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¢ EU Finance Ministers have finally agreed on new fiscal rules
¢ We answer the top 10 questions we have received from clients

¢ Overall, we don’t see much of an impact on the fiscal stance
in 2024, but some countries could face challenges in 2025

A deal, at last

On 20 December, EU finance ministers agreed a new set of EU fiscal rules. The main
aim of the reforms was to simplify the rules, improve their enforceability and — as a
result — credibility, while promoting greater compliance by countries. In this note, we
answer the 10 questions we have received most frequently from our clients:

How do the new rules work?

What are the main changes from the old rules?

How do the new rules compare to the initial Commission proposal?
What are the next steps to ratify the rules?

When will the new rules be implemented?

What do they mean for the eurozone fiscal stances in 2024 and 2025?
Which countries could be affected most?

What could be other implications of a country being in an EDP?
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Could we see more fiscal tightening in Germany in 2024?
10. What could be the consequences of Italy not ratifying the ESM Treaty?

A positive development, but not a game changer

In a nutshell, the new rules move towards a greater focus on the more observable net
primary spending (ie, stripping out interest payments, cyclical components of spending
and structural revenue changes) and away from targets based on a top-down cyclical
adjustment of the deficit. We see this as positive given how hard it is to measure the
output gap in real time, albeit the new metrics still leave some margin for interpretation.

The deal is based on the proposal made by the European Commission (EC) in spring
2023, but also reflects several requests and red lines from EU member states. These
have increased the complexity of the rules and introduced, in our view, the potential
for conflicting targets and metrics, which could create some confusion.

We don'’t think the new rules will have a bearing on eurozone fiscal policy in 2024,
particularly given the European Parliament elections scheduled for early June. In 2025,
high-debt and high-deficit countries could face tough consolidation challenges. But in
practice, a number of exceptions already carved out should limit the extent of the fiscal
consolidation required. As former EC director and author of the initial EC proposal
Lucio Pench put it, “the impression is that countries such as France and Italy have
accepted some commitment that would not be binding in the short term, in the
conviction that it will never be applied.” (FT, 20 Dec 2023). Time, as always, will tell.
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New EU fiscal rules — how they work and do they matter?

1. How do the new rules work?

Countries with deficits higher than 3% of GDP will enter into an Excessive Deficit Procedure
(EDP) — the so-called “corrective arm”, in line with the old rules. They will be given a four-year
trajectory for net spending (spending stripping out interest payments and cyclical components of
spending, such as unemployment benefits and structural changes to revenues, such as tax
rises) by the European Commission (EC). This is extendable to seven years if a country
commits to undertaking reforms to enhance debt sustainability.

Countries in an EDP will have to achieve a minimum structural adjustment of 0.5% of GDP per
year. In the period 2025-27, however, the adjustment will be measured on the primary balance,
rather than the overall balance, to account for higher interest payments. Defence spending will
also be taken into account to assess compliance with the spending rule. There are no specific
exceptions for public investments, other than only a limited exclusion for projects funded by the
NGEU fund and national co-financing of EU funds in 2025 and 2026.

For countries with deficits lower than 3% of GDP, what happens next depends on the debt ratio.
If countries have a debt-to-GDP ratio higher than 60%, the EC will provide a four (or seven) year
trajectory based on debt sustainability analysis (DSA). Countries with debt-to-GDP ratios
between 60% and 90% will have to achieve a debt reduction of 0.5% of GDP per year on
average over the adjustment period (the so-called “debt safeguard”). For countries with debt-to-
GDP ratios higher than 90%, the adjustment is 1%. To assess compliance, the EC will establish
a “control account” — if a country deviates from the net expenditure pathway by more than 0.3%
of GDP in a year (or by more than 0.6% of GDP cumulatively), it will go into an EDP.

Further, there will be a “deficit safeguard”, whereby countries should achieve a buffer (1.5% of
GDP) below the 3% of GDP deficit threshold, to ensure there is fiscal space when needed
without crossing 3%. Effectively, this means that the primary deficit should be 1.5% of GDP by
the end of the adjustment period. To achieve that, the annual adjustment required is 0.25-0.40%
each year (again, excluding interest in the period 2025-27).

