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Evaluation of Fiscal Rules in the Euro Area
and in the United Kingdom *

Ondej SANKOT — Barbora HRONESOVA

Abstract

This paper deals with fiscal regulation in the Ebdathe UK, analysing the
Stability and Growth Pact (SGP) after the Six-pegform and the recent intro-
duction of British fiscal rules. The main aim oétlirst section of this paper is to
compare the SGP before and after the Six-pack mefior order to determine
whether the reform has contributed to conformitytred SGP with theoretical
requirements on fiscal rules, as defined by Kogitd Symansky (1998). Accord-
ing to our analysis, it could be concluded that $ie-pack reform has contribut-
ed to better fiscal regulation in the EU compareithvtheoretical requirements.
Enforceability in real conditions, nonetheless]l ddiepends on political will.
The second section deals with the two recent Brfiscal rules, which are also
analysed using the Kopits and Symansky framewdrd.ahalysis of Eurozone
and British fiscal rules aims at contributing tcetiourrent discussions about the
economic consequences of Brexit.

Keywords: European Union, United Kingdom, EU governance,aligegula-
tion, fiscal rule, Six-pack, Stability and Growthd®

JEL Classification : E62, E63, H30, H87

Introduction

The European Monetary Union is in many aspectquailt is a special ar-
rangement among particular states that are ataime sime subject to a wider
governance framework, the EU. Monetary policy iffied, and fully delegated
to common monetary authority; however, fiscal peaemain to be set indepen-
dently at national level.
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Even before the Eurozone was founded, policymalesgzecially from coun-
tries preferring currency stability, feared fisaadiscipline inside the single cur-
rency area. German finance minister Theo Waiggbgeed in 1995 a fiscal rule
to restrain the national public deficits and detft&urozone members. The Sta-
bility and Growth Pact (SGP) should have prevefitally undisciplined states
from taking advantage of common monetary policyemhthey could enjoy
lower interest rates on their sovereign debt. Hexethe emergence of the Eu-
ropean Sovereign Debt Crisis in 2009 proved thatSP failed to ensure fi-
nancial stability across the Eurozone and the Ebh-Burozone EU members
were also influenced by the SGP, especially whétingetheir own fiscal rules.
The UK implemented its own fiscal rule in the sgpeeiod, aiming at very simi-
lar objectives.

In the current literature, we can find a comparisd the fiscal rules in the
EU and the UK before 2010 (British fiscal rulesoref) and 2011 (the second
SGP reform) (e.g. Buiter, 2003). In this paper, effect of the Six-pack reform
on overall fiscal regulation in the EU togethertwiihe current British fiscal rules
will be analysed.

The main goal of the paper is to determine wheblo¢hn the Six-pack reforms
and British fiscal rules contributed to the introtan of better fiscal regulation
compared with the model fiscal rule. As a theostimderpinning the concept
introduced by Kopits and Symansky in 1998 is used.

The first chapter initially describes fiscal regfidn from the theoretical point
of view. Reasons for the introduction of a fisaaley its definition and the main
goals of a fiscal rule are depicted in general seamd subsequently in brief also
for the Eurozone as a specific case. In the separitdthe specific aspects of the
model fiscal rule are described. This model fiscdée serves then as the bench-
mark for analysis of the Six-pack reforms and thigigh last two fiscal rules.

The second chapter deals with the reasons foBitkack introduction and
the impact of the Six-pack on the overall qualityoadgetary control in the Eu-
ropean Union.

The last chapter deals with the applied fiscaésukithin the economic gov-
ernance of the UK. This paper should contributéht understanding of three
topics — the strengths and weaknesses of the ¢UB®R, principles of fiscal
regulation in the EU related to the SGP, and ElLhegtc governance related to
member state budgetary policies.

