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1. Introduction

This chapter provides an overview of the overarching objective of the thesis:
assessing the relationship between the EU economic governance framework at
the supranational level and the composition of fiscal policy at the national level.
The contribution of the analysis extends beyond the mainstream focus on the
impact of the Stability and Growth Pact (SGP) on the size of the budget (or the
consequent deficit and debt levels) to consider the distributive effect across
different categories of public expenditures. From such premises, the overall
research question considers the neutrality of EU economic governance to the
national budget structures.

Fiscal policy and EU economic governance have been at the forefront of the
debate, well beyond the academic arena. Yet their relationship has often been
neglected. That is especially the case for the composition of national spending,
a domain itself that could benefit from an additional systematic assessment.
Domestic budget structures are highly political matters, having a direct impact
on the life of citizens. Through its influence on the domestic fiscal policy mix,
EU economic governance may as well have extensive distributional
implications. Unsurprisingly the EMU has attracted a non-trivial level of
controversy over the years with copious and at times conflicting criticism.

“Since its inception in 1997, the Stability and Growth Pact (SGP) has lived
through times both good and bad. It has been berated by politicians, academics,
trade unionists and many other participants in the public debate. It has been
called simultaneously too rigid and too lax, harmful to economic growth and
outright stupid” (Heipertz & Verdun, 2010, p. ix).

Additionally, EU economic governance and national budget structures are
not only contested in view of the strong and divergent interests at play, but also
quiet complex and multidimensional. Specifically, EU economic governance -
unparalleled as an unprecedented experiment in the supranational pooling of
decision making within such a vital domain for national sovereignty - can
hardly be reduced to a single and simple concept, both intrinsically and in its
evolution over its lifetime. Similarly, the analysis of the budget structure is also
far from straightforward due to its composite nature. Moreover, the
relationship between the national and supranational levels hardly occurs in a
void but instead takes place within an ecosystem of potentially interacting
factors. Consequently, a deep understanding of the mechanisms at play not
only within the dependent and independent variables but also among the



former and domestic determinants of the fiscal policy is at the core of this work.

The thesis brings together the literature on the domestic determinants of
national fiscal policy with that on the Economic and Monetary Union. Firstly,
the disaggregate assessment of where the bite of the EU economic governance
framework lands back at home sheds some light on how the Pact fulfils its
policy objectives of promoting at the same time fiscal discipline and inclusive
growth. Within this context, it contributes to the rich debate on the
subordination of social objectives to economic ones at the hand of the EU fiscal
surveillance regulatory framework. At the same time, it evaluates the claim of
a detrimental effect of the Pact on investment and growth, linked in extant
literature to the lengthening and worsening of the Great Recession and
Eurozone crisis and the divergence between core and periphery. Finally, the
dissertation provides robust evidence disputing the irrelevance of the SGP for
national budgetary dynamics based on the poor track record of compliance
with the supranational fiscal rule and empirical studies which may however
come short of capturing heterogeneities within such a complex ecosystem.

Building on the well-established findings on the interplay between
(national) fiscal rules and the political, institutional, and economic context, the
analysis provides a causal empirical assessment over the panel of the EU28
from 1995 to 2018 of whether and under which conditions the EU economic
governance framework impacts the structure of the budgets of the Member
States. In considering both a synthetic indicator of changes to the budget
structure, disaggregated impact on all budget lines (e.g. health, education,
social protection, etc.), and on broad components associated with investments,
transfers, and the mitigation of inequalities, the analysis provides a rare
comprehensive picture of which elements are affected at all and where
comparatively the highest toll emerges within the components of national
spending. Results refute the irrelevance of the SGP for national spending and
its neutrality for budget composition. Conversely, for countries under EDP
surveillance, the supranational fiscal rule is a powerful force constraining if not
cancelling powerful budgetary pressures such as that of the recession,
demography and ageing. The heterogeneous effect of the Pactata geographical
— to the detriment of the periphery - and sectorial level — hitting
disproportionally investments — increases over time culminating with the Fiscal
Compact and is highly pro-cyclical, strengthening rather than disappearing
during the Great Recession.

The introductory chapter briefly presents the research objectives and
research questions, situating them in the broader academic and policy context.
Section two proceeds to outline the relevance and implication of the work,
together with the significance of its contributions. Section three provides a
synthetic overview of the data and methodology. Section four follows with the



main findings before concluding with mapping how the work proceeds
throughout the chapters to follow.

1.1 The research objectives and hypotheses

The topic of the impact of EU economic governance on domestic budget
structures is complex and intertwined nature, requiring a multifaceted
understanding of the many mechanisms at play in the relationship between the
supranational regulatory framework and the highly sensitive and political
domain of national fiscal policies. The framing of the research question in
parallel accounts for the intricate dynamics at EU and domestic level and how
they may interplay in shaping budgetary outcomes. This section illustrates the
aim of the dissertation and briefly situates the work within the state of the art
grounding the general claims supported by the analysis of (i) non-neutrality of
the EU economic governance to national budget structures and (ii)
heterogeneity of the effect of the Pact on the domestic fiscal policy mix.

Research objectives

The thesis investigates the impact of European Economic governance on the
fiscal policies of the Member States. Within this context, the topic has received
non-trivial attention at the aggregate level, that is to say in relation to overall
size of national public expenditures (e.g. deficits and debt levels of the Member
States). However, the debate is far from resolved. Contradictory claims accuse
the SGP both of ineffectiveness and of a harsh negative impact on national
budgets and the sovereignty of the Member States. At the same time, the focus
on aggregate dynamics fails to appreciate the potential for distributional
consequences of EU economic governance and substantial heterogeneities in its
fiscal impact. Moreover, a higher level of granularity is necessary to evaluate
the SGP against its own policy objectives of conciliating fiscal discipline with
inclusive growth — a function of the precise resulting budget structure. From
such premises, the research goes beyond the mere consideration of the effect of
the supranational fiscal rule on budget sizes to pinpoint the implications of the
EU regulatory framework on the allocation of resources across budget lines.

In this context, the relevant background situates itself in the intersection of
two key areas of the literature investigating on one side the dependent variable
— the composition of public expenditures — and its (domestic) determinants,
together with the EU fiscal surveillance framework and its evolution. Starting
from the first element, fiscal policy has been one of the main protagonists of the
political economy literature. In this context, extensive work on key
determinants of aggregate fiscal dynamics at the national level provides



indications on key domestic factors, how EU economic governance fits in and
potential interactions between the supranational and national arena. Within
this domain, the work, drawing also on the extensive literature on budget
deficits and fiscal consolidation, furthers the significantly sparser theoretical
and empirical understanding on the composition of public expenditures. On
the second account, much attention has been devoted to the Economic and
Monetary Union, both from the perspective of understanding and explaining
European integration and in assessing its functioning and impact. However, the
EU economic governance framework — far from a stable and homogeneous
regulatory framework — is often over-simplified to the sole membership to the
Union and Eurozone. The thesis contributes a more sophisticated account of the
causal mechanisms through which the EMU affects national budgetary choices,
considering potentially heterogeneous effects which may be hidden behind an
underwhelming average impact on fiscal policies.

The state of the art

The analytical framework rests on an extension of the theoretical
conceptualisation of the supranational fiscal surveillance architecture parallel
with a concomitant account of how budgets are shaped by the multitude of
domestic factors at play. The approach allows to additionally uncover potential
channels of interaction between the national determinants and the
supranational regulatory infrastructure.

The leading factors impacting national budgets and their structures can be
distinguished at the country level across three key domains: the (i) political, (ii)
economic and (iii) institutional arena (Franzese, 2002). Chapter two, building
on theoretical expectations and previous empirical findings, presents the prime
determinants within each sphere. Suffice to say, without delving into the
details, that determinants of aggregate dynamics generally hold distributional
implications for the composition of public spending. At the same time, there is
limited comprehensive cross-country accounting — with coverage extending to
recent years — on how political, economic and institutional factors affect the
fiscal policy mix. Nevertheless, previous partial accounts of national fiscal rules
— central to the analysis as the Stability and Growth Pact (SGP) — represent in
broad terms a parallel at the supranational level. Their compliance and impact
on spending — likewise often lacking disaggregation at the budget line level —
is well established as dependent on the political, institutional and economic
context in which they operate (e.g. Debrun et al., 2008; Hallergber et al., 2009;
Forenmy, 2014; Reuter, 2019). Similarly, one may expect heterogeneity also in
the scope of the impact of the SGP on the budget structure. In a nutshell, the
domestic arena indicates several mechanisms across the political, economic and
institutional sphere that may affect both national fiscal policies directly and in



interacting with the effectiveness of the supranational fiscal rule to be
accounted for in uncovering the specific configurations under which EU
economic governance shapes budgetary choices.

Along the theme of heterogeneity, complexity also applies to EU economic
governance. In its most basic simplification, the framework consists of a
supranational numerical fiscal rule capping national deficits. However, the
intricacies of the multidimensional nature of the EU regulatory framework in
the domain of national fiscal policies coordination have been widely recognised
(e.g. Heipertz & Verdun, 2010). Furthermore, EU fiscal governance has not
maintained a stable architecture over time, undergoing two major reforms with
diverging trajectories, firstly weakening the supranational ‘bite’ of the
framework and then radically strengthening it while increasing its invasiveness
into the national budgetary process. Especially the latest iteration of the
framework has transposed supranational commitments into the domestic
regulatory framework of the Member States, culminating in the requirement to
translate EU fiscal rules into national legislation with the introduction of what
has been considered the “climax” of the 2011-2013 reform, the Fiscal Compact
(Creel et al., 2012, p. 538). An additional complexity in the assessment of the
supranational framework hinges on how mechanisms within the domestic
arena deriving from EU policy may capture the most constrictive device for
impacting budget structures.

In addition, within the architecture of supranational fiscal surveillance, the
instruments available to affect Member States fiscal policies differ sharply
according to the relevant legal basis. The preventive arm of the framework
consists primarily of the soft instrument of policy coordination toward
supranational budgetary targets, while the corrective arm addressed to those
in violation of the supranational fiscal rule can avail itself of the hard
instrument of sanctioning (Heipertz & Verdun, 2010). Within the corrective
arm, the Excessive Deficit Procedure has been considered as the “cornerstone”
of the EU economic governance framework (Hallerberger et al., 2009, p. 171).
From such a perspective, the accounting of the SGP in most quantitative work
through a simple pre-post dummy of EU and /or Eurozone membership seems
potentially problematic. That is especially the case as empirical work on the
impact of the SGP on (aggregate) spending dynamics has yielded to mixed
results, generally failing to uncover a significant disciplinary effect of EU
economic governance (e.g. Dahan et al., 2013; Reuter, 2015, 2019; Toth, 2019;
Franek & Postula, 2020; Jalles et al., 2020; Losoncz & Té6th, 2020). Against this
backdrop, such results may not capture the failure of EU economic governance
to affect national budgets but rather the necessity to account for its
heterogeneity and its most powerful component — EDP surveillance — as well
as changes over time. The same reasoning may also apply to the economic cycle,
as the Pact aims to foster counter-cyclical fiscal policy through escape clauses



granting the Member States some leeway in times of crisis.

In addition, the latest policy evolutions have brought about additional
complexity. Specifically, the framework for economic cooperation and
convergence has burgeoned over time, in parallel improving its integration
with the core (fiscal) rules of the SGP, culminating with the introduction of the
European Semester process (Verdun & Zeitlin, 2018). In this context, the
European Semester and the Country Specific Recommendations (CSRs) hold
the ambition to orient national spending more directly. Nevertheless, the EU
budgetary surveillance infrastructure remains principally a (fiscal) rule-based
framework, entrusted with the most powerful instruments for compliance and
sanctioning. While the Semester has quickly become a topic of high interest
within the literature, much remains to be understood on the relation and
alignment between the two frameworks.

Research questions and hypotheses

Coming back to the leitmotiv of heterogeneity highlighted at the beginning
of the section, previous funding and areas worth of additional investigation
point towards three broad domains across which the impact of EU economic
governance on national budget structures may change, hidden behind average
(limited to null) effects. Firstly, the nature and evolution of the supranational
EU fiscal framework indicate that it may not be sufficient to assess the
supranational economic governance architecture as a stable and unitary
concept. In fact, the framework is composed of several instruments - among
which chiefly the EDP - having undergone successive waves of reforms.
Additionally, both fiscal policy and fiscal rules change across good and bad
times. Much of the criticism of EU economic governance is linked to the Great
Recession and Eurozone crisis. At the same time escape clauses may imply very
little impact of the SGP in times of economic downturn. Finally, the domestic
arena and the literature on fiscal rules point towards the EDP as a function of
the political, institutional and economic context. For the supranational fiscal
rule, the implication is the potential of heterogeneous effects in the interaction
with national factors. From such a perspective, in addressing the EU-MS fiscal
puzzle the thesis considers three main research questions:

1. when and how the SGP affects the composition of national budgets.

2. if and how the SGP has atfected the domestic composition of public
expenditures during the Great Recession and Eurozone crisis.

3. if and how the impact of the SGP changes across different domestic
political institutional and economic conditions.



The first research question concerns the heterogeneous force of the EU
economic governance framework itself, across its preventive and corrective
arms and over subsequent reforms, as well as its alignment with the CSRs. For
what concerns the Great Recession and sovereign debt crisis, the analysis
considers whether there is an impact on budget structures at all and how it
differs across budget lines and their heterogeneous implications for investment,
transfers and inequality mitigation. Finally, in relation to the domestic arena,
the interplay with the supranational fiscal framework is assessed for political
(ideological distance, alternation and ideology), institutional (decentralisation
and national fiscal rules strength preferences) and economic (unemployment
and ageing) determinants of the budget structure. As a result, for each of the
three research questions above, three sub-hypotheses are put to test, capturing
heterogeneities, allowing for the evaluation of adherence of the SGP to its policy
objectives and deriving its broader distributional implications, as presented in
Table 1. 1. That is two say that nine main hypotheses are tested throughout the
analysis across the broad categories of heterogeneity within the SGP, across the
economic cycle and domestic determinants.

Table 1. 1 - Research questions and sub-hypotheses

[RQ1] when and how the SGP affects the composition of national budgets.

[HP1.A] EDP surveillance leads to consolidation-driven higher structural changes
in national budgets.

[HP1.B] the impact of EDP surveillance on the composition of national budgets
substantially increases with the 2011 reform of the SGP.

[HP1.C] the impact of EDP surveillance on national budget structures is congruent
with the CSRs.

[RQ2] if and how the SGP has affected the domestic composition of public
expenditures during the Great Recession and Furozone crisis.

[HP2.A] the SGP contravenes its countercyclical policy objectives in enforcing
consolidation in times of crisis.

[HP2.B] the SGP-at-crisis in pushing toward an investment rich response to the
recession came at the expenses of transfers and inequality mitigating expenditures.

[HP2.C] the SGP-at-crisis furthered the social cost of the recession by negatively
impacting social spending dynamics.

[RQ.3] if and how the impact of the SGP changes across different domestic
political, institutional and economic conditions.

[HP3.A] the effect of the Pact on the budget structure is larger for government
coalition characteristics (e.g. low ideological distance, high alternation) more
conducive to changes in the budget structure.

[HP3.B] the effect of the Pact on the budget structure is larger if domestic
institutional configurations are more conducive to fiscal consolidation.

[HP3.C] the effect of the Pact on the budget structure is smaller when running
against opposing domestic economic conditions.




The assessment of the impact of EU economic governance on the
composition of public expenditure in the Member States locates itself in the
intersection between the domestic political economy and the functioning of the
supranational regulatory framework. The hypotheses driving the dissertation
outline a substantial contribution to both fields. Firstly, the budget structure
remains an under-investigated area of research even for national determinants,
compared to aggregate spending dynamics. Studies assessing synthetically the
budget structure, its disaggregation into budget lines and macro-components
of investment, transfer and inequality mitigation are quite rare, especially in
considering recent years and covering the full EU28. From such perspective, it
comes to little surprise that their linkage with EU economic governance has
similarly received limited systematic attention, especially in view of the
underwhelming evidence on the effectiveness of the SGP. The thesis furthers
the understanding of such dynamics, covering the full lifespan of EU economic
governance and yielding an innovative contribution to the analysis of the
supranational fiscal rule in terms of how the causal mechanisms at play and
their implication for how the supranational fiscal architecture should be
conceptualised. In this regard, it highlights as crucial a better accounting of the
framework, centred around EDP surveillance, and accounting for the main
heterogeneity at play in the complex environment in which national budgets
take form. The next section positions such contributions within the latest
academic and policy debate.

1.2 The relevance, implications and contributions
of the work

That fiscal policy and its distributive implications matter is an argument
hard to dismiss. Over the years and especially in the wake of the Great
Recession, the same conclusions are often reached for EU economic governance
also in the debate of public opinion. EU economic governance has been a highly
contested policy (Heipertz & Verdun, 2010), to the extent that it can be
considered one of the central concerns in the political debate against European
integration (Roth et al., 2016). Within this context, the narrative of negative
(social) implications of the Eurozone, limiting the responsiveness of national
states to economic and social shocks under budgetary constraint derived from
the supranational level has become increasingly widespread. A narrative
argued to have contributed to the erosion of trust in European and national
political institutions and to the rise of Euroscepticism (Roth et al., 2016).

