
Marke
invest

Towards new fiscal rules in Europe   
After years of dormant peripheral risk, the recent resurgence of fragmentation issues in Europe, 

amid rising stagflationary risks at a time of Central Banks committing to tame inflation, puts the 

delicate fiscal and monetary equilibrium under the spotlight. When facing a higher inflationary 

regime, we call for a new set of fiscal rules designed to overcome the limits of the old overly rigid 

one size-fits-all framework.  

 The implementation of some rules seems realistic: the focus on a spending rule rather than 

on structural deficits, together with a larger use of stochastic debt sustainability analysis.  

 Others can also probably be agreed: a stronger role for Independent Fiscal Institutions, 

positive incentives in terms of access to EU funds, more distinction between current and 

investment spending, and a closer interaction of fiscal and macroeconomic surveillance.  

 There are rules that will be more challenging to achieve: an orderly sovereign default 

process and a blue debt / red debt system would involve very complex transformations, 

with many issues needing to be resolved in terms of governance, the treatment of legacy 

debt and interaction with other EU fiscal and monetary instruments.  

Nonetheless, even limited reforms to EU fiscal rules could help reduce the specific “institutional 

fragility and complexity” risk premium that European assets (public, yet also private sector ones) 

carry in comparison to their equivalents in other regions. 

CURRENT EU FISCAL RULES: A JOURNEY TO A DEAD-END

Over the years, markets have developed their own narrative, fuelled much less by EU fiscal rules than by their 

evolving beliefs regarding EU institutions’ reaction functions. The EU was trusted to deploy emergency fiscal safety 

nets, the ECB would act as a lender of last resort and compress peripheral spreads, and even that the union could 

also move towards jointly issued debt. This led to a containment of redenomination risk premia (on government 

bonds, but also on corporate bonds and equities) and to a preference for relative value over directional strategies. 

Co-movement and co-integration across member countries’ sovereign bonds was strong as investors arbitraged 

value (notably between BTP and Bund) around a perceived equilibrium. 
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In a more inflationary regime, 
he use of fiscal space must be 
rule-based and designed to 

promote a cooperative game 
between monetary and 
1

budgetary policies.” 
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The equlibrium estimate was based on the 
assessment of the maximum yields and 
spreads that the ECB would tolerate before 
intervening. In the new post-COVID 
inflationary regime, investors need to adapt 
to a context where the cooperative game 
between monetary and fiscal policy can no 
longer be taken for granted.  

We will likely see continued uncertainty 
leading to persistently higher bond volatility 
as long as markets weigh the possible 
outcomes. In fact, we could see a new 
Volcker moment of extreme monetary 
tightening to tame excessive inflation or, 
conversely, a “back to the 70s” scenario, 
where central banks would let inflation (and 
inflation expectations) run away.  
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at the future evolution of the (currently suspended) EU fiscal rules will entail is further adding to this uncertain 
kdrop. Those rules now appear more suboptimal than ever, both in economic and political terms. From an 
nomic standpoint, the focus on deficits has long been problematic, having built in pro-cyclical features. Politically, 
many breaches of the rules have damaged their credibility, while most governments’ attitudes have become 
ocritical in the hope they will not be fully reinstated amid fears this could cause new recessions.  

REE CAVEATS REGARDING A NEW SET OF RULES 

 topic of how to revamp EU fiscal rules has been well researched, both before and after COVID. Strong ideas 

e emerged to build a consensus on proposed changes, both in the investor community and in the wider society. 

ever, before moving to recommendations, a few caveats need to be highlighted. 

t, public debt sustainability is a probabilistic outcome. The variables within the standard debt sustainability 

ation (debt to GDP ratios, nominal interest rates on debt inventory, nominal GDP growth and primary surplus to 

P ratio) influence each other through dynamic and complex linkages, including policy reaction functions heavily 

enced by each country’s political preference. Under certain assumptions regarding these variables, practically 

 debt level can become sustainable or unsustainable. Thus, while basic debt and deficit rules are too simplistic, 

fixed set of rules, however complex, can guarantee debt sustainability, or even a high probability thereof. A 

ntry-specific stochastic analysis, forecasting the probability of various outcomes under different conditions 

luding a stress test approach analogous to that conducted in the private financial sector) is thus the right 

roach. 