The analysis of Eurozone and British fiscal rud@®s also at contributing
to current discussions about the economic conseggenf Brexit. Nonetheless,
we do not expect a very high impact of Brexit orthbBritish and Eurozone
countries’ fiscal policies.
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1. Fiscal Regulation and Fiscal Rules

1.1. Fiscal Regulation

Historically, public budgets had only one functieto allocate resources and
to finance state expenditures. Public expenditutelst financing was connected
mostly with military conflicts. During the f%entury, social aspects began to be
taken into account and public budgets gained #egiond function, the redistribu-
tion of income (Jain, 1983). Keynesianism theoadifqustified short-term state
deficit financing as a tool of macroeconomic siabtion (Keynes, 1936). After
World War I, developed states in Western Europe focused oal filicy in ac-
cordance with the Keynesian approach (Buti anddemNoord, 2004). Despite
the fact that the emphasis on an active anti-cgidiscal policy decreased after the
neoliberal turn in the 1980s, the national govemisef developed OECD econo-
mies have utilized the opportunity to accumulatetgle- in some cases exceeding
100% of their GDP (Danninger, 2002; Eurostat, 20%é long-term focus on defi-
cit financing as a post-war phenomenon could bé&amegu by Public Choice Theo-
ry. For further detail, see Buchanan and Wagnef{jLl&r Schuknecht (2004).

Public debt accumulation could be dangerous indhg run, causing poten-
tial instability and precluding future economic gth. Despite the fact that em-
pirical studies (e.g. Paniza and Presbitero, 20t3MF, 2012) fail to deliver
exact figures about what level of public debt isilpas, the necessity for fiscal
discipline remains a part of the current econonansensus (Kumar and Ter-
-Minassian, 2007). Governments therefore condwissto ensure that public
debts do not rise unrestrictedly (European Comuis2003).

For that purpose, especially since the 1980salfisdes aiming at public fi-
nance consolidation are being introduced. Betweé®0 Iland 2012, the number
of countries having fiscal rules in place increas®un 5 to 76 (Frankel and
Schreger, 2012). Kopits and Symansky (1998) ddiffiscal rule as gperma-
nent constraint on fiscal policy, typically defingd terms of an indicator of
overall fiscal performance. The rules under consitlen cover summary fiscal
indicators such as the government budget defiotrdwing, debt or major
components thereof — often expressed as a numesdaig or target in propor-
tion to gross domestic product (GDRYe could distinguish three major types of
fiscal policy rules: a balanced budget or definies, borrowing rules, and debt
or reserve rules (Kopits and Symansky, 1998).

Many reasons could be found for the introductibristal rules that in fact
limit state authority. Kopits and Symansky (199&sctibe the following ra-
tionale — in general, fiscal rules are meant to enatd inflation, interest rates,
contribute to investments, and most of all, to fimibuilt-in bias of democratic
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governments towards deficit spending (Buchanan \Afadiner, 1977; Persson
and Tabellini, 1990). The need for fiscal rulesisingle currency area, like the
Eurozone (Schuknecht, 2004; Willet, 1999; WypldX)?2), is partially specific
and mostly connected with the avoidance of negatpit-over effects. In a sin-
gle currency area with unrestricted autonomousafigmlicies conducted by
national governments, an excessively indebted cpwould avoid consequenc-
es in the form of rising interest rates due to abégations of other countries
resulting from the common currency. Moreover, esit&s public spending
would have an impact on price levels in a particaauntry. This would rule out
setting a proper common monetary policy for the iteurrency area, resulting
in possible bubbles in local asset markets (Staokher and Kéhler, 2015). The
existence of the single currency area in the EQ his specific consequences
for the economic policies of other EU members, vehosarkets are intercon-
nected with the Eurozone. The pre-Brexit UK withfinancial market has been
a special case showing very high correlation whid Eurozone’s interest rates
since pre-crisis 2007.

1.2. Requirements for Fiscal Rules

Fiscal rules could be based at different framewohk this paper, the frame-
work set up by Kopits and Symansky (1998), used laysCreel (2003) and Buti
and Giudice (2002), will be used. Kopits and Syrkgnd.998) laid down the
following eight requirements for model fiscal rul&uch rules should be well-
-defined, transparent, adequate, consistent, sjnflgeible, enforceable, and
supported by efficient policy actions.