The relevance of furthering the understanding of the impact of EU economic
governance on disaggregated public spending is closely connected to the broad



economic, social and political implications of the fiscal policy mix. From an
economic perspective, the composition of public expenditures has been well-
established to impact growth prospects (e.g. Barro, 1990; Baum & Lin, 1993;
Devarajan et al., 1996; Kneller et al., 1999; Romero-Avila & Strauch, 2008;
Afonso & Fuceri,2010; Gemmell et al., 2011; Bottasso et al., 2013; Fournier, 2016;
Gemmell et al., 2016; Jeong et al., 2019). At the same time, the budget structure
carries implications for social and inequality concerns (e.g. Afonso et al., 2010;
Fuest et al., 2010; Joumard et al., 2012; Anderson et al., 2017; Johansson, 2016;
d’Agostino et al., 2020; Szczepaniak, 2020). At the political level, recently the
debate has considered the consequences of austerity and distributional
dynamics within domestic budgets (e.g. the social costs of fiscal consolidation)
for the erosion of trust in national and supranational institutions and the rise of
Euroscepticism (e.g. Kuhn & Stoeckel, 2014; Della Porta, 2015; Armingeon et al.,
2016; Borzel, 2016; Kotroyannos et al., 2018; Banducci & Loedel, 2020; Crespy,
2020; Turnbull-Dugarte, 2020). Beyond their interest in their own right, such
implications allow for a linkage between changes in the composition of national
budgets and prospects for inclusive growth, a key policy objective of the SGP
along with fiscal consolidation, which can be empirically assessed through this
research. On the political side, similarly, the distributional effect of EU
economic governance, in turn, can be associated with its implications for the
support for European institutions and integration.

If the literature has devoted limited comprehensive quantitative assessment
to how the supranational level contributes to spending composition, much of
the criticism raised against EU economic governance goes beyond its impact on
fiscal stances and deficits across the Member States. Even in its early stages, the
reliance on a numerical expenditure rule within the SGP raised some concerns
for its potential to crow-out investments (Blanchard & Giavazzi, 2001; Creel &
Saraceno, 2010; Creel et al., 2013). Likewise, similar concerns have been put
forward for welfare, especially in the aftermath of the crisis (e.g. Heins & De La
Porte, 2015; Costamagna, 2018). Concerns have been raised also for specific
categories of spending such as health, of chief interest in the context of the
Covid-19 pandemic. Does the SGP crowd-out investment? Is falling under EDP
surveillance bad news for social spending and inequality mitigation? Is EU
economic governance to blame for negative trends in healthcare? The empirical
analysis puts forward robust answers to such crucial questions not only for the
assessment of the supranational fiscal rule but also for the everyday life of
citizens and the sustainability of the EMU architecture.

On a similar account, much of the critics of the Pact have highlighted the
weakness of the framework especially in times of crisis, due to its pro-cyclical
impact on fiscal policy. That is to say that the fitness of the framework is
questioned especially in times of severe downturns (e.g. Larch et al., 2010; Lane,
2012; Creel et al., 2013; De Grauwe, 2013; De Grauwe & Ji, 2013; Jones et al.,



2016; Braun & Hiibner, 2018; de Quadros & Sidjanski, 2017). Moreover, the
(mis)management of the Great Recession is blamed for the furthering of the
divergence between the core and periphery (e.g. Feathersone, 2011; Lin &
Treichel, 2012; Anderson et al., 2014; Matthijs & McNamara, 2015; Matthijs ,
2017; Hutter et al., 2018), persistent to these days as a key challenge for the post-
pandemic reconstruction. The in-depth assessment of crisis dynamics and the
distributional impact of EU economic governance in bad times sheds some light
on such interrogatives, showing whether escape clauses protected spending
from consolidation at the hands of the SGP during the Great Recession and
addressing at the same times potential geographical heterogeneities.

Additionally, distinguishing across the components of the SGP and over the
evolution of the EU fiscal surveillance framework is a substantial added value
of the dissertation. Indeed, pinpointing the conditions under which the EU
economic governance framework affects the budget structure puts to rest the
claim of ineffectiveness of the SGP. Rather, it provides guidance for research on
the EU economic governance far beyond the focus of the research questions at
hand, in uncovering the centrality of EDP surveillance. Additionally, the value
of considering the full timeframe of the life of the SGP while at the same time
distinguishing across policy reform opens valuable insights on EU economic
governance. Firstly, it allows for the assessment of its evolution. More
importantly, it pinpoints the distributive impact of the SGP today, post the 2011
reform and the introduction of the Fiscal Compact. Additionally, the research
contributes to the recent florid debate on the European Semester, in a
dimension generally overlooked: the congruence between the demand of the
supranational fiscal rule and the CSRs, shedding some light on whether indeed
there is a primacy of fiscal discipline when contradicting, for example, with
social objectives.

Finally, the contribution of the thesis takes an additional value at the time of
writing. Indeed, the SGP has been long due for a revision, for which findings
were presented in early 2020, right around the outbreak of the Covid-19
pandemic. The health crisis has raised unprecedented challenges for the EU and
the EMU, discussed extensively against the finding of the research in the
concluding chapter. In this context, the SGP has once again proven itself unfit
for crisis management, (temporarily) set aside and complemented by novel
(likewise temporary) measures such as SURE and Next Generation EU. If
Covid-19 may have changed extensively the context, it has further evidenced
the shortcomings of EU economic governance, re-entering the centre stage of
the debate. Additionally, the delayed Conference on the Future of Europe is
tasked with setting the path forward for integration, including in the two
primary areas called into play by the pandemic: health policy and economic
governance. Against this backdrop, it is especially timely to assess in-depth the
SGP over its full life and across the various configurations which foster its
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impact on the national fiscal policy mix.

1.3 Data and methodology

The analysis is carried out on the panel of the EU28 from 1995 to 2018,
bringing together a multitude of public datasets with the analysis of official
documents. The complexity highlighted so far is partially reflected in the
conceptualisation and operationalisation of the key variables and the
methodological approach. In this respect, several challenges have to be
overcome and/or mitigated. This section presents a synthetic overview of the
variables and methodological choices considered in the analysis.

The structure of public expenditures has an inherently composite nature,
which is not straightforward to summarise into a synthetic assessment of
whether and how the fiscal policy mix has been impacted. One can easily assess
the overall trend with regards to the size of national budgets. For the budget
structure, however, the information of interest is multidimensional as it is
connected with trends across all of its components. International classification
— COFOG - disaggregates into budget components allowing for homogeneous
cross-country comparison of public accounts over 10 broad divisions (e.g. social
protection) and within them 69 groups (e.g. pension spending, unemployment,
etc.). Previous empirical work (Tsebelis & Chang, 2004) has tackled the
challenge of a synthetic indicator of changes to the fiscal policy mix, in
considering the budget distance consisting of the Euclidean difference between
allocations across the components of public expenditure over two consecutive
years.

Likewise, multidimensionality surrounds also the key independent
variable, the supranational fiscal surveillance and coordination framework. In
its most basic conception, a fundamental distinction has to be made in terms of
membership across the EU28. The time of accession to the European Union
varies in some instances pre-dates the starting time of the analysis while in
others takes place within the examined period. Similarly, also Eurozone
membership, for all instances commencing within the sample, occurs across
different waves for countries participating in the Euro Area. Additionally, the
SGP holds a sharp internal distinction between compliant countries under the
preventive arm and those found in violation of the supranational fiscal rule,
under EDP surveillance for convergence back towards fiscal discipline.
Considering regulatory evolution, the Pact was first reformed after its early
failures in 2005, followed by a substantial overhaul in the 2011-2013 period in
response to the Eurozone crisis, culminating with the introduction of the Fiscal
Compact. In addition, especially during and in the aftermath of the crisis,
several countries entered financial assistance program: those observations
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differ both in terms of the dependent variable - with specific budgetary
challenges leading them into such grouping - and the independent one, as they
do not, strictly speaking, fall under the purview of the SGP during such times.
All these elements of multidimensionality are captured by dummies indicating
the permanence of the observation under a given status (e.g. Eurozone, EDP
and financial assistance).

Additionally, the domestic arena is accounted for in three key dimensions:
the political, institutional and economic spheres. Politically, the controls
capture three characteristics of the governing coalition: its ideological distance,
the alternation against the previous cabinet and its (weighted) ideological
stance. Institutionally, the analysis accounts for decentralisation, distinguishing
across unitary and federal states, and national fiscal rule preferences. The latter
requires non-trivial disentangling between how the effect of a fiscal rule can be
attributed to the domestic and supranational level, solved with an innovative
approach presented in detail in chapter four. In the economic arena, the two
main determinants of shifts in the budget structure - changes in old-age
dependency rate and unemployment rate - are considered, along with a
dummy capturing the Great Recession and Eurozone crisis.

In summary, the key variables included are:

e dependent variables: (i) budget distance, (ii) the ten division level budget
components, (iii) the 69 group level budget components and (iv) the five
macro-aggregates of investment, transfers, inequality addressing
spending and budget lines catering to youth and the elderly.

e independent variables: (i) membership to the Union and the Eurozone,
(ii) EDP status, (iii) regulatory framework iteration over the two key SGP
reforms, (iii) Fiscal Compact status and (iv) falling under financial
assistance (FAP).

e domestic controls: (i) political factors of ideology, ideological distance
and alternation, (ii) institutional factors of decentralisation and national
fiscal rule strength preferences and (iii) economic factors of
unemployment and old-age dependency rates, as well as the timing of
the crisis.

In line with the research questions under consideration, several interactions
are considered to uncover heterogeneous effects. Within the EU economic
governance framework, that amount to considering changes of the effectiveness
of EDP surveillance across Eurozone membership and policy reforms (e.g. the
initial, post-2005 and post-2011 period, as well as the Fiscal Compact). In
relation to the second research question, the analysis considers the interaction
of the key independent variable - EDP surveillance - with the Great Recession.
Finally, at the domestic level, interactions are considered for all the above-
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mentioned political, institutional and economic controls. As a result, the thesis
pinpoints which configurations are more or less conducive to implementing the
prescriptions of the supranational fiscal framework.

1.4 The main results

In answering the overarching question of whether national fiscal policy
choices are affected by the supranational fiscal rule, the analysis provides a
robust corroboration that EU economic governance is far from neutral in
atfecting the budget structure of the Member States. Specifically, the key
takeaways across the three main research questions of the analysis are:

e the impact of the EU economic governance on the national fiscal policy
mix is heterogeneous over time — increasing substantially with the latest
wave of reform - and scope, limited predominantly to Eurozone
countries under EDP surveillance and aligning quite poorly with
prescriptions of the CSRs;

e budgetary dynamics do not escape the bind of the EDP in times of crisis,
rather the framework is the most impactful in such circumstances,
generating substantial spending restructuring - pro-cyclical and
detrimental for inclusive growth and geographical convergence;

e heterogeneity in the effect of the Pact extends to domestic circumstances,
with political characteristics of the government (e.g. small budget
distances, high alternation) and a unitary institutional structure as a
precondition for any impact to materialise, while in the economic domain
the restraint of the SGP materialises especially in countering
expansionary pressures such as those of the crisis, ageing and
unemployment.

Heterogeneity within EU economic governance

Findings refute the widespread argument within the literature of a limited
impact of the supranational fiscal governance framework given the poor track
record of compliance with the deficit targets of the Stability and Growth Pact.
Conversely, the work contributes a more sophisticated account of EU economic
governance. It goes beyond simply accounting for membership to the EMU and
the Eurozone considering close supranational budgetary surveillance under the
Excessive Deficit Procedure. Additionally, it accounts for the heterogeneous
effects of the Pact over its life and two substantial reforms. While an effect that
runs against fiscal discipline is somewhat confirmed for EU and Eurozone
membership, EDP surveillance emerges as the key driver of a consolidation-
driven restructuring effect on national budget structures. Such dynamic,
however, is far from homogeneous across time and place: being under the EDP
leads to changes in the fiscal policy mix only within the Eurozone and after the
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2011 reform when excluding the period of the crisis.

The analysis also investigates the alignment between the effect on the
national budget structure of the supranational fiscal rule and the policy
coordination within the Semester comparing the distributive effect of the Pact
with the Country Specific Recommendations (CSRs) in selected Member States.
Overall, the negative impact of the EDP on inequality mitigating measures and
investment and specifically on health, education, and social protection, more
often than not clashes with the CSRs in the considered Member States.
Heterogeneities both in the impact of the EDP on the budget structure in the
post-2011 period across the core and periphery and the CSRs imply, however,
a more substantial disconnect between the two arms of the EMU for the
Southern Member States, supporting the narrative of a particularly detrimental
effect of the Pact on social spending and inequality.

The SGP-in-crisis

A further contribution is the granular analysis of dynamics in times of crisis,
unveiling whether escape clauses shield domestic budget structures from any
shock at the hands of the supranational fiscal rule or rather the national fiscal
policy mix is affected. The analysis offers a rare detailed account of the cost of
the SGP in times of crisis for specific budget components and their relative
penalisation at the hands of austerity policies, allowing to pinpoint if
investments have been preserved at the expenses of social policies and
measures mitigating inequality, together with the intergenerational
distribution of fiscal discipline.

The results contradict the hypothesis of national budgets escaping from the
claws of the Pact during economic downturns. Rather, more marked
restructuring of the fiscal policy mixes emerges during the crisis, as EDP
surveillance has a significant and sizeable impact on the budget structure and
some of the key budget lines of interest even before the 2011 reform in these
times. The analysis reveals that not all spending is equally affected. While EDP
surveillance acts to (nearly fully) contain the recessionary upward push on
spending, for example, in the domains of education and social protection, it
more than compensates for the crisis for another key budget line such as health.
As a result, divergences emerge in the constraining effect of the Pact on
transfers, investment, and inequality mitigation. A change in the impact of the
EDP across the cycle is present for both of the three spending groups. Transfers
are only negatively impacted by the EDP surveillance in times of crisis when
the supranational fiscal rule contains most of the expansionary pressure of the
downturn. For the other two categories, investment and inequality mitigation,
the effect is far more comprehensive with the constraining influence of the Pact
when under EDP present throughout the economic cycle. Nevertheless, while

14



the push towards consolidation materialises also in good times it is further
strengthened during the Great Recession. The EDP overcompensates the effect
of the crisis, implying overall a negative trend for investment ad inequality.
While investment is the worst impacted, that is not to say that transfers and
inequality are not affected. A significant cyclical impact of EDP surveillance
emerges for social protections and - heterogeneously - several budget lines
within this division.

The already bleak picture for an inclusive and growth-enhancing
investment rich recovery hides substantial divergences between core and
periphery. Such distinctions are explored in details in the dissertation, in view
of their overarching implications and predominant position within the debate.
The SGP-in-crisis holds substantial geographical heterogeneities in its
distributive impact on the budget structure of the Member States. Within this
divide, southern countries carry the worst prospects in terms of full
containment of transfers and slashing of investments. The additional in-crisis
effect of the EDP on investment is nearly doubled in the periphery compared
to the core. Likewise, for transfers, the expansionary effect of the crisis is more
than matched by the additional constraining effect of the EDP during the crisis,
which is not the case in countries within the core. In addition, the
intergeneration distribution of in-crisis consolidation is also heterogeneous
along geographical fault lines. In the South the cost of the recession is
shouldered especially by youth, with social expenses for old-age mostly spared.

The interactions with the domestic arena

Finally, the work considers as well the interplay between the supranational
level and the national context, identifying how the characteristics of the
governing coalition (i.e., ideology, range within the government and
alternation), the federal-unitary institutional nature, along with fiscal rule
strength preferences in the Member State, and the demographic and
employment conditions affect the transmission of the supranational
commitments within the Stability and Growth Pact onto the domestic budget
structure. In doing so, it uncovers as well which national configurations and
conditions are conducive to a (restraining) impact of the SGP on national
spending and the fiscal policy mix.

Findings show that national political contexts facilitating changes to the
budget structure (ie. small coalition ranges and high alternations) are
associated with a larger impact of the EDP surveillance on the fiscal policy mix,
which loses significance under less favourable political conditions. A similar
pattern emerges for ideology, with somewhat moderate governments as a
precondition for any impact of the EDP surveillance, which is more sizeable on
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the left side of the spectrum. In the institutional arena, unitary countries are
more conducive to restructuring their budgets when falling under EDP
surveillance. Conversely, national fiscal rule preferences show a
complementarity between the extent to which countries prefer fiscal discipline
on their own and the Pact, with EDP surveillance affecting more substantially
the Member States with a laxer approach to spending. Finally, the demographic
pressure and that of high unemployment stiffen the budget structure,
increasing the barriers against a restructuring effect of the Pact. However, from
the opposite perspective - alike for the crisis - the constraining power of EDP
surveillance is quite remarkable, containing their budgetary implications. To
that effect, the EDP enacts substantial convergence across various levels of
unemployment and old-age dependency rate. As such, the thesis confirms that
while the effects are heterogeneous and dependent on the national context, the
Pact for Eurozone countries under EDP surveillance is far from a minor
nuisance but rather a powertul force capable of substantially restraining if not
annihilating key pressures such as that of demography, unemployment and
even the crisis.