If these different rules lead to slightly different adjustment requirements for countries, the EC will
likely determine the rule that will apply at the start of each adjustment period.

Countries not complying with the EDP can be fined up to 0.05% of GDP every six months (to a
maximum of 0.5% of GDP cumulatively). This is lower than previous fines (up to 0.5% of GDP
every six months), but possibly more credible, as previous fines were never implemented.

2. What are the main changes from the old rules?

The main aim of the reforms is to simplify EU rules, improve their enforceability, and to promote
greater domestic ownership of the rules by introducing country-specific requirements. The new
rules also aim to move away from targets based on cyclical adjustment of the budget balance
and focus more on net primary spending (ie, spending stripping out interest payments, cyclical
components, such as unemployment benefits, and structural revenue changes).

In practice, little changes for countries with deficits higher than the Maastricht limit of 3% of
GDP, with the minimum structural adjustment remaining at 0.5% of GDP per year (albeit with
the exception of the period 2025-27, when it will be measured on the primary balance).

The main changes are to the debt-reduction rule. Under the old rules, countries with debt-to-
GDP ratios higher than the Maastricht limit of 60% had to reduce them by 1/20™ of the
difference between their debt levels and 60% each year. As this would require an unrealistic
level of debt reduction — nearly 4% of GDP for Italy, for instance — and therefore annual fiscal
adjustments for some countries, it was rarely enforced, undermining its credibility.
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The new rules set out country-specific paths for net spending-embedded in the country’s overall
reform plans, aiming for more realistic debt reduction over the adjustment period, which should
improve enforceability and also compliance by the countries.

1. The new EU fiscal rules in a nutshell

| Deficit higher than 3% of GDP | | Deficit lower than 3% of GDP |7

| Excessive Deficit Procedure (EDP) |<— | Debt over 60% of GDP | | Debt below 60% of GDP |

A

Set a net primary expenditure Set a net primary expenditure trajectory | No requirements |

trajectory (4 or 7 years) based on (4 or 7 years) based on individual debt

individual debt sustainabilty analysis sustainabitty analysis (DSA)
+ +

Minimum annual adjustment of 0.5% DEBT SAFEGUARD :

of GDP (for primary deficit in 2025-27) - If debt between 60% and 90%, need to

reduce it by 0.5% on average per year
- If debt over 90% of GDP, need to
reduce it by 1% on average per year

Failure to comply >>> fines of up to T
0.05% of GDP per year, cumulating to
a maximum of 0.25% of GDP DEFICIT SAFEGUARD :

If deficit higher than 1.5% of GDP, should
reduce it by 0.25%-0.4% of GDP per year
until it shrinks to 1.5% of GDP.

—l Failure to comply

Source: European Commission, Bruegel, HSBC

3. How do the new rules compare to the initial Commission proposal?

The new rules are based on the EC proposal from April 2023, but two main changes where
introduced to the deficit and debt safeguards to satisfy individual countries’ demands and red lines.
First, the deficit safeguard effectively introduces a deficit target of 1.5% of GDP, which could be
challenging for high-debt countries with high interest spending. For instance, a country such as
Italy, which the EC expects to spend 4.5% of GDP in interest payments by 2025 (chart 2), might
have to run a primary surplus target of over 3% of GDP, which it has never achieved historically.

2. A deficit of 1.5% of GDP could require hefty primary surpluses in some countries
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' See https.//economy-finance.ec.europa.eu/publications/new-economic-governance-rules-fit-future_en
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Second, relates to annual debt reduction during the adjustment period (0.5% or 1%, depending
on whether the debt is lower or higher than 90% of GDP). In the initial EC proposal, countries
would have had to put debt on a downward trajectory only by the end of the adjustment period.
In the final compromise, debt has to fall during the adjustment period, which will be considerably
more challenging for some countries, forcing them to front-load fiscal adjustment (even if this is
partially offset by focusing on primary deficits in the period 2025-27). A growth downturn during
the adjustment period could make this even more challenging.