In order to be enforceable, a fiscal rule has ¢owell-defined first. This
means a choice of appropriate indicator, instinglocoverage and potential
escape clauses. It is desirable to monitor ratheotverall balance than the cur-
rent balance. The balance should incorporate th@lempublic sector to avoid
creative accounting practices as defined by Koehvam der Noord (2005). As
von Hagen and Wolff (2006) argue, creative accognpractices tend to take
place particularly during recessions, since thelililood rises that the fiscal rule
will be broken. Transparency in government operatis the second attribute of
a fiscal rule. It includes accounting, forecastarg institutional arrangements
(Kopits and Craig, 1998). Lack of transparencykisly to subvert popular support
for a fiscal rule, necessary for its implementatéod application. Best practices

2 According to the dataset of annual money marketrést rates from Eurostat ranging from
2007 to 2016/2014. When calculating correlationslay-to-day interest rates between the Euro-
zone and the particular non-Eurozone members, tedétording to our expectations, based on
the existence of the strong financial market, gaithee highest number: 0.91, followed by Bulgaria
(0.88), the Czech Republic (0.87), Romania (0.71),gdwn (0.64) and Poland (0.63).
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for budget transparency have been introduced bYOEEBED (2015), while fur-
ther standards related to fiscal transparency efieet! by the IMF (2015). The
adequacy of a fiscal rule should be related tonién purpose. Related tools and
indicators should correspond to the main goal. oes of fiscal rules can vary
from inflation control, across external debt liniba, towards the size of the
public debt as a whole. A fiscal rule has to bestsiant internally with other
macroeconomic policies and rules and consistetitrie. It is necessary to take
the exchange rate system and preferences regatdbtgstructure into account.
Fiscal rule in the EMU has to conform with othelesiof the European Union
and the European Economic Area. A simple legahitedh and comprehensibil-
ity to the public are further desirable aspects éiscal rule. Only understanda-
bly defined rules could raise the confidence dkeits and other external actors.
In order to retain the ability to cope with exogesshocks, a fiscal policy rule
has to be flexible. Flexibility could be gainedngsiescape clauses defined well
and in advance. One of the more simple escapeeddsgo define a fiscal rule
over the medium-term, or the escape clause maglbted to structural balance
or a cyclically adjusted budget. Under certainwinstances, governments could
also be granted loans from central banks.

A critical element of any fiscal rule is its enfeability, without which any
fiscal rule remains meaningless. Fiscal rule supenv can be entrusted to
a newly created or existing authority; however,hsan authority has to be inde-
pendent from the national government. The consemsenf non-compliance
with a fiscal rule could be reputational, finanadaljuridical. All the procedures
connected with a breach of a fiscal rule have talbarly defined and guaran-
teed by a supervision authority, which not only s compliance with a fis-
cal rule itself, but also related accounting armtpdural standards.

Each fiscal policy rule has to be complementeckefficient policy actions.
For some time, a balanced budget can be ensuredehpff measuresiowever,
these should be regarded only as temporary stopgggsures, allowing time for
preparation and implementation of more fundamergédrms to ensure contin-
ued adherence to the rule in the futkopits and Symansky, 1998). From this
point of view, long-term sustainability is anywagh@éevable only by addressing
crucial fiscal issues and continuously conductiageatial reforms. Only if this
condition is fulfilled will a fiscal rule be duradl The above-mentioned attributes
of a model fiscal rule are not achievable simultarsty as there are inevitable
trade-offs among them. The most severe trade-afisoe seen between simplici-
ty and adequacy, flexibility and enforceability,dasimplicity and flexibility
(Kell, 2001). On the other hand, some attributemmlement one another, such
as transparency and enforceability. Some attriboteslap, such as efficiency
and enforceability.
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2. The Six-pack Reforms and their Impact on Fiscal Regulation
in the EU

