate, unemployment ratee size of government investment
spending, etc. Moreover, the countries that dravearprergence programs should include in
them medium-term objectives of money policy andrabterize the effect of exchange rate

policy on the implementation of these objectives.

These programs are submitted to the Commissionhe dutumn at the time when
governments present their budget assumptions ton@iparliaments. They cover a five-year
period: the current budgetary year, next year angetsuccessive budgetary years. They are
subject to the Council’'s assessment after consigehe opinions of the Commission and the
Economic and Financial Committee. In particularg t@ouncil examines whether the
objectives of budgetary policy intended by the goweent do not threaten to produce
excessive deficits and whether they comply withBihead Economic Policy Guidelinésid
down in Article 99 of the EC Treaty and passed afiplby the Council. It is also essential
that they meet the requirements under the so-c@laste on the content and form of stability
programs (the point is especially the conformityrdbrmation and figures contained in them
with the standards used under the European Systekeanunts™ If significant objections
are raised, the Council requests individual mendmemtries to effect corrections in their
stability programs.

The Pact’s “repressive part” specifies the detdilexcessive deficit procedure and the system
of sanctions against the countries that allow saudeficit. Under the Pact’s provisions, the
government deficit higher than a reference value3@ of GDP may be regarded as
exceptional and temporary (and ultimately carrymg sanctions) in two cases. The first
relates to the situation when the deficit is th&euheof exceptional events that are outside the
control of the member state concerned and havegaifisant effect on the general
government balance. The second case occurs wheuetiet is the result of a severe
economic downturjunderstood as an annual real decline of GDP Isaat 2%. At the same

time it has been assumed that where a GDP dediméthin the 0,75% to 2% range, the

! See moreFormat and content of stability and convergencegpams,“European Economy” no. 3 , 2002, pp.
239-247.



Council itself makes a discretionary decision whketihe exceeding of the admissible deficit
level can be regarded as exceptional, whereas ewddecline of the real GDP is lower than

0,75%, this constitutes no grounds for regardimgetkicess over the deficit limit as temporary.

Having taken the foregoing circumstances into astan the situation when a member state
has not met the Council's previous recommendatem$ persists in failing to correct the
excessive deficit, the Council may decide to impsesections on the state concerned. In the
first place, these are in the form of a non-intebesaring deposit, which should be made with
the Commission by the state, which allows suchfeitderhe deposit consists of the constant
part (the size of 0,2% of GDP) and the variablet far the amount of one tenth of the
difference between the actually existing deficit dhe reference value of 3% of GDP). The
two parts of the deposit can be a maximum of 0,5% e GDP of the country that should
make it. The deposit is returned when the defietlides below 3% of GDP. It is interesting
that if within two years of the issuance of the iden on making a deposit the excessive
deficit is not corrected, the deposit will be faotéel to the Community, thus becoming an

actual punishment.

To sum up the discussion on the regulations ofGbemunity law concerning government
debt, it should be said that while the idea ofadtrcing them appears right and necessary,

they show, regrettably, a number of flaws at tlagetof their practical application.

Their main advantage is that they obligate EU mermsbantries to deal with their budgetary
policy in a medium-term perspective or while anremuic cycle lasts. With regard to the
euro area countries, the main objective of thelegguns lies in attaining balance or surplus in
the budgets. Compliance with these recommendati@ans, in practice, creating large room
for necessary maneuver in order to avoid an exeesificit under the circumstances of a
severe economic downturn, and to enable the seetalitomatic stabilizers of the economic

situation to work properly”

It should be noted at this point that during thekvon the Maastricht Treaty, the possibility
was considered of taking into account, in the assest of the general government balances

of the member states, not only the economic camdibut also the nature of government