The structure of the thesis

The thesis continues as follows. Chapter Two situates the analysis within the
extant literature on the domestic determinants of the budget structure, fiscal
rules, and the EU economic governance, which informs and ground the
research questions and hypotheses presented in Chapter Three. From such
premises, the methodological approach and research design are outlined in
Chapter Four, touching on the key empirical challenges and mitigation
strategies deployed in assessing such a complex ecosystem.

The core of the analysis is presented through four empirical chapters.
Chapter Five uncovers heterogeneities in the effect of the EU economic
governance over its different configurations (e.g. Eurozone, EDP surveillance)
and subsequent regulatory framework (i.e. initial, post-2005, and post-2011),
together with the (mis)-alignment across the effect of the Pact on domestic
budget structures and the prescriptions of the Country-Specific-
Recommendations. Chapter Six and Seven are dedicated to the assessment of
the effect of the Pact during the Great Recession and Eurozone crisis, evaluating
whether - against the expectations derived from the escape clauses - any impact
on the budget structure emerges during the crisis, considering as well at a
granular level where the bite of the EU economic governance at crisis lands
across budget lines. Chapter Seven continues in the analysis of at-crisis
dynamics considering the distributional effects on investments, transfers, and
inequality mitigation during the Great Recession, taking a closer look at the
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social dimension and how the intergenerational balance of spending is altered
at the hands of the Pact. Chapter Eight concludes the empirical analysis
evaluating the interaction between the Pact and the national context uncovering
which political, institutional, and economic domestic configurations are most
conducive to the impact of the SGP.

Finally, Chapter Nine situates the key findings of the thesis in the context of
the reform debate on the Pact and EU fiscal governance. Along the same line, it
considers the insights and outlook for the future of political and economic
integration in view of the unprecedented challenge of the Covid-19 crisis and
(partial) policy evolution for the pandemic response. In concluding, the thesis
puts forward a rich research agenda spanning from the key contributions of the
dissertation in uncovering heterogeneities in the impact of EU economic
governance and specifically the central role played by EDP surveillance, the
dramatic pro-cycle and distributive consequences of the framework in bad
times and the interplay with domestic factors.
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2. The political economy of national budget
structures under the EMU: the state of the
art

In its twenty years of history the achievements and (more often) the failures
of EU economic governance have been long debated. Much ink has been
dedicated to the determinants of choices regarding the nature and regulatory
framework governing the Economic and Monetary Union (EMU) and the
winners and losers of the inter-institutional balance of powers. In considering
the effect of the regulatory regime on national spending choices, the focus has
chiefly been on fiscal discipline concerning deficits, debts and to a lesser extent
spreads (e.g. Freitag & Sciarini, 2001; Hauptimiter et al., 2011; Creel et al., 2013;
lara & Wolff, 2014; Koehler & Konig, 2015; Ademmer & Dreher, 2016).
Although the most recent reform in the aftermath of the Eurozone crisis may
have created expectations of balanced budget rules yielding a future scenario
of generalised low debts (Barns et al., 2012), the vast majority of the literature
comes to different conclusions. The general theme is that of failure of the
Stability and Growth Pact (SGP) in generating fiscal discipline and an extensive
debate on how to regain credibility of fiscal sanity within the Eurozone (e.g. De
Haan et al., 2004; Bearce, 2009; Blavokus & Pagoulatos, 2008; Begg, 2017; Creel
et al., 2013; Herzog & Hengstermann, 2013; Koehler & Konig, 2015).

Against this backdrop, there is limited evidence on the impact of the
supranational regulatory framework on national budgetary choices. At the
same time, national fiscal rules stack more extensive evidence on their success
in containing profligacy, often, however, failing to account for the role of the
European economic governance framework or finding even a negative effect on
fiscal discipline (e.g. Dahan & Strawczynski, 2013; Reuter, 2019; Toth, 2019).
That is especially problematic in the context of the post-crisis years as the Fiscal
Compact transposition requirements of balanced budget rules at the national
level create quite a fuzzy distinction between the extent to which the effect of
domestic fiscal rules may be attributed to countries or rather the supranational
regulatory framework.

Within this broad context the understanding of how national and
supranational dynamics shape choices related to the composition of domestic
spending are even more sparse. Conversely, the (negative) consequences of the
Economic and Monetary Union are often attributed in the literature to the
erosion of the welfare state and social spending, which has driven a substantial
proportion of the criticism on the disruptive effect of the Pact especially in the
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periphery (e.g. Scharpf, 2009, 2015, Heins & De La Porte, 2015; Matthijs &
MacNamara, 2015; Greer & Jarman, 2018; Hemerijck & Ronchi, 2020). The
debate has gained increased salience with the introduction of the European
Semester and, more recently, the adoption of the European Pillar of Social
Rights sparking a mix of higher expectations and scepticism in the
reconciliation of economic and social objectives within the EMU (e.g. Copeland
& Daly, 2018; Maricut & Puetter, 2018; Verdun & Zeitlin, 2018; Zeitlin &
Vanhercke, 2018; D’Erman et al., 2019; Grohs, 2019; Haas et al., 2020; Vesan et
al., 2021). At the same time, in the context of the Semester the presence of social
concerns and the promotion of social investment has been documented (e.g.
Bekker, 2017), leaving open the question of how the pro-social rhetoric matches
in practice against the widespread accusation of social butchery at the hands of
the EU, especially in the Southern Member States. A similar reasoning applies
to the policy objective of investment-rich and growth enhancing fiscal
consolidation which likewise finds its place in Country-Specific-
Recommendations and whose reality in budgetary dynamics remains unclear.

Under such premises, this chapter situates the work at the intersection of the
literature on the determinants of fiscal policy and its composition, the role of
fiscal rules and that of EU economic governance. In doing so it marks how -
within the complexity and multifaceted nature of the EU-Member States fiscal
puzzle - the fields highlight the need for a comprehensive and granular
accounting of national and supranational dynamics to uncover when, where
and how the bite of the Stability and Growth Pact hits at home. In parallel, the
chapter delineates the limits of existing unsophisticated approaches in
assessing how the supranational fiscal framework contributes to shaping
national fiscal policy choices and the extent to which the analysis can support
the furthering of a detailed understanding on the effectiveness of the EU
economic governance, the alignment of its actual impact with policy objectives
and whether some of the key accusations to the EMU can find empirical
backing. The chapter continues considering first the drivers of the fiscal policy
mix and how EU economic governance fits within the picture, followed by an
account of existing approaches and shortcomings within the domain of the
analyses of the impact of (supranational) fiscal rules before turning to a close
look of how the work fits within and extends the literature on the budgetary
impact of the SGP.
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2.1 The national drivers of budget composition

Within the context of EU economic governance, evolutions such as the
Semester have provided increased supranational tools for spending
coordination. Nevertheless, budgetary choices are at the core of national
sovereignties, albeit within the constraint of the Stability and Growth Pact and
under the Fiscal Compact of balanced budget rules. Hence, fiscal policy
decisions, especially with regards to the allocation of the public spending mix,
remain predominantly in the hands of the Member States even within the
framework of the Economic and Monetary Union and the Eurozone.

Against this background the purpose of this section is that of building on
the understanding of national fiscal dynamics — especially relating to the
composition of spending —in order to identify both what domestic factors shape
the budget structure and how EU economic governance fits into the picture as
a (supranational) fiscal rule. Considering how the “domestic scene” remains a
crucial factor in the context of conflicting national and supranational
commitments (Heipertz & Verdun, 2010, p. 198) sets the scene for a further
evolution from the prevalent approach in considering either national dynamics
alone or simply accounting for the presence of supranational constraint in
suggesting the two levels may indeed interplay in determining the extent to
which the EU economic governance affects domestic budget structures.

While much has been said on how the national context impact the size of
fiscal policy or the path toward consolidation, evidence directly considering
budget composition is far more limited. In this context, three key strains can be
distinguished: (i) early analyses contemplating timeframes antecedent to the
Eurozone, (ii) recent findings on specific areas of spending and/or factors and
(iii) work concentrating on the convergence of budget structures over time.
Leaving the latter last, work on spending components generally identify three
key arenas at play at national level in shaping budgetary choices: political,
institutional and economic determinants.

Before shifting the focus to each of the three arenas it should be noted that
in most instances studies (i) either on single or limited countries and/or
spending categories (e.g. Swank 1988; Hicks & Swank 1992; Bawn, 1999;Sanz &
Velasquez, 2007; Sanz, 2011; Brenden & Drazen, 2013; Dahan & Strawczynski,
2013; Russo & Verzichelli, 2016; Bojar, 2019); (ii) consider broad areas of
spending such as transfers and investment, generally with the aim of deriving
implications for growth or convergence rather than explaining budgetary
choices per se (e.g. Sanz & Veldzquez, 2004; Ferreiro et al., 2009; Breunig &
Busemeyer, 2012; Ferreiro et al., 2012; Ferreiro et al., 2013; Gemmel et al., 2011,
2015; Censolo & Colombo, 2016; Jeong et al., 2019); and (iii) fail to derive a
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(synthetic) account of the overall impact on the budget structure. A notable
exception on all fronts - and especially the latter - is the work of Tseblis and
Chang (2004) which considers a cross-country panel of 19 industrialised
countries from 1973-95 in assessing synthetically budgetary dynamics and
comprehensively the impact on all budget lines.

The national political determinants of the fiscal policy mix

Shifting the focus to the political dimension, a predominant portion of the
literature on the political drivers of fiscal policy concentrates on the
characteristics of the government coalitions. Within this context, fragmented
governments can be expected to yield to increased spending due to collective
action challenges which create a deficit-bias as decision-makers “do not fully
internalise the costs of the public goods they acquire” and will push to increase
spending to the benefit of their own constituencies (Foremny, 2014, p. 87). A
competing explanation links heterogeneity within a coalition with more
difficulties in adjusting spending patterns with a “war of attrition” yielding
delayed stabilisation characteristic of coalitions rather than single-party
governments given the more daunting challenge of reaching “a consensus to
change an unsustainable status quo when there are too many parties in
government” (Tsebelis, 2002, p. 275; Alesina & Drazen, 1991). While the
channels differ, expectations under fiscal consolidation align: more politically
fragmented coalitions yield to less scope for adjustment (Franzese, 2002), which
find empirical backing especially in early years (e.g. Roubini & Sachs, 1989; Alt
& Lowry, 1994; Poterba, 1994; Alesina & Perotti, 1995; Baldassarre & Giordano,
2001; Volkerink & de Haan, 2001; Perotti & Kontopoulos, 2002; Tsebelis &
Chang, 2004; Wehner, 2010). Under such premises, expectations about deficits
and political fragmentation translate somewhat to the budget structure. From
a delayed stabilisation perspective, likewise fragmented governments yield to
more limited scope for changes to the composition of public spending (Tsebelis
& Chang, 2004). Expectations find empirical confirmation in the OECD during
the 1973-95 timeframe as smaller ideological distance (the range of a coalition)
and higher alternation (the midrange across two consecutive cabinets) are
associated both with larger overall changes in the budget structure and in
(some) spending components (Tsebelis & Chang, 2004).

Another key area of interest within the domain of government
characteristics concerns ideology, with some empirical backing for higher
spending associated to the left side of the political spectrum catering to lower
income and employment status constituencies, while budgetary restraint can
be more easily associated with the right (e.g. Hibbs, 1977; De Haan & Strum,
1994; Perotti & Kontopoulos, 2002). In more recent years, government toward
the left have been associated both with higher duration of expansions as well
as of consolidation, with no effect of ideology on the probability of each
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dynamic (Giesenow et al., 2020). Considering the components of public
spending the picture is far more mixed, with some indication of changes over
time which may have led to a decrease in partisan politics since the 90s
(Potrafke, 2017) and over the cycle, with more redistribution from the right in
good times and from the left in bad times (Herwartz & Theilen, 2017) and
different categories favoured (e.g. defence over education for the right) in
normal times and during consolidation (e.g. the right cuts more public
consumption and less investment) across the ideological spectrum (Herwartz
& Theilen, 2020). In the Italian setting - coming as recently as 2009 - ideology
has been shown to play a role only for defence, further limited when
considering fragmentation dynamics (Russo & Verzichelli, 2016). Similarly, in
a cross-country context within the OECD a limited role emerges for ideology in
shaping the budget composition, nonetheless finding increased spending in
education in the 1990-2006 timeframe and public services in the 1970-97 period
favoured by the left-side of the political spectrum (Potrafke, 2011). However,
going beyond the focus on general spending to concentrate on the central
government alone may confirm a more substantial role for ideology (Potrafke,
2020). Characteristics of the coalition hence play a role in determining the scope
for change in the budget structure (small ideological ranges and high
alternation), the appetite for fiscal discipline and the preference on where to cut
(ideology). As such they may also interplay with the ability of the EU to affect
the budget structure and to where the derived push towards consolidation hits
at home.

The national institutional determinants of the fiscal policy mix

Moving on to the institutional domain, the latter is considered a “major
determinant of the cross-country heterogeneity in fiscal positions” (Foremny,
2014, p. 86). Among the key elements in this arena is decentralisation, were -
especially in federal systems - subnational entities carry out a substantial share
of public expenditures, contributing in the European context to debt and cross-
country heterogeneity (Rodden & Wibbels, 2010; Foremny, 2014). From a
theoretical perspective, expectations are parallel with fragmentation with more
spending (collective action approach) and/or slower adjustment (veto player
approach) associated with more dispersed actors in the budgetary decision
process across levels of government (e.g. Tsebelis, 2002; Von Hagen, 2005;
Foremny, 2014). However, expectations becomes less straightforward when
considering the role for the institutional framework in which sub-national
elements operate, as whether the latter faces a soft or hard budget constraint
affects whether or not it internalises the cost of overspending (Rodden et al.,
2003), with ownership of own revenue generation in federal contexts and fiscal
rules when the funding comes from the central government as key elements in
spending discipline performance (von Hagen and Eichengreen, 1996; Foremny,
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2014). Additionally, specific categories of spending may fall under the purview
of sub-national entities especially but not exclusively in federal context and in
relation to components of key interest such as in the health and social domain
and more in general account for a substantial share of public investment and
especially infrastructure (Grisorio & Prota, 2015; Rodden & Wibbels, 2010). The
common pool argument has found some empirical backing (e.g. von Hagen &
Harden, 1995; Hallerberg & von Hagen, 1999; Oates, 2006; Afonso &
Hauptmeier, 2009; Baskaran & Field, 2013), alike the importance of sub-
national spending autonomy (e.g. Rodden, 2002, 2006) and sub-national fiscal
rules (Plekhanov & Singh, 2006). Evidence on the latter element is, however,
non-univocal as decentralisation has been linked with divergent sub-national
mechanisms improving fiscal performance, namely fiscal rules in the context of
unitary countries and ownership in federal ones: “more stringent rules do not
always result in more desirable outcomes and neither does a general restriction
of tax autonomy” (Foremny, 2014, p. 104). Such element highlights the
importance of the interaction between the institutional and political context in
shaping outcomes of interest beyond the narrow decentralisation domain.

The constraint of local spending has obtained some attention especially in
the framework of the SGP, as sub-national fiscal rule has been deployed to keep
spending in check or to shift the cost of consolidation away from the central
government, associated with pro-cyclical effects as constrained autonomy may
combine with decrease in central transfers in a recession (Rodden & Wibbels,
2010). The latter dynamic, combined with different spending allocation along
the central-regional divide carries implication for budget composition as
empirical evidence has backed in the Italian context a negative effect of the
Domestic Stability Pact on local spending and especially public services and
substantial shifts in the composition of expenditures (Gregori, 2018). Remaining
in the composition domain, evidence on the specific shift in the fiscal policy mix
under decentralisation is mixed and more often than not focused on single
country analyses or comparisons of few at best, finding, for example, a shift
toward current expenditure with decentralisation, which may in aggregate
terms hide a negative impact on human capital investment (as well as social
protection) to the benefit of infrastructure spending (e.g. Rodriguez-Pose, et al.,
2009; Gonzalez Alegre, 2010; Grisorio & Prota, 2015). Larger cross-country
analyses have uncovered an increase in government consumption under
decentralisation (Fiva, 2006), an increase in investment (Kappeler et al., 2013)
and within it the share for its infrastructural component compared to, for
example, recreation (Kappeler & Vailild, 2008), as well as increase in the share of
spending dedicated to health and education (Arze del Granado et al., 2005). If
the specific impact on budget components may not be univocal, a clear take-
away is indeed that decentralisation does not only carry implications for the
size of spending but also for the budget structure.
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Additionally, budgetary institutions likewise are of high relevance in
determining fiscal outcomes (e.g. Alesina & Perrotti, 1995). The elements of the
budget process discussed within the literature are variegated, with the focus
evolving as well over time to the most recent trend of the role for independent
fiscal councils (e.g. Debrun & Kinda, 2017; Horvath, 2018; Larch & Braendle,
2017; Beetsma et al., 2019; Tesche, 2019). Fiscal rules, however, remain a stable
king in this domain as a key “commitment device for fiscal discipline” (Von
Hagen & Harden, 1995, p. 775) to which copious attention has been dedicated
over the years. Leaving the detailed account of when and how (national) fiscal
rules affect the budget structure to the section to follow, it is needless to say that
their mechanisms are of key interest for the research question at hand, not only
in their domestic component but also in how they transplant to the
supranational arena as well as in relation to the interplay between the two
levels.