es remain necessary and are preferable to pure “standards”. Abandoning the very principle of rules 

gether would be challenging, while a pure “standards” approach (defined as “general objectives of debt 

tainability, qualitative prescriptions that leave room for judgment, and a codified process to decide if the standards 

 met”) with no ex-ante rules may open the door to too much flexibility and moral hazard. Moreover, it would likely 

mpossible to sell to Northern European countries, and even more so with a compromise that would also make 

m for more fiscal space specifically devoted to the pursuit of European public goods.  

es need to be part of a political, institutional and cultural deal within each country while, at the same time, 

g politically workable across countries. Much more than monetary policy, fiscal policy choices and the 

eption of these have a decisive role on many aspects of citizens’ lives and expectations. Rules should thus be 

erstandable and, to some extent, country-specific. In terms of EU-wide agreement, while the bar is high for 

nging the Treaty on the Functioning of the European Union (TFEU) Treaty (the “primary” legislation), there is 

e scope for changing the rules and processes governing its interpretation (the “secondary” legislation).
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A NEW FRAMEWORK FOR EU FISCAL SURVEILLANCE 

Based on the above caveats, we believe that the EU fiscal surveillance framework could and should be amended 

along the following lines: 

PROPOSAL ADVANTAGE

The “primary” 3% deficit / GDP and 60% debt / GDP 
rules could be interpreted as very long-term targets 
only, while the “secondary legislation” governing the 
adjustment process could be modified to make room 
for country-specific, medium-term optimal debt targets 
based on stochastic debt sustainability analysis. A 
spending rule would then ensure that public 
expenditures do not rise more than potential GDP 
growth (if no adjustment is needed) or less (if 
adjustment is needed). This rule could also make room 
for an adjustment account that would capture limited 
deviations, to be drawn or paid down in subsequent 
years. 

The main advantage is that this 
proposal does not have the pro-
cyclicality of the current deficit rules. It 
is also much easier to communicate 
(compared to the rules based on the 
unobservable structural deficits that 
are part of the “secondary” 
legislation).  

While this proposal may open the door to moral hazard, 
we note that a public investment strategy needs to 
overcome many more obstacles than just those of its 
financing (notably bureaucratic and political decision 
and implementation challenges). Spending rule 
exemption clauses could be tied to supply-side reform 
commitments and be dependent on the magnitude of 
investment schemes financed at the EU level. There 
could be the possibility of a privileged access to those 
EU funds for fiscally compliant countries. 

Due to its different implications for the 
future (as public capital formation 
should lead to higher output and 
taxes over the long term), there is a 
strong case that investment spending 
should be treated differently from 
current spending.  

There is room to give more teeth (including the power 
to reject the budget, at least temporarily) to 
Independent Fiscal Institutions supervised by an EU 
institution that would define common methods and 
process. Giving the European Court of Justice 
jurisdiction over breaches of fiscal rules (which is not 
currently the case, but has been proposed) is probably 
not appropriate, as, given the potential of many 
international spill overs of a sovereign default, an intra-
governmental process should retain the final word.   

This proposal would overcome the 
weaknesses of the current sanction 
process that is considered 
counterproductive, as sanctions 
would hit countries likely to already be 
in a dire economic and financial state, 
exacerbating the risk of extreme 
politicisation of the topic. 

The debt issued by a country in accordance with EU 
rules (essentially the debt up to 60% of GDP) would be 
senior (possibly with some guarantees from the rest of 
the EU) while the excess debt would be junior. To 
maintain the sanction principle, the junior debt would 
be ineligible to ECB QE operations and disincentives 
should help to minimise its holding by the banking 
system. An orderly sovereign default process would 
also need to be set up (only for the junior debt). 

A “blue debt / red debt” system would 
create an ex-ante, built in and non-
politicised de facto sanction system. 
The non-compliant country would 
have to pay higher interest rates yet 
to be determined by the market and 
with no ex-post decision by the EU. 

As fiscal adjustment is likely to have implications for 
intra-EU current accounts and changes in relative 
competitiveness, this should be factored in when fiscal 
recommendations are formulated (for instance, 
adjustment recommendations should be toned down in 
case they may increase an already oversized current 
account surplus vis-à-vis other Euro member states).   

This would strengthen the EU’s 
macroeconomic surveillance process 
that today is not robust enough and 
insufficiently focused on the problem 
of creditor / debtor status that euro 
countries build vis-à-vis each other. 

Replace
most deficit-

based rules with a 
spending rule and 
adopt country-
specific, medium-
term debt targets. 

1

Exclude
 some 

investment in 
public goods from 
the spending rule, 
despite the 
undeniable risks 
and challenges.