2 The implementation of the Stability and GrowthtP4ECB Monthly Bulletin”, May 1999.



expenditure the incurring of which results in exres debt. It was proposed that a deficit
which serves to finance government investment lparceed as justified while it would be

inadmissible to use it to finance current expenditThis idea was eventually not included in

the EC Treaty’'s clauses, however, some of its atsnean be found in the provisions under
Article 104, paragraph 3, from which arises theigatlon for the Commission to compare,

while assessing the compliance with government bielils by the member state concerned,
the level of government deficit with the size ofvgmmment investment expenditure. It should
however be explicitly stated that this criterioroigdly of subsidiary importance and the fact of
incurring high investment expenditure cannot besm®red an exceptional circumstance
justifying the excess over the reference value%fd GDP because in such cases this would

lead to excessive and unreasonable increase exgenditure of this kind

One of the emphasized fundamental advantages &@dhemunity law regulations on general

government debt is their high flexibility. It is sured already at the initial stage when the
deficit exceeding 3% of GDP can be considered aslbies when it is the result of

exceptional, objective random events or an econafoignturn. Later, at the stage of the
procedure against the state, whose negative gegerarnment balance was judged as
excessive, it is possible to take into account ispeacumstances while specifying the time-
limit for its correction. This flexibility is highf significant because it is not possible to cover
with one simple legal rule all possible politicaldaeconomic situations that may occur at the

stage of budget implementatith.

At the same time, the system of disciplining theoearea countries, provided for in the EC
Treaty and the Stability and Growth Pact, is charsmed by the gradual intensification of
measures, which are implemented with a view to gmérg excessive debt and combating it.
The least severe are those consisting in makingcantmendation by the Council to the
member state and possibly making it public, while strictest ones include the requirement
to make a non-interest-bearing deposit, and itkeitore to the Community in the extreme

case.

The advantages of implementing the excessive tlgffocedure also include prevention of

situations where the reckless budgetary policy aie countries would carry adverse

13| . Oreziak, Finanse Unii Europejskiejop. cit., p. 64.
1 SeeThe excessive deficit procedur&ECB Monthly Bulletin”, June 2003.



consequences for the remaining EU states in time &rstimulation of inflation and increased
interest rates on the single European market, whioght contribute to weakening the

effectiveness of the European Central Bank’s mqudigy.

Despite the largely favorable assessment of theewfentioned legal solutions, the EU
member states signal a number of doubts and diffisuin their practical applicatiol?. The
basic ones are that these procedures limit theilplitys of lowering taxes in order to
stimulate the economic situation, which is espéciahfavorable, given the fact that the
countries with the lowest economic development héreehighest government deficit at the
same time. Consequently, the imposition of severalpies will not produce proper results in

their case anyway.

It is also interesting that the member states tendclude in their stability and convergence
programs too optimistic assumptions on the antieghaate of economic growth for next
years, which results in a failure to attain theemited objectives concerning the general
government balance. Moreover, adjustment measueessaially applied at the every end of
the period covered by a program, which weakens #ffactiveness. A number of difficulties
are also connected with the possibility of obtagnand assessing data related to budgetary

situations.

It is also stressed that the ineffectiveness ofetteessive deficit procedure is justified by the
pressure caused by multilevel surveillance by Elstitutions over the practical

implementation of the procedure.

Taking the foregoing weaknesses into account, dudiscussions on the reform of EU
institutions and the shape of the EU Constitutieatious changes in the existing legal
regulations were suggested. They would consigty ialia, in introducing the requirement of
annually improving general government balance endbuntries with an excessive deficit by
a certain amount specified in advance. There wisesaggestions that more emphasis be put
on the question of the level of general governnuatit, especially in the countries where it
exceeds the reference value of 60% of GDP. In tlooetries, stability programs being

prepared should include strategies for debt redndielow this value. It was also postulated

!> See:implementing the Stability and Growth Pa¢Public Finance in EMU”, European Commission 200



that the EU member states must necessarily comfly thee requirements relating to the

collection and passing to the Commission, of cotepéand reliable data characterizing their
budgetary situation. It was also indicated th& ftossible to exclude some expenditure while
calculating the amount of the government defic, ¢he expenditure related to the financing

of the armed forces or education.