While the effectiveness of fiscal rules has not gone unquestioned, especially
regarding the enforceability of balanced budget commitments (e.g. Alesina &
Perrotti, 1995), a further element to consider in the realm of fiscal policy
composition relates to how a spending ceiling may affect the budget structure,
with the latter argued to derive from partisan preferences (Bojar, 2019) or
conversely depend also on the budget content itself (e.g. Gregori, 2018). The
above-mentioned empirical study on the impact of fiscal rule at the sub-
national level already suggest “fiscal rules are able to affect budget composition
significantly”, at least for what concerns restrictions imposed by national
governments (Gregori, 2018, p. 342). Their divergent effectiveness under
heterogeneous political and institutional contexts (Grisorio & Prota, 2015)
reinforces the approach of this work in assessing the interaction between the
supranational and national arena. In selected Euro area countries between 2000
and 2013 a distributive effect on composition emerges for strong budgetary
institution, especially for debt constrained countries, to the disfavour of public
consumption and in support of investment (Hauptmeier et al., 2015). Along the
same line, considering a cross-country comparison of 22 OECD countries from
1960 to 2010, Dahan and Strawczynski (2013) find an effect of national fiscal
rules on composition of public expenditures to the detriment of social spending
- confirming in part the social butchery argument against consolidation - which
is however quite heterogeneous across countries. The authors highlight how
there may be distributional cost and social and inequality implications from the
“unintentional change in the composition of government expenditures” which
should be factored in the assessment of the costs and benefits derived from a
given regulatory framework (Dahan & Strawczynski, 2013, p. 485). Their
results, are robust to accounting for welfare preferences and ideology of the
government indicating indeed that some components of the budgets may end
up as unintended collateral damage from fiscal rules. Such reasoning can be
extended as well to the EU economic governance framework and the derived
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budget constraint imposed by the supranational level onto domestic fiscal
choices per the (asymmetric) design of the EMU. Leaving further
considerations on the rich literature on fiscal rules to the section to follow, the
far less extensive analyses on the impact on composition already indicate that
there is a potential for an (unintentional) restructuring on the budget both at
national and supranational levels with under-investigated distributional
consequences and implications for the costs, benefit and support for the
regulatory framework.

The national economic determinants of the fiscal policy mix

Coming to the final arena, the economic factors affecting budget size and
composition have received extensive attention. Beyond “conscious government
choices” several economic factors and exogenous shocks affect budget
components directly and the feasible policy options (Tsebelis, 2002, p. 272).
Within this domain three core distinctions can be made relating to (i) the
economic climate, which accounts for the more copious stream within the
literature, (ii) specific factors such as demography and employment or the role
of international linkages such as globalisation and trade. Starting from the
latter, limited and no clear unidirectional evidence has emerged on the role of
globalisation in shaping the fiscal policy mix (Heimberger, 2020), with limited
indication on the promotion of investment (e.g. Benarroch & Pandey, 2017) and
at times no evidence supporting welfare retrenchment (Dreher et al., 2008),
while in other a compensation effect increasing social spending (Gemmel et al.,
2008). However, within the economic arena, it has long been argued that the
main drivers of demand for shifts in the allocation of public expenditures are
associated with unemployment and the old age dependency ratio (Tabellini
1990, 1991). The two factors have direct implications for some categories of
spending, namely unemployment and pensions spending respectively, while
may also be linked with other components such as health for old-age or poverty
reduction measures for the unemployment rate. Within this context,
demography and ageing has been assessed for its broader budgetary
composition implications. For example, Sanz and Veldzquez (2007) in the 1970-
1997 period in the OECD find that the share of the elder population is a key
contributor to the increase in government spending, carrying however also
distributional consequences for the budget structure: with the increase of social
protection (not only in the short term but also in the long one) and health
spending (in the long term), comes a short-term negative impact on education
and an increased demand for security related services. While spending
dynamics also in reaction to ageing may have well changed in the last twenty
years findings confirm demography as a key determinant not only of the size
of national budget but of its components both through direct impact on age-
related categories and for changed demand for given services (e.g. public order
and defence) or negative pressure on other components. Such a dynamic is
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bound to be even more pronounced as the share of spending dedicated to
pension increased in more recent years and when hard budget constraint such
those deriving from the Pact or balanced budget commitments imposed in the
Fiscal Compact implied the need for compensating increased pressure on social
protection elsewhere in the fiscal policy mix or in subcomponents of social
spending (e.g. family policy). Some backing emerges in the assessment of post-
crisis dynamics and implications of fiscal consolidation under extensive
demographic pressure, with the projection that ageing may lead to a 18%
decrease in the fiscal space available for spending other than pensions in 2030
compared to 2011 in the OECD (Marcel, 2014). Substantial cross-country
differences emerge also within the EU spanning from just 1.6 in Denmark to the
striking 34.2 per cent in Greece, with Portugal (28.2) and Spain (20.8) close
behind indicating geographical (core-periphery) patterns may arise in this
domain (Marcel, 2014). Similarly, negative dynamics have linked ageing and
public investment from 1971 to 2007 in 19 OECD countries (Jédger & Schmidyt,
2016). More recent analyses of spending preferences from survey data up to
2006 in the OECD confirm sharp age-related distinction across key budget
components such as education, health and pensions, with negative implications
of ageing for the former and positive for the last two, also highlighting,
however, the scope for cross-country differences (Serensen, 2013). Moreover, an
analysis of the drivers of the growth in social spending from 1980 to 2015,
affecting especially Southern European countries, confirms a crowding out
effect on other expenditures (especially for public infrastructure) leading to
social dominance linked with population ageing, making fiscal sustainability
especially challenging (Schuknecht & Zemanek, 2020). Under sharp budget
constraints, a parallel reasoning may to some extent apply to unemployment
rates as their direct impact on social protection may need to be offset elsewhere.
From this perspective, not only may those two key national variables need to
be accounted for given their distributional impact on the budget structure, but
the implications for the available fiscal space may lead also to heterogeneous
scope for the transmission of supranational commitments onto national
spending and affect as well where the mandate for consolidation hits at home.

Focusing once more on composition, going back to the economic climate, the
impact of crises, fiscal adjustments and austerity for the budget structure has
investigated, in assessing how budgetary dynamics may change during the
crisis and how consolidation commitments affect the national fiscal policy mix.
Recessions, especially through the kicking in of automatic stabilisers, have
direct budgetary implications for some categories of spending, primarily
unemployment. In this context, public spending - absent external constraints -
is “negatively correlated with the business cycle” as countercyclical fiscal
policies - especially in respect to social spending - have been the norm (e.g.
Rodden & Wibbels, 2010, p. 41), with smoothing the cycle generally recognised
among the purposes of fiscal policy (e.g. T6th, 2019). If budget constraint were
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to hold, the increase would imply a need for restructuring the fiscal policy mix.
Nonetheless, even if escape clauses allow for expansionary counter-cyclical
policies - as in principle under the Pact - it remains to be established whether
some level of constraint remain even in the absence of stringent impositions
from the supranational level, for example, through peer pressure derived from
the fiscal prudence bias among creditor countries especially in the context of
the Eurozone crisis (Creel et al., 2012) or the anticipation of the future need for
consolidation. With crisis dynamics in the EU and Eurozone receiving ample
attention, negative patterns for fiscal sustainability have been confirmed
empirically, with countries generally experiencing “significant structural
weakening of their public finances in the wake of the financial crisis”, at an
unanticipated scale, in which the fiscal stimulus put forward to smooth the
cycle played a central role (Bozio et al., 2015, p. 413). Additionally, the
budgetary implications of the aftermath of the economic crisis — with the
notable exception of Germany — led to corrective austerity measures to offset
the heightened borrowing and spending in the downturn and address the pre-
existing unsustainable fiscal imbalance (Bozio et al., 2015). On this account, the
wide distance in the “damage done to public finances” across EU countries,
‘championed’ by Ireland and Spain translated into substantially different post-
crisis adjustments in fiscal policy varying not only in terms of size but also in
composition, reaching short of 20% of national income and majorly arising from
spending cuts in Ireland, predominantly through tax increases in France and
unnecessary in the case of Germany (Bozio et al., 2015).

Leaving a closer account of crisis dynamics to the section to follow, it should
be noted that (i) the cycle may impact not only for the size of spending but also
its composition, (ii) the impact of the supranational regulatory framework
should also change across the cycle if its restraining restructuring effect is
suspended through escape clauses and (iii) cross-countries (and geographical
groupings) differences may be substantial in crisis carrying a legacy also for the
subsequent period. Within this context, an account of spending dynamics
between 1999 and 2013 in selected Eurozone countries considering composition
of the fiscal policy mix, shows how the pre-crisis expansion was largely driven
by public consumption, transfers, and subsidies, followed by substantial
expansions during 2008 and 2009 in Belgium, Greece, the Netherlands, Portugal
and Spain, turning as of 2010 into sizeable spending cuts concentrated on public
consumption and most marked in Southern Europe (including Italy which
maintained a more restrained spending during the Great Recession) and Ireland
(Hauptmeier et al., 2015). Over the 2000-2013 period the analysis of
determinants across the economic, institutional and political arena of deviation
of expenditures and their components from rule-based targets finds little scope
for the political and institutional arena, including EU surveillance (Hauptmeier
et al, 2015). However, it should be noted that while controlling for the
macroeconomic context there is no attempt to distinguish cross-cycle dynamics,
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which may be hidden by average effects highlighting the importance of indeed
accounting for how the Great Recession may interact with the impact of EU
governance on national budget structures. Another key takeaway regards the
post crisis dynamics, which may merit as well a closer assessment rather than
considering them jointly with the pre-2008 phase both in view of divergent
spending dynamics and the different regulatory framework at play.

Before turning to an account of the broader implications of changed to the
budget structure and how fiscal consolidation and EU economic governance fit
into the picture, the overview of the key literature of national political, fiscal
and economic determinants of domestic budget structures highlight how: (i)
limited evidence covers the most recent years, the full period of the Euro and
spatially all European Union Member States, (ii) the heterogeneous focus often
prevents a balanced account across all three domains affecting the budget
structure, (iii) the role for EU economic governance is nearly unanimously
disregarded or non-significant and counter-fiscal disciplinary effect emerges
from the simple membership of the Union and Eurozone (further discussed in
the last section of the chapter) and (iv) a limited account is given of how average
effects may hide divergent dynamics across the cycle and/or specific domestic
configurations. The approach to the analysis of the research question at hand
thus ought to address these four key areas in developing a nuanced assessment
of how the various elements interact in determining when and how the EU
economic governance affects the composition of public expenditures in the
Member States.

Categories of expenditures and their broader implications

The need to account for how supranational dynamics affect national budget
structures within the EU goes beyond the mere under-consideration of the
extant literature on the topic. The composition of spending carries indeed a
broad array of well-established social, economic and political implications
which determine that the effects of EU economic governance on the budget
structure may be evaluated not only against its policy objectives but also in
view of what the consequences of the framework may be for growth, inequality
and political support for integration.

While the specifics of how each budget component fits within the above-
mentioned classification is left to chapter four in the context of detailing the
research design, it should be noted that the relation between public expenditure
and growth has long been investigated (e.g. Barro, 1990; Devarajan et al., 1996),
in assessing which budget structure yields to positive developments. While the
exact taxonomy of budget components is not uncontested, the general division
is that across investments (e.g. research, infrastructure, health and education)
and transfers (e.g. social protection and public consumption), with the former
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controversially but overwhelming associated with improving growth prospects
which are conversely hindered by the latter (e.g. Baum & Lin, 1993; Kneller et
al., 1999; Romero-Avila & Strauch, 2008; Afonso & Fuceri, 2010; Gemmell et al.,
2011; Bottasso et al., 2013; Fournier, 2016; Gemmell et al., 2016; Jeong et al.,
2020). In this context, it should be noted that the distinction often links
investment with productive public spending, while the opposite is the case for
transfers (e.g. Krogstrup & Wyplosz, 2009; Ferreiro et al., 2013; Gemmell et al.,
2016; Jeong et al., 2020). The classification of productive and unproductive
spending builds on a well-established literature on the efficiency of public
spending and growth (e.g. Barro, 1990; Devarajan et al., 1996; Kneller et al.,
1999). In the context of fiscal rules and the SGP has raised the concern that
productive investment may become collateral damage of supranational fiscal
surveillance (e.g. Blanchard & Giavazzi 2004; Beetsma & Debrun 2004, 2005;
Creel & Saraceno, 2010; Creel et al.,, 2013). While approaches, long-term vs.
short-term considerations and specific budget lines considered in the
assessment and significant in their impact of growth do find mixed empirical
backing, the rough generalisation of growth-enhancing spending being
investment rich while containing transfers generally holds, as reflected by the
own policy goals of the Stability and Growth Pact, recurring as well in later
years in the Country-Specific-Recommendations issued to the Member States
(European Commission, 2019; EGOV, 2020).

The sole distinction across productive and unproductive spending may be,
however, problematic. Firstly, it may either explicitly or unintentionally suggest
a normative assessment of budget components based solely in its contribution
to growth. A consequent limit is failing to account for other key concerns such
as those pertaining social implications and inequalities. Inequalities addressing
policies are transversal to the two above mentioned categories as social policies
play a key role, together with education and health investments (Fournier &
Johansson, 2016). Welfare transfers are found to be the key contributors in
reducing inequalities (e.g. Afonso et al., 2010; Fuest et al., 2010; Joumard et al.,
2012; Anderson et al, 2017; Johansson, 2016; d’Agostino et al., 2020;
Szczepaniak, 2020). A study of trends in public finances post-crisis highlights
substantial differences within the OECD and the EU: clustering countries across
their spending components and inequality performance shows clear
distinctions from the bottom performing group of Greece, Hungary, Italy and
Portugal (among which Southern Member States are over-represented) with
high inequality, high social protection spending, low education and health
investment (and low government effectiveness) compared to Nordic countries
with better performances in terms of spending and inequality outcomes (Bloch
et al, 2016). While the Southern spending mix and inequality outcomes
warrants a word of caution in generalising from single budget line
performance, the importance of dynamics relating to inequality addressing
spending are twofold. On one side, they account for an overwhelming share of

29



public spending within the OECD, where in 2011-2013 social protection
amounted to 35 per cent of primary budgets on average, followed by the 18 per
cent of health-related expenditures and the 15 percent dedicated to education
(Bloch et al. 2016). On the other side, inequality dynamics carry themselves
broader implications for political stability and in the EU context the extent of
support for the EMU and integration at large.

The last concern regarding spending composition dynamics are political, as,
especially in relation to the impact of EU economic governance on national
budget structures, dynamics carry non trivial implication for public support,
especially has the EMU and the Fiscal Compact with its associated austerity
paradigm have been contested not only in view of their detrimental effect of
lengthening the crisis (e.g. Creel et al., 2012; Lane, 2012; O’'Rourke & Taylor,
2013; Pasimeni, 2014; Regan, 2017; Andor, 2019) but also in relation to
distributional and social costs of the Great Recession and Euro crisis against
economic priorities persistent also in its aftermath and with the introduction of
the Semester (e.g. Cramme & Hobolt, 2014; Crespy & Menz, 2015; Dolvik &
Martin, 2014; Vaughan-Whitehead, 2015; Crespy; 2016; Maricut & Puetter, 2018;
Ronchi, 2018; Crespy, 2020) argued to have contributed to fuelling
Euroscepticism and erosion of national democratic support especially in the
periphery (e.g. Kuhn & Stoeckel, 2014; Della Porta, 2015; Armingeon et al., 2016;
Borzel, 2016; Kotroyannos et al., 2018; Banducci & Loedel, 2020; Crespy, 2020 ;
Turnbull-Dugarte, 2020), although support for the Euro has been shown to hold
even in heavily affected countries during the crisis at least within the Eurozone
(e.g. Hobolt & Leblond, 2014). Within these prospective, emerging divides are
not limited to cross-country differences between the north and the south,
further discussed later in the chapter but also within countries and groups. For
example, the negative effect of austerity policies for gender related concerns
have been associated with a parallel gap in support for the EMU (Banducci &
Loedel, 2020) and the constraint of the Pact and the Fiscal Compact has been
considered especially detrimental for welfare policies and health spending,
associated as well in recent work with unpreparedness in the face of the
pandemic (e.g. Crespy, 2016; Prante et al., 2020). Such dynamics render of
particular value the understanding of distributive dynamics in times of crisis
and in its aftermath in their connection with the Pact.