4. What are the next steps to ratify the rules?

The EC will now amend the initial regulation proposal from April, which will then have to be
formally approved by the European Council and the European Parliament (EP). On fiscal
matters, however, the role of the EP is limited as it does not have the power to introduce
amendments to the proposal, for instance, so its ratification should be relatively straightforward.

5. When will the new rules be implemented?

The new rules should not have a bearing on 2024. In November 2023 when assessing the 2024
draft budgets submitted by eurozone countries, the EC found that four countries (Belgium, Finland,
France and Croatia) “risk not being in line with the Council Recommendations” of July 2023 in
terms of fiscal policy stance, while another nine (Austria, Germany, Italy, Luxembourg, Latvia,
Malta, Netherlands, Portugal and Slovakia) were not “fully in line” with the recommendations.

The former is considered worse than the latter; therefore, the EC invited Belgium, Finland,
France and Croatia “to take the necessary measures within the national budgetary process to
ensure that fiscal policy in 2024 will be in line” with the recommendation, while for instance Italy,
Latvia and the Netherlands were “invited to stand ready to take the necessary measures”.
However, there was no immediate requirement for these countries to act, as there was no
outright rejection of the draft budgets, which would have necessitated countries to submit
amended budgets.

So in practice, the can is kicked down the road to the next EC fiscal assessment, in spring
2024, following the submission of each country’s multi-annual budgetary plan in April, when the
EC will see how the situation has evolved relative to its current forecasts. At that stage, the EC
is likely to put forward a proposal for several countries to enter into an EDP, which would then
have to be approved by the European Council. As things stand, at least nine eurozone
countries, which the EC expect to have a deficit higher than 3% of GDP (chart 3), should enter
into an EDP. But with the EP election scheduled for 6-9 June, it seems unlikely that this would
happen before July, possibly even later, depending on how long it takes to form a new EC. So it
might be too late for the EC to request an in-year fiscal adjustment for 2024.

3. The EC expects nine eurozone countries to have deficits higher than 3% in 2024
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Therefore, it seems more likely that the axe will fall on 2025, when the EC might request fiscal
adjustments in line with the requirements of the new rules, which would be assessed at the time
of the submission of the draft budgetary plans in autumn (15 October deadline).

6. What do they mean for the eurozone fiscal stances in 2024 and 2025?

In its latest forecasts, the EC expected a contractionary fiscal stance for the eurozone in 2024, with
an improvement in the structural primary balance (ie, after stripping out interests and the impact of
the economic cycle) of 0.6% of GDP. The ECB made a similar assessment in December 2023.

However, in Italy, that consolidation would be about only half without the change in ‘Superbonus’
accounting (a housing tax credit worth 1.8% of Italy’s GDP in 2023 and expiring next year).
More fundamentally, the bulk of consolidation is set to be made up of savings on energy support
measures owing to lower energy prices with little negative impact on growth. Some countries have
been recycling part of the energy savings into other forms of support.

As a result, we expect only a very small net tightening of domestic fiscal policy in 2024 (chart 4) with
a risk of fiscal slippage if economic growth disappoints. Further, based on their 2024 budgetary
plans, we estimate that countries across the eurozone are expecting to spend over 0.4% of GDP
of grants under the Recovery and Resilience Facility (RRF) in 2024, further supporting public
investment. So we see a mildly expansionary fiscal stance in 2024, which should not be
affected by the new EU fiscal rules.

For 2025, we also see only modest domestic fiscal tightening, again largely offset by RRF grant
spending. However, we see a risk of further tightening because countries under and EDP could
be requested to make greater fiscal adjustments (despite the exception already granted under
the new rules for the 2025-27 period, which reduces the extent of the adjustment needed to
account for higher interest payments, which should limit the risk to some extent).

4. We expect only modest tightening of domestic fiscal policy in 2024 and 2025
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7. Which countries could be affected most by the new rules?

Overall, the countries with higher deficits — and well above the 1.5% medium-term target — could
face a tough consolidation challenge. The inflation-related boost to revenues is now over, while
spending — particularly on inflation-indexed items, such as pensions and public-sector salaries —
is catching up. In addition, rising borrowing costs are eating away at fiscal space (despite being
accounted for under the rules, at least for the period 2025-27).