2.1. The Purpose of the Six-pack Reforms

After the Economic and Monetary Union (EMU) wasabtished, monetary
policy was shifted to the common monetary authaaityl fiscal policy, which
remained in the competence of nation states antedaa specific significance.
In order to avoid potential discrepancies betwascaf and monetary policies,
the EMU is in theoretical perspective built on sgdiscal discipline foundations
(Buti and van der Noord, 2004). Before a countrgliswed to join the EMU, it
should fulfil criteria laid down by the Maastrichteaty. Regarding fiscal limita-
tions, a deficit of public budgets exceeding 3%@IP and public debt exceed-
ing 60% of GDP (unless decreasing to the referdacel) are not allowed
(Baldwin and Wyplosz, 2013). The Maastricht Craewere in 1999 neverthe-
less used in an arbitrary way to pursue politidgectives with little regard for
the economic situation in accession countries (Deu®e, 2009). The approach
of relaxed interpretation and insufficient enforegmhas turned out to be the
fate of subsequent fiscal rules as well.

In order to maintain fiscal stability after acdessto the EMU, the Stability
and Growth Pact, implementing the same fiscal riaitas the Maastricht treaty,
was suggested by Germany and approved in 1997hd@titme, it was believed
that compliance would be strictly enforced. Howewesreach country had a right
to determine its own fiscal policy, the final dégois on potential sanctions was
entrusted to the Economic and Finance Affairs CbyBCOFIN), comprising of
EU finance ministers, who represent the interebtsation states (Baldwin and
Wyplosz, 2013). This clearly collides with the mguisite of a fiscal rule, which
demands an enforcing institution to be indepenttent the national government
executing the fiscal policy. In 2002, the SGP wasabhed by Germany and a year
later by France. According to the SGP, the Eurogeammission started an ex-
cessive deficit procedure, issued a recommendédiotme Council, and proposed
a notice to adopt corresponding measures. The EX@@&E, however, reluctant
to issue a legally binding decision (Wyplosz, 20C8uncil Decision, 2003) and
both Germany and France were not forced to rechaie public deficits. Due to
this fact, the European Commission took legal actigainst the Council through
the European Court of Justice. The Court of Justeeided that ECOFIN had
failed to fulfil its duties; nevertheless, it wastmble to make the ECOFIN issue
a decision (Bacho, 2009; ECJ, 200#@he actionof the ECJ was only censored
on legal technicalities that required a rewordinfjtbe decision. The court did
not consider the economic merit — or demerit -hisf &ction(Wyplosz, 2013).
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Based on these troubles, the European Commissapoged the first SGP
reform, stressing long-term fiscal sustainabilithe basic rules of the SGP were
not changed, but many exceptions were issued,derdo promote flexibility to
overcome short-term fiscal difficulties (Council dgreation, 2005). In fact, fiscal
rules were relaxed and the time to issue sancti@ssextended (Kunesova and
Cihelkova, 2006).

In 2009, when the European Sovereign Debt Crigisrged, 15 out of the
then 17 Eurozone members were subjects of an éxeedsficit procedure
(Baldwin and Wyplosz, 2013). Figure 1 depicts tkgadlopment of public debts
in selected EU countries from 1997, when the SGPB wioduced, over 2007
and 2013, to demonstrate the effect of the Europein Crisis, till the present.
Countries were selected from the group of 11 Eurezfounding members,
where the SGP rules are applicable for the lontjast period — Italy being cur-
rently the most indebted and Luxembourg the leathted. Ireland demonstrat-
ed the largest increase in public debt during thiet @risis, while in Germany
the increase during the crisis was the lowest.

Figure 1
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Source:Eurostat (2017).

As shown in figure 1, despite the fact that ideadtSGP fiscal restraints were
applicable to all the Eurozone countries withouteptions, particular nation
states demonstrate very different results witheesfo the development of pub-
lic debt. K6hler and Konig (2015) argue that thePS(G some extent contributed
to reducing public indebtedness in the Eurozoneelbeless, the SGP failed to
fulfil the main aim of its existence to ensure &ikstability in the Eurozone.
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Generally, non-compliance with set fiscal rulesldpaccording to Wijsman and
Crombez (2017), stem either from government shghtsdness (Alesina and
Tabellini, 1990), common pool resource problemsufitoi and Sachs, 1989), or
electoral cycles (Alesina and Sachs, 1988). Buti @arnot (2012) identify three
particular reasons for the failure of the SGP.tFthe 3% ceiling was incorrectly
interpreted as a target, not a limit. Second, duth¢ 3% ceiling, fiscal policy
became pro-cyclical during economic slowdowns. Irnand most importantly,
enforcement power was weak as sanctions did naisaet deterrent and the in-
troduction mechanism was not reliable. In factaficial sanctions for non-com-
pliance have so far never been imposed. All inratjonal governments were
not under sufficient pressure to behave in a figecakponsible manner.