However, extant analyses fall substantially short of a comprehensive
empirical assessment of the extent to which changes in spending components,
especially in key areas such as social policies and health, can be attributed to
the EU economic governance and the supranational fiscal rule. Against this
backdrop, nonetheless the topic of what is cut first during consolidation and in
crisis time has received attention, outside of its linkages with the EMU, with
detrimental distributional consequence finding some empirical backing (e.g.
Castro, 2017; Paulus et al., 2017; Woo et al., 2017). Castro (2017) — the first work
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considering the distributional effects disaggregated at functional component
level — finds an impact on the budget structure form consolidation with
particularly detrimental patterns for safety, health, education and social
spending among 15 European countries in the 1990-2012 period, hitting the
hardest on the prospect of vulnerable groups. These findings fit into a larger
context considering the impact on macro-aggregates such as investment which
has been found the primary target of consolidation especially in times of crisis
and in countries with a particularly difficult context in terms of debt (e.g.
Breunig & Busemeyer, 2012; Bamba et al., 2020), as investment is crowded out
from the budget structure as the “path of least resistance” when enacting
austerity driven policies (Jacques, 2020, p.2). These patterns have raised the
question on how to devise fiscal rules to avoid such detrimental effect on
investment thus preserving growth prospects (Ardanaz et al., 2021), of high
relevance also in the context of the Pact and Fiscal Compact, which policy
objective may fare quite problematically in practice. These dynamics partially
contradict earlier analyses (Sanz, 2011), finding the most growth-enhancing
investment such as education and health shielded in fiscal adjustments in the
period preceding 2007, partially coherently with the recent veering toward a
stringent austerity paradigm, which has likewise been associated with
changing approaches in coping strategies in times of crisis in recent years in the
domain of social protection to the detriment of welfare spending (Steinebach &
Knill, 2018). The emerging picture is that of a potential for a detrimental effect
of fiscal consolidation, especially in times of crisis, to a budget structure
conducive to inclusive growth. The extent to which specific categories are
impacted and how the EU economic governance framework interplays with
national environment in affecting the fiscal policy mix remains however to be
seen, especially in a context in which no restraint is in principle enforced under
the Pact escape clauses in a period such as that of the Great Recession.

2.2 Fiscal rules between the national and
supranational level

As anticipated in the previous section, one channel through which the
budget structure is affected deserves specific attention as the key mechanism in
relation to EU economic governance in its key component of the Stability and
Growth Pact. From this perspective, it is of value to consider the lessons from
the well-established literature on national fiscal rules in relation to when and
how they affect spending and its composition. Additionally, in view of the
research question, one must put forward a precise understanding of how EU
economic governance fits into the picture as a supranational fiscal rule,
highlighting at the same time the challenges in disentangling the effect of
national and supranational dynamics within this arena, as well illustrated by
the Fiscal Compact mandating implementation through domestic fiscal rules of
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balanced budget commitments. Two further elements - in part emerging
already in the first section - deserve further discussion. On the first account,
works on national fiscal rules have at times found no effect of the EMU or one
running against fiscal discipline, which join the rank of analyses on the EU
governance itself similarly disregarding the scope for an impact of the
supranational fiscal surveillance framework in view of its dismal track record
of violations. A critical assessment of the approach highlights instead how such
an account may be oversimplified, questioning at the same time the little
consideration given to fiscal rules in crisis times in the context of the
problematic dynamics highlighted in the previous section.

When and how national fiscal rules affect spending and its composition

It is beyond the needs and ambition of this section to carry out a
comprehensive review of the copious and variegated literature on fiscal rules.
Rather, it aims to provide an overview of how, even at national level, fiscal rules
are heterogeneous in its effects as a function of their characteristics and broader
context in which they act. Such understanding serves two purposes. Dirstly, to
draw parallels from the national arena to the mechanisms at play within the
Stability and Growth Pact and how they may determine a heterogeneous
impact across varying domestic configurations. On a second account setting the
framework for disentangling the budgetary effect which may be attributed to
the supranational and national arena, a key challenge of the research design. It
should also be noted that short of few instances already presented in the
previous section the large research body dedicated to fiscal rules is primarily
focused on aggregate spending dynamics and on the impact on budget deficits
(e.g. von Hagen & Harden 1995; Hallerberg & von Hagen 1999; Fabrizio et al.,
2006; Hallerberg et al., 2009), a parallel which also emerges for the literature on
the domestic impact of the SGP. Some work has considered as well the
interaction between budgetary institutions and the political context in
determining fiscal outcomes, remaining in the aggregate spending dynamics
domain (e.g. Whener, 2010; de Haan et al., 2013; Martin & Vanberg, 2013;
Bergman et al, 2016). Nevertheless, understanding the conditions for
compliance and effectiveness are yet indicative of the strength of the budget
constraint which then may indirectly have distributive effects for the budget
structure.

From a theoretical standpoint, fiscal rules find their justification in
mitigating the deficit bias of governments and hence overspending (e.g. Alesina
& Drazen, 1991; von Hagen & Harden 1995; Persson & Tabellini, 2002; Wyplosz,
2012). The mainstream economic support of fiscal rules as a key institutional
solution to the deficit bias translated into “a two-decade long period during
which national budgetary rules conquered European countries” (Téth, 2019, p.
4), arguably not without the contribution of the EU economic governance
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framework and paradigm (e.g. Debrun et al., 2008; Ayuso-i-Casals et al., 2009),
as while fiscal rules where rare at the time of introduction of the SGP, every
Member State displayed at minimum one as of 2014 (European Commission,
2017). However, while the general purpose of containing fiscal profligacy may
unite fiscal rules, commonalities may not extend much further as rules are
heterogeneous in their design and implementation, associated likewise to
different constraining impact on budgetary choices and likelihood of
compliance (e.g. Debrum & Kumar, 2007; Wyplosz, 2012; Reuter, 2015).

Remaining within the domain of numerical fiscal rule they can be
distinguished according to coverage, type of targets, flexibility, legal bases, as
well as enforcement and sanctioning, with different expected success in
constraining public finances. For example, rules can target expenditure or debt,
cover central government spending or sub-national levels carrying parallel
difference expectation on the ease of escaping constraint in case of limited
coverage or “shift the burden of compliance across government levels” (Reuter,
2019, p. 131). Other key distinctions can be drawn across cycle adjusted or
nominal targets ( Wyplosz, 2012) and the legal bases of the rules - with mixed
expectations on compliance for stickier constitutional commitments or weaker
ones which may be more closely linked to ownership by the government - as
well as the strength of the enforcement mechanisms (Reuters, 2015). A further
issue in this arena, is that of reverse causality as fiscal rules may be a signal of
preference for fiscal discipline rather than the enforcer of budgetary restraint
(e.g. Debrun & Kumar, 2007, Heinemann et al., 2018). At national level rules
may be introduced to “demonstrate the government’s commitment to
sustainable public finance”, acting at the same time, however, as “a means of
limiting policy discretion” (Té6th, 2019, p. 4). However, that is hardly an issue at
the supranational level in which there is little scope on the short term for a
single government to redefine the regulatory framework or even in the
domestic arena for constitutional ranking rules or after the mandated
implementation of balanced budget commitments with the Fiscal Compact (de
Haan et al., 2013). Conversely, such reasoning backs considering fiscal rules as
a function of national fiscal discipline preferences (e.g. Poterba, 1994; Debrun et
al., 2008; Heinemman et al., 2018), which is the perspective taken in view of the
research question at hand and the quest for disentangling the national and
supranational arena. Another element to consider in connection with the
impact of fiscal rules on expenditures is connected to the economic climate as it
is both not desirable in times of economic downturn to put forward a similarly
constrained fiscal stance, nor necessarily pursued by fiscal rules - including at
the supranational level - which may include escape clauses as a leeway to
counter severe recessions (T6th, 2019).

In practice, without disregarding the scope for heterogeneity already
highlighted above, a constraining effect of fiscal rules on public expenditures
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has been widely identified empirically. Early studies already indicated that
stringent fiscal rules provide for faster correction of unexpected deficits (e.g.
Roubini & Sachs, 1989; Alt & Lowry, 1994; Poterba, 1994). Ever since, while
mixed results do at time arise, fiscal rules have been widely associated with
lower deficits and/or debt (e.g. Von Hagen & Harden, 1994; Hallerberg & von
Hagen, 1999; Perotti & Kontopoulos, 2002; De Haan & Strum, 1997; Fabrizio &
Mody, 2006; Hallerberg et al., 2007; Debrun et al., 2008; Ayuso-i-Casals et al.,
2009; Dahan & Strawczynski, 2013; Reuter, 2015; Alesina & Passalacqua, 2016;
Badinger & Reuter, 2017; Heinemann et al., 2018), increased fiscal space (e.g.
Nerlich & Reuter, 2016), output stabilisation (Sacchi & Salotti, 2015). Their
effectiveness has been argued however to vary across rule characteristics and
the overarching framework in which they operate. The same is the case for
compliance, with the best track record associated with expenditure rules with
defined nominal targets (e.g. Cordes et al., 2015) and debt rules outperforming
balanced budget rules (Reuters, 2019). Scope is as well a factor with more
comprehensive rules rather than constraints to central government spending
faring better (Reuters, 2019). Mixed findings, for example, in terms of the
statutory vs constitutional comparison and coalition-based rules entailing
political ownership possibly outperforming both (e.g. Cordes et al., 2015;
Reuters, 2015, 2019). Monitoring and enforcing mechanisms have been argued
as crucial in determining compliance, while the same is not the case for
sanctioning (Reuters, 2019). Relevance pertains to the supranational fiscal rule
per se, whose key stick especially in the early phase, limited indeed to the
prospect of such punishment mechanism. Additionally, relevance extends to
the interplay between the EU and domestic arena, as national fiscal rules may
be conceived as an enforcement mechanism of the SGP, especially after their
Fiscal Compact mandated implementation. An ulterior empirical finding that
may be of interest for the research question, linked to the relation between
compliance - or lack of thereof - to fiscal rules and the effect of the latter on
public expenditures. Specifically, fiscal rules may change fiscal policy even
when they are not complied with: “the actual non-compliance of many
countries with their fiscal rules does not necessarily mean that they are not
effective” (Reuter, 2015, p. 68). Such findings, which one can reasonably expect
to hold true also for supranational fiscal rules, indicate that even in periods
displaying an unsatisfactory track record in terms of compliance - or, translated
into the EU economic governance framework, in which Member States fail to
respect the deficit threshold and fall under the Excessive Deficit Procedure - the
supranational governance framework may still hold a constraining impact on
public expenditures. As a consequence, whether a country respects the three
per cent threshold - or its fiscal targets more in general - may not be a pre-
condition for a potential effect of EU economic governance.

At the same time, it has been largely confirmed empirically that the
effectiveness of fiscal rules depends not only on the characteristics of the rules
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but also “on the institutional and political background of the respective
country” (Foremny, 2014, p. 89). A crucial determinant of the impact of fiscal
rules is hence the political context, mitigating especially those circumstances of
heterogeneity within coalition governments associated with the worst
prospects from a common pool and/or veto players perspective, with similar
heterogeneity associated with decentralisation (e.g. Hallerberg et al., 2007;
Debrun et al., 2008; Hallergber et al., 2009; Forenmy, 2014; Grembi et al., 2016;
Reuters, 2019; Gootjes et al.,, 2020). For example, higher governments’
fragmentation, election politics and decentralisation are associated respectively
with 13%, 10% and 21% lower compliance probability (Reuter, 2019). That is to
say that the effect of fiscal rules may vary across different economic - and
especially - political circumstances, a result which can be even more so expected
to translate into the impact of the EU economic governance framework on
domestic budgets. At the same, in the EU27 in 1990-2012 effectiveness of fiscal
rules in reducing deficit has emerged regardless of the political context finding
however a substitution effect for government efficiency, while balanced budget
rules are those leading to the most substantial impact indicating that the latest
governance reform at the supranational level may improve fiscal discipline
within the continent (Bergman et al., 2016). Under the substitution argument,
translatable as well in the interplay between national and supranational rules,
budgetary constraints are most crucial and impactful in those configurations
that are less promising for fiscal discipline. Within this broad perspective, some
have also argued for a further disaggregation of the analysis of the theoretical
mechanisms linking budgetary institutions, political context and fiscal
outcomes beyond the common pool problem perspective, considering how
issues beyond delegation and multiple principals may be at play such as time
inconsistencies explaining how fiscal rules may have an albeit weaker effect

even beyond the context of heterogeneous coalitions (e.g. Nakanishi, 2019).
Accounting for such dimension would further broaden the spectrum of possible
interacting elements, which in the context of an overarching account of the
national political, institutional and economic arena as well as the complexity of
the heterogenous supranational context. As such, the research design in this
analysis, detailed in chapter four takes a streamlined approach than in the
context of the broad categorisation of Member States in the disentanglement of
national preferences from supranational imposition can be reasonably argued
not to affect the results.

A further theme, linked with heterogeneity of fiscal rules across economic
determinants of the fiscal policy mix, is countercyclical fiscal policy and fiscal
rules design has been found as a crucial element both in terms of avoiding pro-
cyclicality and in mitigating the detrimental impact on investment especially in
times of crisis, best achieved through regulatory framework explicitly
protecting this component of the budget (Guerguil et al., 2017). Another
element of relevance for the research question is that escape clauses do not seem
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sufficient to achieve such objective (Guerguil et al., 2017), raising the question
hence of actual spending dynamics during the Great Recession and whether
indeed the SGP unshackled national fiscal spending spending or regardless of
its policy objective is guilty of imposing procyclical patterns as accused
extensively within the literature. Such question runs against the approach of
discarding crisis years due to diverging objectives when assessing fiscal rules
(e.g. T6th, 2019), as further discussed at the end of the sections, taking caution
as well in going beyond simply controlling for the cycle but aiming instead to
uncover explicitly the heterogeneous dynamics and impact on national
budgetary choices during times of recession.

This brief and far from exhaustive overview prints a clear picture of
complexity and heterogeneity within the arena of national fiscal rules and how
they interplay with the domestic context in shaping fiscal policy outcomes. The
previous section has shown as well that while evidence of the distributional
effects is mixed, the composition of the budget structure is indeed impacted
with negative expectations reasonable both for investment, social spending and
inequality performance. How to account for fiscal rules and their heterogeneity
is far from an uncontested issue with a variety of approaches put forwards in
extant literature. Other than analyses comparing rule types or characteristic
explicitly, cross-country panel assessment generally relies on indexes capturing
the characteristics of fiscal rules in a way that they reflect their (relative)
strength. Such is the process for one of the mainstream approaches (Hallerberg
et al, 2009; Hallerberg & Yldoutinen, 2010), which may be furthered by
accounting for the mutual reinforcement of more stringent measure by
capturing the overall aggregate constraining impact of the budget process
(Martin & Vanberg, 2013). Similarly, the European Commission (2017) has
curated a dataset of National Fiscal Rules tracking their characteristics and
changes over time, compiled as well in the Fiscal Rule Index capturing the
strength of national budgetary institutions across five procedural criteria tailing
the methodology of Deroose, Moulin and Wierts (2006), which have been
employed empirically and associated with improving the budget balance as a
function of the strength displayed by the index (e.g. Marneffe et al., 2010;
Bergman et al., 2013; Nerlich & Reuter, 2013; Reuter, 2015, 2019) The domains
considered by the Commission do not perfectly overlap, capturing the legal
base, the binding nature of targets, the type of monitoring and enforcing bodies,
correction mechanisms and media visibility, as the first approach considers the
budgetary institutions and processes environment at large rather than taking a
specific focus on fiscal rules (Manescu Bleu & Bova, 2020). From this
perspective, the latter approach more closely reflects the preferences of Member
States concerning fiscal rule stringency, at the core of the strategy employed in
the analysis for separating the supranational fiscal rule and national dynamics
illustrated in chapter four.
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Where does EU economic governance fit in? The role for the SGP as a
(supranational) fiscal rule

Akey question with regards specifically to supranational fiscal rules remains
to be addressed: can the same theoretical expectations that characterise fiscal
rules domestically be also applied to supranational fiscal rules? The issue of
substitution, complementarity and in general interaction between national and
supranational rules is left to chapter four and the outlining of an ad-hoc
methodological approach. However, it is of use to briefly address if it would be
appropriate to consider EU economic governance as a fiscal rule alike those
imposed by Member States directly, to which throughout its evolution one can
associate varying, for example, of flexibility, legal bases, enforcement and
sanctioning. In this domain, the central puzzle sits in the motivation that have
led national state to agree to “limit their sovereignty over budgetary policies”
(Heipertz & Verdun, 2010 p.4).

In terms of the rationale and justification for an international fiscal rule, the
same considerations arising from deficit bias at national level transfer at
supranational level in the context of a Monetary Union (Krogstrup & Wyplosz
2010). One of the driving arguments for the introduction of the SGP in the
context of the EMU amounted to the deficit bias and risk of free riding such that
“the inflationary fiscal policy of a single country would incur costs that would
have to be shared by all member states” (Stark, 2001, p. 79). The implication is
that EMU would require at least a rudimental element of fiscal coordination
(Heipertz & Verdun, 2010), as in a monetary union fiscal rules are necessary in
light of the risk for moral hazard and free riding connected to profligate fiscal
policies, entailing amplified cross-border negative externalities for the other
members (e.g. Dixit, 2001; Dixit & Lambertini, 2001; Thirion, 2017; Franchino,
2020). That is to say that “the budgetary policies of countries participating in a
monetary union are interdependent” with the consequence of “negative fiscal
spillovers”, providing a strong rationale for the dissuasive arm of the SGP,
especially as the supranational monetary policy reduces the “disciplinary effect
of financial markets” against governments’ fiscal profligacy, as shown by bond
yields dynamics pre-crisis (Heipertz & Verdun, 2010, pp. 71-73). In this context,
within the EMU in the absence of (strong and binding) supranational rules the
incentive to free-ride may worsen the deficit bias of the Member States
(Beetsma, 1999). In its initial form, the SGP introduction provided for a
rudimentary mechanism for fiscal policy coordination, through which
decentralised decision-making of the Member States would be coordinated into
keeping their national budgets in order, in the absence of a supranational fiscal
policy (Issing, 2002). In this context, the supranational SGP fiscal rule has been
analysed through an extension of domestic models (Krogstrup & Wyplosz
2010), indicating that the parallel can be made between fiscal rules at national
and international level. While the framework as further discussed later in the
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chapter has substantially evolved over time with a strengthening of the soft side
of economic policy coordination initially entrusted to the Broad Economic
Policy Guidelines (BEPG) into the European Semester, the core of the
framework remains the Stability and Growth Pact, supported by hard
enforcement mechanisms ultimately “backed by sanctions” (Heipertz &
Verdun, 2010, p. 78).