A considerable amount of fiscal tightening might still be needed to reduce debt-to-GDP by 1pp
on average each year, as required by the new rules (although once again the exceptions for
2025-27 will likely reduce that amount in practice). Based on current sovereign borrowing costs,
we estimate that Italy, France and Spain could face a cumulative primary adjustment need of
between 1.7% and 3.5% of GDP to reduce their debt by 1pp, depending on growth (Table 5).
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5. Fiscal adjustment required to reduce debt-GDP ratios by 1ppt per year at current rates

Current (2023¢)  Growth (real) — 0.5% 1.0% 1.5%
Italy -1.4% 3.5% 2.7% 2.0%
France -3.1% 3.5% 3.0% 2.5%
Spain -1.6% 2.7% 2.2% 1.7%

Source: HSBC calculations, European Commission. Notes: Shows the cumulative change in primary balance needed (from current level) as a percentage of GDP under each
growth assumption and assuming GDP deflators rise by 2% y-o-y.

A recent study by Brussels-based think tank Bruegel, after the deal on fiscal rules reforms and
based on EC data, calculates that the annual fiscal adjustment required on average by some
high-deficit and high-debt countries (and even under the extended seven-year adjustment
period) could be 0.61% of GDP in Italy, 0.56% in Spain and 0.47% in France. Other countries
with large adjustment requirements could be Slovakia (1% of GDP) and Belgium (0.71%).2

Further, having large deficits — and large amounts of issuance that markets have to absorb,
accounting also for the ECB Quantitative Tightening — could weigh on sovereign yields, adding
further to borrowing costs.

8. What could be other implications of a country being in an EDP?

In addition to having to undertake the fiscal adjustments mentioned previously, being in an EDP
could increase the risk of negative sentiment around some countries, although having almost half
of the eurozone countries under an EDP would limit this. There could also be domestic political
backlash in some countries, particularly where euro-sceptic parties are gaining support ahead of
the EP elections in June. Lastly, it would increase the risk of a country losing eligibility for the
ECB Transmission Protection Instrument (TPI), which could become the only tool available to
contain wider spread when PEPP reinvestments are ended in 2025. Based on ECB regulation on
TPI, failure to comply with EDP requirements could mean losing access to it.

9. Could we see more tightening in Germany in 20247

Although many countries risk insufficient fiscal consolidation in 2024, there is a notable exception.
Following the German Constitutional Court ruling that the transfer of EUR60bn (2% of GDP) of
unused pandemic debt to the “Climate and Transformation Fund” (KTF) is illegal, Germany had to
redraft its 2024 budget, including cutting EUR5.5bn of support to relieve consumers from higher
electricity grid fees. To generate more revenue, the government raised carbon prices on heating
and transport fuels more than initially agreed and introduced a new levy on plastics. So overall,
this could add to an already difficult economic backdrop in the eurozone’s largest economy.

10. What could be the consequences of Italy not ratifying the ESM Treaty?

In the immediate aftermath of the deal on EU fiscal rules, on 21 December 2023, the ltalian
parliament rejected the ratification of the new European Stability Mechanism (ESM) Treaty. Italy
is the only country not having ratified it yet. This took many by surprise as the government had
initially tied the ratification to a deal on EU fiscal rules so it seemed assured.

This means that it is impossible for the ESM Treaty to be in place by 1 January 2024, which was
the intention of EU policymakers, and crucially with the new backstop facility for eurozone banks
(Single Resolution Fund). Although it has been mooted in the press that the other 19 eurozone
countries could go ahead, leaving Italy isolated (Il Sole 24 Ore, 21 Dec 2023), this seems
unlikely to us. This situation could increase risks for the banking sector, and leave ltaly isolated.
It seems likely the issue will take centre stage at the next EU finance minister gathering on 16
January, but by law, the Italian parliament won’t be able to approve the same reform text in the
next six months.

2 https://www.bruegel.org/first-glance/assessing-ecofin-compromise-fiscal-rules-reform .
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