2

Strengthen 
control and 

governance by 
giving more 
powers to 
Independent 
Fiscal Institutions 
(IFI).

3

 Explore the 
 possibility of 

a two-tier debt 
system and of an 
orderly sovereign 
default process.

4

 The fiscal 
 and 

macroeconomic 
surveillance 
processes should 
be brought closer 
together.

5
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IMPLICATIONS FOR INVESTORS: POSITIVE FOR EURO ASSETS, THROUGH 
SEVERAL CHANNELS 

Even limited reforms to EU fiscal rules can have implications on the way investors consider the region.  

 First, new rules that would be more credible and less pro-cyclical at the same time should contribute to 

reducing, at least to a limited extent,  the specific “institutional fragility and complexity” risk premium

that European assets (public, yet also private sector ones) carry in comparison to their equivalents in other 

regions.  

 Second, by reducing fiscal dominance, and allowing monetary policy to focus on price stability (with some 

room for counter-cyclical stimulus), revamped rules would open the way to a more balanced (even 

though not necessarily always cooperative) interaction of fiscal and monetary policies. While 

investors would probably continue to factor in the ECB’s safety net for some time when betting on maximum 

yield divergence, this should gradually fade in favour of a more classic mind-set where they focus again on 

sovereign issuers’ specific economic and financial characteristics. Restoring credibility for the rule-

based framework would also reduce the risk that investors generate sunspot equilibria, based on 

misguided or unstable expectations regarding the EU’s response to new episodes of economic or 

financial stress.  

 Finally, rules allowing an increase in investment spending, conditioned by reforms should also have 

positive spill overs on economic growth expectations over time. From a sectoral standpoint, assets 

related to new EU public goods and targets of investment programmes (such as environment, sovereignty 

and defence), should also benefit. 

For an in-depth analysis of the topics covered in this paper see also the Themes in-depth paper by the same authors 

https://research-center.amundi.com/article/towards-new-set-fiscal-rules-europe-investor-view
https://research-center.amundi.com/article/towards-new-set-fiscal-rules-europe-investor-view
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In an increasingly complex and changing world, investors have expressed a critical need to better understand their environment 
and the evolution of investment practices in order to define their asset allocation and help construct their portfolios. Situated at 
the heart of the global investment process, the Amundi Institute's objective is to provide thought leadership, strengthen the advice, 
training and daily dialogue on these subjects across all assets for all its clients – distributors, institutions and corporates. The 
Amundi Institute brings together Amundi’s research, market strategy, investment insights and asset allocation advisory activities. 
Its aim is to project the views and investment recommendations of Amundi.

https://research-center.amundi.com/
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MPORTANT INFORMATION 

his document is solely for informational purposes. This document does not constitute an offer to sell, a solicitation of an offer to buy, or a 
ecommendation of any security or any other product or service. Any securities, products, or services referenced may not be registered for sale 
ith the relevant authority in your jurisdiction and may not be regulated or supervised by any governmental or similar authority in your jurisdiction. 
ny information contained in this document may only be used for your internal use, may not be reproduced or redisseminated in any form and 
ay not be used as a basis for or a component of any financial instruments or products or indices. Furthermore, nothing in this document is 

ntended to provide tax, legal, or investment advice. Unless otherwise stated, all information contained in this document is from Amundi Asset 
anagement S.A.S. and is as of 21 July 2022.  

iversification does not guarantee a profit or protect against a loss. This document is provided on an “as is” basis and the user of this information 
ssumes the entire risk of any use made of this information. Historical data and analysis should not be taken as an indication or guarantee of any 
uture performance analysis, forecast or prediction. The views expressed regarding market and economic trends are those of the author and not 
ecessarily Amundi Asset Management S.A.S. and are subject to change at any time based on market and other conditions, and there can be no 
ssurance that countries, markets or sectors will perform as expected. These views should not be relied upon as investment advice, a security 
ecommendation, or as an indication of trading for any Amundi product. Investment involves risks, including market, political, liquidity and currency 
isks. Furthermore, in no event shall Amundi have any liability for any direct, indirect, special, incidental, punitive, consequential (including, without 
imitation, lost profits) or any other damages due to its use.  

ate of first use: 22 July 2022.  

ocument issued by Amundi Asset Management, “société par actions simplifiée”- SAS with a capital of €1,143,615,555 - Portfolio manager 
egulated by the AMF under number GP04000036 - Head office: 91-93 boulevard Pasteur, 75015 Paris - France - 437 574 452 RCS Paris -
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