Such an approach has not been free from criticisms, even in its early years,
because of the inherent asymmetry between centralised monetary policy and
decentralised but restrained fiscal policy left in the hands of the Member States
reluctant to relinquish power over one of the core elements of national
sovereignty (Fabbrini & Putter, 2016). Arguably, with budgetary coordination
entrusted to fiscal rules (Thirion, 2017), the set up creates a vacuum of
sovereignty over budgetary decision, capped at the national level without the
shift to a supranational counterpart (e.g. Crum, 2018). In this context,
arguments against the architectural framework of the Pact as the need of any
constraint deemed necessary under the no bail-out clause under article 125
TFEU (e.g. Buiter et al., 1993; Eichengreen & Wyplosz, 1998; Buiter, 2006) and
the numerical targets harshly criticised for their arbitrary nature linked to
averages in the early “90s which lends itself to potentially pro-cyclical excessive
restrictiveness in times of crisis and little bite at all in normal times (e.g. Buiter
et al.,, 1993; Pasinetti, 1998; Gros & Hobza, 2001; Fatas et al., 2003; Begg &
Scheckle, 2004; Larch et al., 2010; Creel et al., 2012). At the opposite side of the
spectrum, the weak ability to coordinate national budgetary policies beyond
adherence to fiscal discipline has come under fire as a structural flaw of the
initial EMU design (e.g. Begg, 2002; Schure & Verdun, 2008; Alcidi & Gros, 2015;
Crum & Merlo, 2020; Howarth & Verdun, 2020).

Times and crises have strengthened and proved right the pack of critics of
the framework, which has moved well past elites and scholars especially after
the contentious management of the Great Recession and following mayhem in
the Eurozone, with a strengthening of the austerity paradigm enshrined in the
latest wave of reform and the Fiscal Compact directing the fingers of discontent
in the public debate toward the European Union. EU economic governance has
been at the receiving hand of the accusation of lengthening and worsening the
economic crisis and divergence across the core and periphery, which has
regained centre stage in the debate on tackling the Covid-19 pandemic and
reconstruction (e.g. Lane, 2012; Heise, 2012; De Grauwe, 2013; Jones et al., 2016;
Wyplosz, 2017; De Grauwe & Ji, 2018; Howarth & Verdun, 2020). Against this
backdrop both the issue of democratic legitimacy has been widely debated in
the aftermath of the crisis and increased constraints to national fiscal policies
with the 2011 reform and especially the Fiscal Compact, along with the broader
shortcomings of EMU and the prospects for reform (e.g. Dyson, 2009, 2013;
Feathersone, 2011, 2016; Hallerberger, 2011; Dawson & Witte, 2013; De Grwuwe,
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2013; Hinarejos, 2013; Dawson, 2015; Da Costa Cabral, 2016; De Wilde et al.,
2016; de Quadros & Sidjanski, 2017; Hughes Haller, 2017; Greer & Jarman, 2018;
Crum & Merlo, 2020). Against this backdrop, while regulatory advances have
come a long way since the birth of the EMU and common currency especially
with the Fiscal Compact and European Semester, the (asymmetric) institutional
framework at the core of EU economic governance has remained the
supranational fiscal rule of the Pact, to which hence many of the reasonings put
forward in the beginning of the section may be extended. Such an approach,
although largely concentrating on aggregate spending dynamics as illustrated
later on, has indeed been taken up in the analysis of the national budgetary
consequences of the SGP and more in general when accounting for the
supranational context in assessing fiscal choices, albeit with a generally
simplistic approach which may fail to capture the complexity of EU economic
governance and the heterogeneity of its effects explored in this work.

An oversimplified account of the SGP within the literature

In view of the lessons from the literature on the political economy of
budgetary dynamics previous work focused on the SGP specifically or
accounting for the supranational regulatory framework in broader context may
have taken an oversimplified approach in relation to EU economic governance
in three ways. On one hand the effect of fiscal rules is varies according to their
characteristics, making the simplistic accounting of EMU derived dynamics as
membership to the Union and Eurozone problematic as further evidenced in
the last section of the chapter highlighting the multifaceted nature of EU
economic governance and its evolution over time. A second element of
heterogeneity regards the interplay with the national context specifically along
the political, institutional and economic dimensions, including considering
changes against the economic climate, which are well established in extant
literature as core interacting elements in determining the effectiveness of fiscal
rules. Finally, the aggregate focus on deficit and debt fails to consider the
distributional impact of the supranational fiscal rule, in line with the evidence
provided by studies on the heterogeneity with which different spending
categories are affected, overall and during a recession and/or consolidation
effort. A key contribution of the analysis is indeed addressing all three
limitations, which are briefly explored below.

On the first account, the EU economic governance framework’s effect on
fiscal discipline and compliance with national fiscal rules has been tested
empirically. In addition, studies covering EU Member States after the
introduction of the EMU have at times attempted to account for the
supranational fiscal framework albeit quite simplistically, while more often
than not in assessing (national) fiscal rules the context of the common currency
and the derived constraints on national fiscal choices are fully disregarded.
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When that is not the case, the account of the framework can be quite rudimental,
coming so far as to brutally comparing the pre and post Maastricht period (e.g.
De Haan et al., 2013; Fortunate & Loftis, 2018). Such an approach, which does
find an improvement of fiscal discipline is problematic also in light of the
evidence of a pre-Maastricht effect under the threat of exclusion from the
common currency, which “had become defunct” after the introduction of the
EMU, leaving space to the return of fiscal delinquency (Heipertz & Verdun,
2010, p. 77). With Maastricht fatigue characterising the initial years of the Pact,
early failures leading to the de-facto suspension of the SGP in 2003 and the
reform rush to strengthen the framework and restore credibility in the midst of
the Eurozone crisis resulting in the TSCG and the Fiscal Compact (e.g. Fatas &
Mihov, 2003; Heipertz & Verdun, 2010; Larch et al., 2010; Tsebelis & Hahm, 2014;
Schimmelfennig, 2015; Téth, 2017; Franchino & Mariotto, 2020) , it is a quite
unconvincing argument that over the 20 years life of the EMU the effect of the
EU economic governance framework should be expected to be homogeneous.
From this perspective, the timeframe of previous large-scale analyses generally
stops at most short after the introduction of the latest reform. As the current
framework may have to the most substantial budgetary implications, previous
analyses provide little room for capturing such dynamics addressed in these
work by considers the period up to 2018 and explicitly the post-2011 changes.

Coming farther than the pre-post Maastricht approach still generally relies
on membership, at most distinguishing that of the Eurozone (e.g. Nerlich &
Reuter, 2013; Bergman et al., 2016; Reuter, 2019; Jalles et al., 2020). As a result,
a significant negative effect on compliance has been associated with EMU
membership, indicating that fiscal discipline may be lower for Eurozone
members free-riding on the benefits of the monetary union (Reuter, 2019) due
to an implicit bail-out expectation (Jalles et al., 2020). On the same line
supranational governance have been shown not to positively impact the
effectiveness of national fiscal rules (Bergman et al., 2016). Such findings -
against the overwhelming evidence of the austerity cost and implications in the
Member States - questions the approach, calling instead both for a distinction
over time and across policy reform and relevant regulatory framework. Along
the same line, a central element of the supranational fiscal rule, the EDP
procedure, has been grossly disregarded as evidence of failure of the system
rather than a key - sanction backed - mechanism through which the EU
economic governance framework operates. A rare exception in the quantitative
assessment of the relation between supranational rules and national budgetary
trends in the 2010-2016 period considers being under EDP surveillance and
Eurozone membership along with macroeconomic factors in determining what
explain austerity, finding a significant contribution of falling under the EDP
which is not the case for Eurozone membership (Tamborini & Tomaselli, 2020).
Of interest for this analysis, heterogeneous dynamics emerged when splitting
the Eurozone dummy into fiscally sound core countries and those - generally

40



in the periphery - coming under extreme pressure and requiring financial
assistance, both significant but in the opposite direction with a decreased
austerity associated with the former and increased with the latter (Tamborini &
Tomaselli, 2020). While the analysis is quite a simple account of the EU
economic governance itself as it does not consider the interplay across the EDP,
Eurozone membership and other factors at play, it gives already a strong
backing to the need for more precise accounting than in extant literature in
assessing the research questions at hand, which may indeed be reasonably
expected to have at it centre EDP surveillance and should as well account for
heterogeneity across core and periphery even within the Eurozone.

A further problematic simplification to overcome regards disentangling the
effect of national and supranational fiscal rules, especially but not exclusively
after the Fiscal Compact. National budgetary institutions have indeed evolved
under the influence of the EU economic governance framework and targets, as
suggested by the acceleration towards fiscal rule adoption within the old
continent over the years post the introduction of the SGP (European
Commission, 2017). Indeed, especially crisis dynamics and the latest
governance reform at the supranational level have been linked with a
Europeanisation of domestic budgetary processes (Raudla et al., 2019). Hence
national fiscal rules may themselves have been devised to internalise
supranational constraints as “the reforms of the SGP also altered the design of
national fiscal rules and their institutional framework” (Reuter, 2019, p. 134).
Evidence has also been put forward of the EU playing an important role even
as early as the pre-2005 period in leading to the introduction of fiscal rules
(Debrun et al., 2008). As such the effect of national fiscal rules themselves may
be at least partially attributed to the supranational framework and partially
explain why significance is hardly achieved or reversed when accounting for
EU or Eurozone Membership on top of the former (e.g. Reuter, 2019). The
implications are that disentangling the effects and interactions between
supranational and national fiscal rules - especially after the Fiscal Compact -
pose a non-trivial methodological challenge which will be discussed in detail
in chapter four. A final word returns to the interplay between the supranational
fiscal rule and national determinants of the fiscal policy mix, along the line of
established linkages in the domestic context. More often than not this aspect is
also disregarded, with the partial exception of the interaction between the two
levels of fiscal rules, which - partially with no surprise given the reasonings
above - do not find an impact of the supranational regulatory framework on the
effectiveness of national fiscal rule (Bergman et al., 2016). In a different context,
a significant interplay between the EMU and national political institutions has
emerged with heterogeneous effects of the former by the latter in increasing the
size of the public sector and deficits (Mékeld, 2018). Hence while the aspect is
under-investigated, these example reinforce the importance of considering
heterogeneity of the impact of the EU economic governance framework also in
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relation of national variables as the absence of a significant average effect may
hide diverging dynamics.

Finally, a further gap to which this work contributes is the limited systematic
accounts of dynamics beyond aggregate spending size and deficit and /or debt
concerns, in light of the key implications highlighted in the previous section
and the strong criticism stacked against the EMU on the basis on the
subjugation of social concerns to the primacy of fiscal discipline. Such view is
also an oversimplification of the potential dynamics between EU economic
governance and the national budgets as fiscal rules even domestically have
been demonstrated as far from neutral to the fiscal policy mix. Such worry has
been put forward also in relation to the SGP, with the concern that the spending
threshold could prove detrimental for investment, with the framework
considered suboptimal with respect to a golden rule approach (Blanchard &
Giavazzi, 2004; Creel & Saraceno, 2010; Creel et al., 2013). At a descriptive level,
considering trends in components in terms of economic type and not functional
components, a worrisome dynamic in investment was highlighted in the
aftermath of the strengthening of the SGP (Creel & Molteni, 2017). Such a
negative outlook has emerged also in the context the Covid-19 crisis,
supporting the need for a large-scale public investment program in the
Eurozone (Della Posta et al., 2020). In parallel, similar concerns have been put
forward for welfare, arguing, for example, that social spaces have become an
adjustment variable for fiscal discipline in the EMU (Costamagna, 2018). That
is especially the case after the crisis, with the increasingly intrusive scope for
the Pact in national budgetary dynamics and a strengthened focus on
consolidation, with the potential for substantial negative consequences for
social investment and retrenchment especially in the worst hit Member States
(Heins & De La Porte, 2015). Hemerijck and Ronchi (2020) note that the current
framework heightens cleavages between Member States and is inherently
biased against social transfers against concerns of financial sustainability, a
problematic asymmetry between social and economic priorities which remains
even within the European Semester (Maricut & Puetter, 2018). Such dynamics
reiterate the need clear comprehensive quantification of the contribution of EU
economic governance, far from fulfilled by extant literature. A partial exception
is Dahan and Strawczynski (2013) work which while problematically largely
disregarding the political national context, attempts to account for the
Maastricht Treaty, the EMU and SGP finding no empirical evidence on a
negative effect on investments which conversely is the case for transfers.
Nevertheless, the topic warrants a specific assessment which aims at
overcoming the limitations in disregarding the effects of EMU or considering
them as homogeneous, while also delving in-depth into the granular effects on
budget components.
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On the importance and specificity of the crisis

The final element to (briefly) consider concerns the specificity of the period
of the Great Recession. The previous section has already explored changes in
fiscal policy and dynamics as a function of the economic climate. Similarly, the
element is relevant also in the context of national and supranational fiscal rules.
Much has been said on the crisis and EMU, but little has emerged in terms of
how the EU economic governance framework impacts the budget structure, let
alone how such effect changes across the economic cycle. Even considering
national fiscal rule, the majority of the literature considering compliance and
effect together with the interplay with other factors disregards either potential
differences as a function of the economic climate or exclude crisis times
completely, considering only public expenditures in good times (e.g. Reuter
2015, 2019; Té6th, 2019). Against this backdrop the pro-cyclical effect of fiscal
rules has been a common trope and concern even in the context of EMU, with
some empirical support of (some) fiscal rules and their compliance mitigating
such dynamics (Nerlich & Reuter, 2016; Combes et al., 2017; Guerguil et al.,
2017; Larch et al., 2021). The judgement of the ability of the EU economic
governance framework to deliver on stabilisation by way of countering the
cycle is, however, quite bleak (e.g. Claeys et al., 2016; Aldama, 2017; Guerguil
et al., 2017).

In this context, the overall structural shortcomings of the EMU, the
mismanagement of the Euro crisis and the SGP reform, furthered in perspective
with the introduction of the balanced budget rule with the Fiscal Compact, have
been associated with a worsening and lengthening of the Euro crisis
questioning the fitness of the framework in times of severe downturns (e.g.
Larch et al., 2010; Lane, 2012; Creel et al., 20013; De Grauwe, 2013; De Grauwe
& Ji, 2013; Jones et al., 2016; Braun & Hiibner, 2018; de Quadros & Sidjanski,
2017). At the same time, the consequences have been far from homogeneous
geographically, increasing the core-periphery divergence and straining the
economies, societies and democracies in Southern Europe, a conflictual divide
that if unmitigated may pose insurmountable differences for the future of
integration (e.g. Feathersone, 2011; Lin & Treichel, 2012; Anderson et al., 2014;
Matthijs & McNamara, 2015; Matthijs , 2017; Hutter et al., 2018).

Under such premises, the austerity paradigm of the EMU, fully embodied
by the SGP and Fiscal Compact, has been called into question especially in the
context of the crisis, specifically in the balance between the benefits and dangers
of consolidation, partially repudiated even by the IMF itself as they may be far
from sustainable even in purely economic terms (e.g. Asensio, 2013; Blyth, 2013;
Ban, 2015; Hazakis, 2015; Mabbett & Schelkle, 2016; Zezza, 2020). At the same
time the crisis and its (ill) management carries substantial distributive
implications, not only geographically across the debtor-creditor fault lines but
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also within the policy mix. Especially in the absence of a golden rule, the
implications are for investment to suffer with negative outlooks for growth
(Creel & Saraceno, 2010; Creel et al., 2013; Fragetta & Tamborini, 2019).
Detrimental prospects have also emerged for health (e.g. Correia et al., 2015;
Forster & Kentikelenis, 2019; Crookes et al., 2020). Along the same lines work
abounds on the negative trends in EMU during the Great Recession for social
policies and welfare retrenchment (e.g. Raudla, 2013; Everson, 2015; Heins &
De La Porte, 2016; Seikel, 2016; Greer & Jarman, 2018). Beyond these broad areas
several other detrimental trends have been highlighted such as constraints to
local government expenditures (Bolgherini, 2016) and the gender gap (Perugini
et al., 2019). Trends even in relation to the composition of spending may,
however, be quite heterogeneous across the Member States, especially in
comparing the core and periphery worse affected both in terms of budget
restructuring and crowding out of investment (Censolo & Colombo, 2016).