As a result of the aforementioned objections, tl&OEIN Council presented the report
“Improving the implementation of the Stability and@th Pact” on 20 March 200%, which
became the basis for reforming the previous leghitions in force, the reform consisting in
amending Regulations nos. 1466/19%hd 1467/199%%. The amendments introduced relate,
inter alia, to the possibility of differentiatingedium-term macroeconomic objectives so that
they could give up the requirement that the budgepasition be close to equilibrium or
show a surplus. When calculating the admissibleegonent deficit level, a safe margin for
exceeding it was taken into account, accordinghahkvit would range from -1% GDP to the
state of equilibrium or a budgetary surplus (b thart of the deficit, appropriately corrected,
which is cyclically determined)® The reform also consists in taking into accountthe
assessment of implementation by the EU membersstdtéheir convergence programs, the
structural reforms carried out by these states aitew to long-term lowering of government
expenditure (e.g. reforms of the pension systeing. dbligation to correct the deficit by 0,5%
of GDP annually was explicitly specified, takingwever into account the principle that in
the period of prosperous economy the “adjustméptté should be greater in this respect
while during a recession — smaller. Longer procaldtime-limits and time limits for taking

remedial measures were introduced.

Literature:

[1] Treaty Establishing The European Commun{gonsolidated version incorporating
the changes made by the Treaty of Amsterdam andiceelated acts, signed at Amsterdam
on 2 October 1997 and incorporating the amendmeatie by the Treaty of Athens, signed
on 16 April 2003) Official Journal C 321E of 29 December 2006.

% “Improving the implementation of the Stability ana@th Pact”, Document COM (2004) 581.

" Council Regulation (EC) No 1055/2005 of 27 Jun®®@mending Regulation (EC) No 1466/97 on the
strengthening of the surveillance of budgetary tpmss and the surveillance and coordination of ecaio
policies

18 Council Regulation (EC) No 1056/2005 of 27 Jun@®amending Regulation (EC) No 1467/97 on speeding
up and clarifying the implementation of the excessleficit procedure, Official Journal L 174 of 7.2005.

19 More on this subject: A. Nowak-Fad?akt Stabilnéci i Wzrostu. Funkcje, dziatanie i przys#ipWyd. C. H.
Beck, Warszawa 2007, pp. 86-94.

10



[2] Protocol on the excessive deficit procedure (nd.a2dexed to the EC Treaty.

[3] Resolution of the European Council on the Stabditg Growth Pact (Amsterdam, 17
June 1997) , Official Journal C 236 of 02.08.1997.

[4] Council Regulation (EC) No 1466/1997 of 7 July 19897 the strengthening of the
surveillance of budgetary positions and the suewete and coordination of economic
policies, Official Journal L 209 of 02.08.1997.

[5] Council Regulation (EC) No 1467/1997 of 7 July 1@8speeding up and clarifying
the implementation of the excessive deficit proced®fficial Journal L 209 of 2 August
1997

[6] Council Regulation (EC) No 1055/2005 of 27 June22@fending Regulation (EC)
No 1466/97 on the strengthening of the surveillaméebudgetary positions and the
surveillance and coordination of economic policies

[7] Council Regulation (EC) No 1056/2005 of 27 JuneZ@tending Regulation (EC)
No 1467/97 on speeding up and clarifying the imm@etation of the excessive deficit
procedure, Official Journal L 174 of 7.07.2005.

[8] Format and content of stability and convergencegPams,“European Economy” no.
3, 2002, pp. 239-247

[9] Implementing the Stability and Growth PatlPublic Finance in EMU”, European
Commission 2007.

[10] Improving the implementation of the Stability andowh Pact, Document COM
(2004) 581.

[11] Nowak-Far A.,Pakt Stabilnéci i Wzrostu. Funkcje, dziatanie i przys#gtpWarszawa,
Wyd. C. H. Beck, 2007, pp. 86-94.

[12] Oreziak L., Finanse Unii EuropejskiejWarszawa, Wydawnictwo Naukowe PWN,
2005, pp. 53-54.

[13] The excessive deficit procedurdeCB Monthly Bulletin”, June 2003.

[14] The implementation of the Stability and GrowthtPdeECB Monthly Bulletin”, May
1999.

Contact-email:

katarzyna@rw.taninet.pl

11