In this context, if the distributive impact of fiscal policy choices in times of
crisis is hard to contest, the technocratisation of the approach to crisis
management in the context of the Great Recession has raised some concerns for
legitimacy post-crisis (Sdnchez-Cuenca, 2017). In this context, the crisis and EU
economic governance resulting reforms have been argued to worsen
democratic legitimacy at the EU level (e.g. Bellamy & Weale, 2015; Genschel &
Jachtenfucs, 2018; Crum & Merlo, 2020; Papadopulous, 2020), the support for
European integration (e.g. Daniele & Greys, 2015; Armingeon et al., 2016;
Cordero & Simén, 2016; Roth et al., 2016; Crespy, 2020; Matthijs & Merler, 2020)
and come at a steep cost for national political systems (e.g. Grittersovd et al.,
2016; Matthijs, 2017; Giuliani, 2020; Kutter, 2020). From such perspective, the
crisis appears far from a period to exclude or disregard. Conversely, how
spending dynamics have been affected in crisis both in aggregate terms and in
relation to key components such as investment, social spending and health is of
primary interest in pinpointing the contribution of EU economic governance to
the problematic trends emerging from previous work.

Taking stock on the rich knowledge around fiscal rules and how it may
translate at the supranational level and in the interplay of the EU framework
with national determinants, several elements should be considered. The effect
of national fiscal rules is well established as heterogeneous both as a function
of the fiscal rule itself - and at supranational level its change across reforms and
rules applying to the specific circumstances at hand - and in its interaction with
the political, institutional and economic context. From this perspective a more
nuanced approach than the simple accounting for the supranational fiscal rule
being at play or at most distinguishing across membership to the Eurozone is
called for as average effects may well hide heterogeneous dynamics across
configurations of national and supranational determinants. Likewise, finding
on national fiscal rules suggest the problematic track record of compliance with
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the deficit threshold should not automatically suggest disregarding the SGP as
failing in affecting the budget structure as its constraint may well be felt on the
national fiscal policy mix even for violating Member States. The same reasoning
applies to sanctioning not being a necessary or sufficient condition for
compliance and/or effectiveness. Rather than a short-term stick guaranteeing
adherence to commitments the key mechanism at play may be that of the
pressure arising from the scrutiny and surveillance, for instance under the
Excessive Deficit Procedure, bringing more nuanced expectations on the scope
for an impact of EU fiscal governance during the Great Recession. Unveiling
whether empirically the negative reputation of the SGP is indeed called for is at
the same time of high interest in view of the considerations on the specificity of
the crisis and the copious literature dedicated to failure of EU economic
governance in the face of the challenge of the Great Recession.

2.3 Understanding EU economic governance

EU economic governance in its SGP component can be characterised as a
fiscal rule, albeit oversimplified in its operationalisation in extant literature
failing to account for heterogeneity both inherent to the fiscal surveillance
framework and its interplay with other factors affecting the budget structure. It
remains, however, to evaluate what implications can be derived for the
multifaceted nature of its SGP in building expectation on when and how the
supranational fiscal rule impacts national spending, together with its interplay
with both the Semester and the domestic environment.

The State of the art on the SGP: the focus on debt and the deficit

With monetary policy delegated to the supranational level and fiscal policy
remaining at national level, the rationale itself of the SGP is enshrined in the
containment of debt and deficit for the sustainability of the Economic and
Monetary Union by reigning in fiscal policies of the Member States (e.g. Issing,
2002; Beetsma & Debrun, 2007). In parallel, the Pact ability to constraint
spending both on a theoretical level as a function of the regulatory framework
and in practice has been the predominant focus of the field, considering also
how the evolution of the framework is itself a function of the political context
at the time (e.g. Heipertz & Verdun, 2010; Franchino & Mariotto, 2020).
Focusing on the impact on the deficit and spending, the claim of failure of the
SGP and ineffectiveness of the governance architecture is widespread,
especially in the early days of the EMU (e.g. Bearce, 2009; Blume & Voigt, 2013;
Dahan & Strawczynski, 2013; De Haan et al., 2004, 2013, Hallerberger et al.,
2009; Hauptmeier et al., 2011; Andre et al., 2015; Koehler, & Konig, 2015;
Afflatet, 2017; Begg, 2017).
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However, such result is not unanimous as a positive impact on budget
balances has emerged considering the SGP dummy even as early as in the pre-
2003 period (De Haan et al., 2013) and recent work on institutions and budgets
indicate a positive trend post-Maastricht (Fortunato & Loftis, 2018). Others
recent studies have indicated under the protection of monetary policy the
incentives for fiscal discipline remain weak (Losoncz & Té6th, 2020) and
concluded and Eurozone membership does not lead to better fiscal outcomes
even when post-crisis times are included (Franek & Postula, 2020) - which may
be partially linked to the detrimental effect of the monetary union for fiscal
discipline (Jalles et al., 2020) - harshly questioning the Fiscal Compact ability
to improve structural balances (Belke, 2017; Raudla & Douglas, 2020).

As previously anticipated, in several instances empirical investigations on
the impact of fiscal rules have indicated that once controlling from national
fiscal rules variables capturing the participation to the SGP and EMU or the
application of the Maastricht Treaty are not significant and may even have the
opposite sign as expected, which has been interpreted as an indication of the
negative international externality associated with the participation of the EMU
(e.g. Dahan et al., 2013; Toth, 2019). Within this context how to overcome such
weaknesses and render the system credible has been a key topic in the academic
and policy debate (e.g. Hauptmeier et al., 2011; Herzog & Hengstermann, 2013;
Begg et al., 2015; Bilbow, 2016; Bongardt & Torres, 2016; Chang et al., 2016;
Cottarelli, 2016; De Grauwe & Foresti, 2016; Herzog, 2018; Andor, 2019;
Constancio, 2020; Spadafora, 2020). The key takeaway can be summarised in
Wyplosz (2016, 2017) assessment of the Eurozone as structurally flawed from
the onset and heavily mismanaged, especially in the context of the crisis.

Heterogeneity within the multifaceted nature of the SGP

As discussed earlier in the chapter, when the SGP is accounted for it is usually
considered either across the breaking point of Maastricht or as a simple function
of membership to the Union or the Eurozone. However, the EMU itself is
questionable as a meter to judge the applicable regulatory framework as it
changes across Eurozone membership and over time with subsequent policy
reforms. In this respect, it should be noted that the Excessive deficit procedure
and its constraints to fiscal policy as of Maastricht are antecedent of the Stability
and Growth Pact and considered the “cornerstone” of the EU economic
governance framework, “unconditionally” mandating fiscal discipline,
enforced through monitoring and by “penalising profligate behaviour”
(Hallerberger et al., 2009, p. 171-172). From such perspective, although the
Maastricht Treaty has been considered “insufficiently developed in the area of
economic governance” and especially lacking for what concerns “the
precautions against overly lax fiscal policy and arrangements for fiscal policy
cooperation” (Heipertz & Verdun, 2010 pp. 106-107), further legislative
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developments with the SGP and its corrective arm in particular fully coming
into play in 1999 retain the centrality of the EDP as a distinction between
compliant and non-compliant Member States. While the preventive side of the
framework has been reinforced over time (Franchino & Mariotto, 2020), the
“hard” side of EU fiscal governance is embedded in the dissuasive arm of the
SGP and specifically the EDP, under which Member States - within the
Eurozone - failing from correcting excessive deficits would be sanctioned
according the conditions set forth by the EDP regulation (Heipertz & Verdun,
2010, p. 78). A first heterogeneity in the impact of the EU economic governance
on national budget structures can be hardly be discarded in the distinction
between countries remaining in the “goodwill” based preventive arm of the
SGP framework and those exposed to the surveillance - and potential
sanctioning - of the EDP in the context of the corrective arm (Heipertz &
Verdun, 2010, p. 78). While in recent times the excessive deficit procedure has
staked some criticism with its ineffectiveness and lack of compliance pictured
as the Achille’s heel of the governance on which the Fiscal Compact relies
(Belke, 2017), it nevertheless remains, along with the Fiscal Compact, the most
coercive element of the Pact calling for the assessment of the extent to which it
influences national budgetary policies and the fiscal policy mix. As such the
analysis - while not considering the mainstream focus on deficit and aggregate
spending, contributes to furthering the understanding on the bite of the SGP,
testing the extent to which the limited evidence of consolidation may derive
from its confined efficacy on those countries subject to EDP surveillance (within
the Eurozone).

A further element of well-documented heterogeneity takes place over time,
inherently connected to the political context at the time of reform. The divide
between hawks and reticent (Southern) Member States with a poor track record
of fiscal discipline led to high contestation in the nature and specifics of the
rules even at the times of their introduction (Heipertz & Verdun, 2010;
Franchino & Mariotto, 2020). However, aided by the pressure of the single
currency, lack of flexibility and (quasi) automaticity in sanctioning was
salvaged - largely in appearance - in the compromise, backed by a non-legally
binding resolution indicating the “self-commitment to apply the EDP in a strict
and timely manner” (Heipertz and Verdun, 2010, p. 6). Nevertheless, the EDP
and its Council centricity far from relinquished political control from the
Member States, an element which has been argued as a key weakness of the set-
up, as evidenced by the early policy failure leading to the demise of the initial
regulatory framework with the de-facto suspension of the SGP running into the
wall of the Franco-German alliance (e.g. Heipert & Verdun, 2010; Genschel &
Jachtenfuchs, 2018; Franchino & Mariotto, 2020). The constraining power of the
early SGP can thus be easily be questioned, with widespread violations of the
deficit threshold and outright defiance from the two biggest Member States,
among the strongest advocate of discipline in the earlier phase.
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That is the context against which the 2005 reform took place, rather than under
the threat of derailing the introduction of the common currency against the
status quo of a side-lined commitment to fiscal discipline (Heipertz & Verdun,
2010; Franchino & Mariotto, 2020). With the objective of improving both
flexibility and compliance in avoiding further crisis mining the credibility of
EMU, the results of the reform have been argued as a weakening of the
framework, albeit with an increased focus of prevention, by way for instance of
subjecting the EDP to greater discretionally and mitigating circumstances
(Heipert & Verdun, 2010; Larch et al., 2010; Franchino & Mariotto, 2020). Hence
expectations should be of a hinderance of the ability of EDP surveillance to
impact national budget structure post-2005. Initial positive developments
running against such expectation with Member States exiting the Excessive
Deficit Procedure (Larch et al., 2010) should be weighed against the favourable
economic circumstances suggesting that initially “it was not possible to assess
the usefulness of the reformed SGP, given the good times and the absence of a
bad-weather test”, albeit the existence of early encouraging signals of
cooperation with the uncontroversial initiation of an EDP notice against
Germany (Heipertz & Verdun, 2010, p. 174). A test egregiously failed by EU
economic governance in the context of the Great Recession and sovereign debt
crisis, with the framework considered especially unfit both in preventing
imbalances in good times and managing the difficulties of hard times (Larch et
al., 2010; Creel & Saraceno, 2010; Creel et al., 2012; Alt et al., 2014; Wyplosz,
2017; Thirion, 2017).

Under such premises, the context of the subsequent reform of the SGP
diverges substantially from the first. The fear of a “spreading sovereign debt
crisis”, mad a reform capable of restoring “fiscal confidence and stability”
essential as urgent (Tsebelis & Hahm, 2014, p. 1396). The worsening of the
sovereign debt crisis, the increasingly rising “risks of default and contagion
effects” in 2011 and 20012 were the backdrop of the negotiation over the new
EU economic governance framework (Creel et al., 2012, p. 538), with the EMU
perceived as under “existential threat” in case of failure to find support for a
deep reform of the framework (Schimmelfennig, 2015, p. 329). Fiscal rule and
fiscal discipline hence returned to the centre stage (Cottarelli et al., 2014) as the
fragility of the system was under everyone’s eyes along with the pressure to
reform with leaders shiftly committing to substantially improving enforcement
to avoid similar risk in the future and put the crisis to rest by returning
credibility to the SGP (Tsebelis & Hahm, 2014; Reuter, 2015; Téth, 2019). In this
context, the wave of reforms in 2011-2013 to strengthen the framework has been
recognised as a major overhaul, while at the same time remaining within a
similar (heavily criticises) asymmetrical set up based - with the exclusion of the
Fiscal Compact - on the same mechanisms that have contributed to such a poor
track record. Nevertheless, the changes to the framework were substantial, as
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the reform drove the EU Member States to “significantly strengthen their
supranational and national fiscal frameworks” (Reuter, 2019, p. 125). The Six-
pack strengthened both the preventive and the corrective arm of the
framework, together with the introduction of the Macroeconomic Imbalance
Procedure, going beyond the sole consideration of budgetary policies (Creel et
al.,, 2012; Mabbett & Schelkle, 2014; Verdun & Zeitlin, 2018). In addition,
requirements on national authorities for the monitoring and harmonisation
were tightened resulting in the introduction of the two-pack regulation in 2013
(Mariotto, 2018; Reuter, 2018). A further breaking point can be identified with
the introduction of the Treaty on Stability, Coordination, and Governance in the
Economic and Monetary Union (TSCG) containing the Fiscal Compact to which
all Member States with the exception of the EU are signatories, portrayed as the
“climax of reform” (Creel et al., 2012, p. 538). Beyond the strengthening of
existing rules (Tsebelis & Hahm, 2014), a crucial departure is the aim at “the
incorporation of fiscal restraints into domestic law” (Mabbett & Schelkle, 2014,
p. 9), severely limiting “the fiscal room for manoeuvre” of the Member States
under the commitment to balanced budgets (Creel et al., 2012, 541) and the
imposition of the introduction of appropriate numerical fiscal rules (Reuter,
2019). Specifically, Article II1.3.2 TSCG prescribes that new fiscal rules are in
place in national law “through provisions of binding force and permanent
character, preferably constitutional”. From this perspective, the - albeit
somewhat fuzzy over a three-year period - 2011-2013 reform wave undoubtedly
increased the strength and restrictiveness of the EU economic governance
framework, so that an improved ability to impact national fiscal policies can be
expected, with a further potential distinction of those countries subject to Title
III of the Fiscal Compact.

As a result, being under EDP surveillance may mean something arguably quite
different across the three main iterations of the supranational fiscal rule, let
alone after its debut into the domestic arena with the Fiscal Compact. Building
on the expectation derived from such - mostly qualitative - analyses, the work
provides additional evidence of the extent to which subsequent policy reforms
have improved the constraining power of the SGP and its intrusiveness into
fiscal (and social) policies. At the same time assessment of the change in the
impact of the supranational fiscal rule on the national fiscal policy mix
contributes to the copious debate on the 2011 reform, going beyond the sole
focus on debt and deficit in considering how the supranational budget
constraint translates into distributional changes within the domestic budgets,
how it interplays with domestic factors and its alignment with the European
Semester.

The interplay between the Pact and the Semester
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Even in its early phase, EU economic governance was not exclusively a
supranational fiscal rule, albeit if even the coercion power of the SGP have been
deemed quite bleak little can be expected from soft coordination mechanisms.
Beyond the deficit containment mechanisms provided by the Treaties and the
SGP, several fiscal coordination instruments have over the years indicated
benchmark for the convergence of national budget structures, spanning from
the Broad Economic Policy Guidelines (BEPG), the Lisbon Strategy, and the
reformed SGP in connection with “the view that fiscal policy can positively
affect Member states’ growth performance by managing the composition of
public expenditures between productive and non-productive components”,
hence - at least on paper - devoting attention not only on the quantity but also
on the quality of public expenditures (Censolo & Colombo, 2016, p. 705).
Beyond the improved focus on quality, a substantial strengthening of the
coordination of economic policies within the EU can be identified in the
European semester. The Semester brings social, economic and fiscal
coordination within a single process, building on existing frameworks subject
to multiple legal bases with the objective of promoting structural reforms for
increased growth, employment and investments, in line with the Europe 2020
strategy (Verdun & Zeitlin, 2018).

The Semester having become a key topic in the academic debate on EU
economic governance. Findings on its nature, ability to affect national
budgetary choices and its prioritisation of fiscal restraint compared to social
objective are, however, mixed. On one side bringing social policies directly in
connection with fiscal consolidation objectives - where failure in demonstrating
sufficient improvement in economic targets may result in sanctioning - may be
argued to put additional pressure on the Member States in complying with
Country Specific Recommendations (CSR) also within the social domain in
which the purview of the supranational influence is limited to coordination and
guidance. Such view aligns with findings of prioritisation of economic rather
than social objectives which has received substantial backing in the literature in
line with the austerity paradigm often associated with the supranational fiscal
rule and derived regulatory framework (e.g. Copeland & Daly 2015; Crespy &
Menz 2015; de la Porte & Heins 2015). On the opposite side of the spectrum, it
can likewise be considered that joint consideration of economic and social
dynamics may better highlight the social consequence of fiscal choices in line
with the finding that the European Semester may allow for the mainstreaming
of social objectives (e.g. Bekker, 2017; Gémez Urquijo, 2017; Jessoula, 2015).
Within this reasoning, an empirical case study uncovered a pro-social policies
role of the Commission in relation to budgetary choices of Latvia while under
financial assistance (Eihmanis, 2017).

Along these lines, evidence is mixed also in relation to the ability of the
Semester to affect the budget structure of the Member States in the prescribed
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direction, argued both as highly limited (e.g. Hallerberg et al., 2011; Darvas &
Leandro, 2015) and non-negligent (e.g. Deroose & Griesse 2014; Guardiancich
& Guidi, 2020). Moreover, the CSRs themselves are also a product of political
considerations in the context of the SGP , with extensive intervention of the
Council towards consolidation especially for Member States in less rosy
economic conditions and some (primarily among bigger and/or Eurosceptic
countries) conversely successfully weakening recommendations (e.g. Baerg &
Hallerberg, 2016; Mariotto, 2018), although in certain domains such as pension
there is evidence supporting limited politicisation (Guidi & Guardiancich,
2018). In this context, it should also be noted that the budgetary consequences
of structural reform may long-lasting but not immediate. An example in this
regard is the case of pension, for which the EDP and CSRs have been shown to
contribute to triggering reforms (Guardiancich & Guidi, 2020). As such, EU
surveillance shapes spending in the most sizable domestic budget line. The
implication of pension reforms, however, are hardly concentrate in the
immediate aftermath of the implementation of the recommendation and /or the
consolidation effort spurred by the deficit surveillance. Conversely, its effect on
social spending may be delayed and protracted over time, leading to the
potential underestimation of the impact of the supranational fiscal framework.
The emerging picture indicates that while it may be of high value to further
investigate the scope of the direct impact of the EU economic governance
framework on national budgetary choices through the CSRs, expectations are
far from straightforward both in general in relation to the ability to affect the
fiscal policy mix, especially in relation to categories of primary interest such as
social policies. Additionally, a further complication arises in the difficulty of
disentangling the impact from the SGP from that of the EU economic
governance ‘beyond fiscal rules’, not unlike for the case of supranational and
national numerical targets.

However, that is not the case in considering - in line with the interests of the
aim of the research - the alignment between the soft and hard side of EU
economic governance, which remains largely unexplored. The 2011-2013
reform wave has been depicted as a “deficit reduction approach to the economic
problems of the EU”(Tsebelis & Hahm, 2014, p. 1405), with the balance still
tilting in favour of fiscal discipline over social issues in the Semester (Maricut
& Puetter, 2018). At the same time, some elements of mainstreaming of social
concerns within the system have been highlighted (Zeitlin & Vanhercke, 2017).
Additionally, the introduction of the European Pillar of Social Rights may
indeed represent a rebalancing away from purely economic and disciplinary
concerns (e.g. Garben, 2019; Rasnaca, & Theodoropoulou, 2020; Vesan et al.,
2021). The two objectives are embedded in the CSRs — in part already defining
the specific balance for each Member State along the economic-social
dimensions — nevertheless with scope for conflict between discipline and social
investment (Crespy & Vanheuverzwijn, 2019). The same considerations,
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however, do not apply to the numerical supranational fiscal rule side of EU
economic governance which does not directly account for the CSRs, generating
possible misalignments. The precise pinpointing of how the Pact shapes
national budget structures in the context of this analysis offers the opportunity
to contribute to this debate investigating if the two arms clash, namely in the
supranational fiscal rule forcing national budget in a different direction than
the CSRs would prescribe, offering some fresh insights on how conflicting
economic and social objectives turn into budgetary choices.

The (sparse) findings on the interplay between domestic and supranational
dynamics

Finally, shifting the focus to the last key question, limited attention has been
systematically dedicated to the quantitative assessment of how the EU
economic governance framework impact on budgetary policies - let alone their
composition - is hindered or supported by the national context. The possible
interaction between the national environment and the supranational fiscal
framework is of particular relevance given the latter has been “caught up in
politics, both domestic and international” (Heipertz and Verdun, 2010, p. 197).
Some lessons on the interplay among the three key political, institutional and
economic domains can be drawn from national fiscal rules as already explored
earlier in the chapter. Moreover, the interaction need not to be stable over time
given the evolution of the supranational regulatory framework, especially in
connection with national fiscal rules. Budgetary processes in the Member States
have also been impacted by the latest reform (e.g. centralisation), creating a
potentially different national and fiscal governance environment to be
attributed to the supranational fiscal rule (Raudla & Keel, 2020). Among few
examples of EMU-specific accounting for interactions with national factors can
be found, for instance, in Mékeld (2018) finding the increase in the size of the
public sector dependant on national political factors. On a similar note, national
political dynamics have been associated to both to the enacted structural
reforms in the social domain (Sacchi, 2018) and whether reforms are sticky post-
conditionality or austerity driven changes are reversed (Branco et al., 2019). In
the arena of pensions, EU economic governance has been shown to interact with
domestically derived pressures of unsustainability of spending and deficit to
trigger reforms (Guardiancich & Guidi, 2020). Domestic policy plays also in
important role in creating the incentive structure which may push countries
toward creative accounting to abide with the SGP (Alt et al.,, 2014). Such
analyses, while not covering the topic of interest reinforce expectations of
heterogeneity and the need to account not only for the direct effect of national
determinants but also for their effect on the ability of the supranational fiscal
rule to impact the budget structure.

However, it should be noted that there is a domain in the field for which
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heterogeneity has become a key focus especially with the sovereign debt crisis
and its problematic aftermath: the divergency between the core and periphery.
In this context, crisiss-management and the EMU itself has been considered to
blame for increased geographical divisions both in economic performances and
politically, creating a perilous context for any compromise on how to overcome
such dynamics (e.g. Issing, 2011; Lin & Treichel, 2012; Matsaganis & Levanti,
2014; Gambarotto & Solari, 2015; Matthijs & McNamara, 2015; Jones et al., 2016;
Matthijs, 2017; Bull, 2018; Cesaroni et al. 2019; Howarth & Verdun, 2020;
Matthijs & Merler, 2020; Notermans & Piattoni, 2020; Pagoulatos, 2020). The
literature underlines the importance of considering the potential for
heterogeneity in the impact of EMU on the budget structure across core and
periphery. The work hence contributes to a more granular understanding of the
geographical cleavage in spending dynamics and whether indeed the South is
more heavily impacted by EU economic governance compared to the core. At
the same time, the overrepresentation of countries requesting financial
assistance during the crisis brings the attention to another element not always
considered sufficiently in the assessment of the impact of the SGP, as the
relevant commitments derived from the Memorandums and not the Pact under
those circumstances and their inclusion may confound the true impact of the
‘normal’” EU economic governance. The last word of caution refers to divergent
trends among Western Europe and Central and Eastern European Member
States. Heterogeneities across the interplay between budgetary dynamics and
political and institutional factors - including fiscal rules - are well documented
to the extent that they are often excluded from systematic cross-country
comparisons in the EU (e.g. Fabrizio & Moody, 2006; Berger et al., 2007; Staher,
2008; Pavlovié, & Besié, 2019; Vinturius, 2021). With the aim of retaining the
maximum geographic coverage, the limitation at least in the interplay with the
national level is hard to overcome and there may indeed be the need to limit
the analysis at least in its final part to the Western block raising the issue of the
extent to which finding may not be well representative of this other under-
investigated geographical cleavage, which would deserve more comprehensive
further addressing beyond the scope of this work.

Conclusions

The overall implication that can be derived from this chapter is that a
complexity of often interacting factors is at play in determining the size and
composition of public expenditures both domestically and in the interplay with
EU economic governance. Such background may give rise to different
configurations that may be more or less conducive to abiding to supranational
commitments. The purpose of the literature review and the work is not,
however to take on the unfeasible challenge of an exhaustive account of all
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political, institutional and economic domestic factors and their interplay with
the EU economic governance framework. Rather, the objective is identifying
key contributors in the three arenas and analysing the impact beyond aggregate
spending dynamics and into their components to pinpoint the distributional
consequences of the Pact and their heterogeneity across political, institutional
and economic national configurations. Such account allows as well to
contribute to a trope within the literature relating to the core-periphery fault
line within the Union and Eurozone, its increase as a result of the EU crisis-
management and economic governance framework and the dire implications it
carries for the future of EU economic governance.

The chapter has grounded the work in identifying the key findings in
relation to how domestic factors shape the budget structure. Additionally, it has
pinpointed the limits within extant analyses in their coverage over time,
geographical scope and disaggregation. Furthermore, limited attention has
emerged to accounting at all or with sufficient sophistication for the impact of
the EU regulatory framework. In section one, the analysis of the literature on
broader political, social and economic implications of the composition of the
budget structure reinforced the argument for a need of furthering the (granular)
understanding of how supranational constraints translate into fiscal policy
choices of the Member States. At the same time, it signalled the need to consider
distinctions which may emerge not only geographically but also over the
troubled history of the EMU.

Against this framework, the chapter in section two has explored the
extensive literature of national fiscal rules of which EU economic governance
in its main component of the SGP represent a special supranational case. At the
national level, the section illustrates the sheer complexity of accounting for
fiscal rules and heterogeneity of their effects across political and institutional
contexts and - especially - the economic climate. Drawing a parallel to the
supranational level, similar heterogeneous effects fairly unexplored in extant
literature may likewise be expected. At the same time, the (unsophisticated)
characterisation of the supranational fiscal rule as a simple monolith
represented by membership to the Union and the Eurozone clashes with the
nuances of fiscal rule effectiveness over their changing characteristics
highlighted in section two, relevant as well for a Pact which has undergone two
substantive reforms culminated with the balanced fiscal rules translation into
national legislation under the Fiscal Compact. A parallel distinction which the
works contributes to outline is hence of value in exploring how limited effects
overall may hide quite heterogeneous patterns over time. A similar reasoning
applies to crisis dynamics. As illustrated the period is often disregarded in
assessing fiscal rules due to escape clauses. The criticism to the SGP in the
failure to enact its policy objectives of counter-cyclical fiscal policies, however,
begs the question of putting to the empirical test whether there has been at all
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an impact on the budget structures during the Great Recession and if
detrimental effects on social policies and/or investment are indeed confirmed
by the data.

Finally, in section three starting from the limitations in current findings of a
cohesive assessment of the distributive impact of EU economic governance on
national budget structures, the interplay and disentanglement of national and
supranational determinants is discussed. The section positions the work within
the extant literature on the SGP, focused chiefly on deficit, consolidation and
aggregate spending dynamics. Additionally, it evaluates what the debate on the
Semester suggests on the connections between the supranational fiscal rule and
the CSRs, opening the path for the analysis of the alignment between the two.
Furthermore, it indicates how the political economy of national budget
compositions likewise calls for an account of the interplay between the national
and supranational arena. Given the effect of the latter may be heterogeneous, it
warrants investigating how it varies across constellations of domestic contexts.
As such the chapter grounds the research objectives into the intersection of
fields this work touches upon, outlining the contribution of the analysis. At the
time it assesses the scope for further exploring how national and supranational
determinants of the fiscal policy mix interact in contributing to the
understanding of (i) the far from neutral distributional implications of EU
economic governance and (ii) how the latter fares in terms of its own policy
objectives of fostering a inclusive growth enhancing spending in the Member
States.
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3. The puzzle of the domestic
impact EU economic governance

The overview of the relevant literature at the intersection of the political
economy of national budget composition, fiscal rules and the SGP - pinpointing
the gaps the analysis aims to contribute to further understanding — provides a
guiding framework for the assessment of the puzzle of the interplay between
the EU regulatory framework and the budgetary choices of the Member States.
The complexity at play is extensive and multifaceted. Consequently, the
research approach needs to carefully account for the multiple contributing
factors. Additionally, several key elements concerning the EU impact on
national budget structures have not been the object of extensive analysis,
especially regarding the specifics of the mechanism at play that may fail to
capture the richness of the derived dynamics.

This chapter proceeds in (i) refining the research objectives and outlining the
research questions before (ii) considering the causal mechanisms linking the EU
economic governance framework and the budgetary outcomes in the Member
States and (iii) defining on such basis expectations and the specific hypothesis
to be tested throughout the analysis. Limited evidence is available on some of
the dimensions to be assessed, especially regarding the interplay among the
national and supranational level. As a result, clear-cut expectations are not
always straightforward. In addition, in some instances, more than one
competing forces — with opposite implications for budgetary outcomes — may
concur in determining the overall dynamics, requiring a parallel deliberately
composite account in the research questions and hypotheses.
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3.1 Framing the puzzle: the research questions

Fiscal policy dynamics are highly diverse across the Member States both
within the European Union and the Eurozone. Variation is substantial in the
overall size of the public sector as well as in the sectorial distribution of public
expenditures. It is of interest to disentangle the role played by national and
supranational determinants in shaping national fiscal policies. Extensive
attention has been dedicated to the overall fiscal performance of the Member
States, especially concerning budget deficits and debt outcomes. In this context,
the analysis contributes to an in-depth assessment of disaggregated fiscal
choices by considering the composition of public expenditures. Sectorial
allocations can allow for the assessment of the effectiveness of the SGP in
carrying out its policy objectives, that is to say, constraining expenditures while
directing them toward optimal growth-enhancing investments. Additionally,
uncovering the impact on the budget composition and especially on specific
expenditures such as in the social domain, contributes to the academic and
policy debate on the criticism and socially detrimental impact of the SGP.
Starting from the big picture of the puzzle at hand and a detailed assessment of
the nature of both domestic fiscal dynamics and the common supranational
regulatory framework, this section frames the analysis in defining and
justifying the main research questions together with the specific sub-questions
of interest.

An overview the EU-MS fiscal puzzle

Looking at fiscal behaviour across the Member States, the emerging picture
is composite and variegated, with the total level of expenditures spanning from
a mere 25 per cent to over 65 per cent of GDP. Divergencies emerge in both
space and time, with common trends over the year as well as country ‘types’ in
the preferred size of the public sector. In terms of the latter, Figure 3. 1 below
shows country averages across the 1995-2018 timeframe, with seven Member
States well below 40% and six scoring above 50%, spanning from the mere 36%
of Romania to the 55% of France.
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Figure 3. 1 - Country averages in total public expenditures as percentage of
GDP (1995-2018)

Similarly, trends arise not only across countries but also over time, with
substantial differences in yearly averages in total expenditures, shown in Figure
3. 2 below. The overall decline in the initial period — with the brief intermission
of the post-2001 shock — brought total expenditure to reach a minimum ahead
of the Great Recession in 2007. However, budget sizes skyrocketed following
the global financial turmoil in 2009-2010. Amid the negative cycle, the Eurozone
crisis set off a sharp declining trajectory, which persisted in the subsequent
period. The cycle appears, as expected, to play a primary role in shaping
national fiscal policies, although counterintuitively consolidation does seem to
occur also in the negative phase of the cycle. At the same time, in line with the
cross-country differences shown above some substantial divergences in the
timing and sharpness of adjustments need not to be excluded.
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Figure 3. 2 - Yearly averages in total public expenditures as percentage of GDP
across EU28

In terms of overall expenditure level, the puzzle of a highly variegated
national fiscal behaviour in the context of a monetary union with common
budgetary rules is evident. Furthermore, substantial distinctions also emerge in
the area of key interest for the research question at hand: the composition of
public expenditures. Figure 3. 3 below shows the average country fiscal policy
mix in the time frame considered, displaying the share dedicated to each of the
main components of public expenditures. For example, considering a key
category, social protection, substantial divergencies occur in the absolute
amounts in comparison to national GDP dedicated to this component across
countries. Specifically, country averages as a percentage of GDP span from
below 11 in Cyprus to over 23 in Sweden. Accounting for the overall budget
size choices, differences remain. The below comparison in Figure 3. 3 shows
sizeable variations also in the share of the public budget dedicated to each
component, including social protection. Such patterns are also confirmed to be
persistent regardless of changes over time in actual allocation preferences, with
limited convergence not only across the EU but also within the Eurozone,
especially in the aftermath of the crisis (Ferreiro et al., 2013).
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Figure 3. 3 - Average composition public expenditures across EU28 countries
(1995-2018)

The heterogeneity of budgetary trajectories across the EU and especially the
Eurozone, together with partially aligned trends beg the question of the extent
to which the common regulatory framework translates into common - or rather
heterogeneous - fiscal choices at the national level. The EMU-disregarding
literature on budget composition has risen a distinction across clusters of fiscal
allocation behaviour (Sanz and Veldzquez, 2004). The extent to which such
divergences in the fiscal policy mix (e.g. in the space reserved for transfers or
investment) derive fully from national preferences or to at least some extent
from their interplay with the EU economic governance framework remains an
open question.

However, building on the extant literature on budget composition, fiscal

rules and the SGP, some general considerations on potential contributing
factors can assist in defining how to account for the uncovered heterogeneity
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and the role of the SGP. Firstly, national dynamics have been shown to play an
important role - hence cannot be disregarded. At the EU level, it is important to
understand the mechanisms through which the supranational fiscal rule may
affect the budget structure so to appropriately test under what conditions the
fiscal policy mix is affected. Along this line, the complexity of the EU economic
governance framework is uncontested both in relations to its underlying
mechanisms and provisions and the evolution over time (e.g. Halleberg et al.,
2009; Heipertz & Verdun, 2010; Franchino & Mariotto, 2020). Moreover, the
literature on fiscal rules offers both a cautionary tale and a further motivation
for taking into careful consideration an additional dimension: the economic
climate. Specifically, it is of relevance for the analysis that the nature of fiscal
rules — including the supranational one — changes during the negative cycle
through escape clauses and policy expectations that may for good reasons
deviate from consolidation (e.g. Creel etal., 2012; Reuter 2015, 2019; T6th, 2019).
However, such premises rather than justifying the exclusion of crisis years from
the analysis — as per the usual approach in the literature — rather raise a question
of high relevance in investigating empirically what takes place in reality during
a deep recession. Finally, beyond the direct impact of the national determinants
on the budget composition, the national and supranational arena may interplay
so that the effect of the EU economic governance framework may only or to a
different extent materialise under specific configurations both at European and
domestic level. Such an overview of the multidimensionality of the proble