The irresponsible fiscal behaviour of some Eurezomembers is seen by
some economists as an even more important drivéineoEEuropean sovereign
debt crisis than differences in competitiveness eemllting macroeconomic
imbalances (Wyplosz, 2013). That is why the figgalernance of the Eurozone
had to undergo serious amendments. During thealsid, many measures have
been taken to prevent such a crisis from happeagain. DeGrauwe (2007)
argues that the SGP did not work well because maltigovernments are primarily
responsible to national electorates, not to theil&titutions. National govern-
ments therefore prefer to accept sanctions arfsarg a violation of a fiscal rule
to risking defeat in elections. That is why all tteforms of fiscal governance
do have one common denominator — the centralizatigrower on the suprana-
tional level.

Nonetheless, this part focuses exclusively onSixepack and its effects on
fiscal regulation in the EU. Besides the introductof the so-called Macroeco-
nomic Imbalance Procedure, a warning and correctiechanism for macroeco-
nomic imbalances, the Six-pdalepresents foremost a comprehensive reform of
the SGP. Both the preventive and corrective pdrtiseoSGP were reformed.

It is important to highlight that in general, tB&P is obligatory for all EU
members. However, some of its parts, notably samgtiare valid for Eurozone
members only. Although the UK, until Brexit the nRBarozone membepar
excellenceis generally subject to the SGR,holds a unique position regarding
excessive deficits. Whereas other member stdialé avoid excessive government
deficits the UK is obliged teendeavour to avoidt (Protocol 15, Article 139
of the TFEU; in Gov.uk, 2014). The endeavour toid\an excessive deficit is
nevertheless very clear in the UK; however, bothahdeavour and the excessive

3 Regulation EU No. 1175/2011; Regulation EU No.7/2811; Regulation EU No. 1173/2011;
Directive No. 2011/85/EU; Regulation EU No. 1176/20Regulation EU No. 1174/2011.

4 As of August 2017, when the post-Brexit arrangeninbt clear yet.
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deficit may have a different definition in the UKahn in the Eurozone. As indi-
cated above, there is a risk stemming from laclpditical ownership of the
policy in the UK, so imposing fiscal rules in theuntry seems to be rather moti-
vated by its own approach than overall compliandth \the Eurozone rules.
Based on this pre-Brexit arrangement, it could Xgeeted that there will be no
significant change in the British attitude to e)ares deficits in the future and
these will be still be dealt with according to tingtual state of the British econo-
my. Further analysis is provided in the followirecgons.

2.2. The Impact of the Six-pack on Fiscal Regulati on in the EU

The SGP represents the primary fiscal regulatah in the EU. The attrib-
utes of the original SGP, approved in 1997, haveadly been compared in the
economic literature with model fiscal rule definby Kopits and Symansky
(1998). According to Buti et al. (2003), simplicityas the main strength of the
original SGP, while enforceability and efficiencyesg among its weaknesses.
Creel (2003) considers simplicity to be the onlesgth of the original SGP,
whereas enforceability, consistency and efficieneye its weak aspects.

In the following part, the Six-pack reforms of t8&P in the context of model
fiscal rule defined by Kopits and Symansky (1998) me evaluated.

Regarding the first aspect, is the SGP bettenddfnow? The Six-pack re-
form contributed to clarification of the crucialte, serious non-compliance with
the medium term budgetary objective. Moreover, sancrules for non-com-
pliance with both the Preventive and Corrective swwshthe SGP were specified.
The definition of minimal budgetary framework reguments also contributes to
improvement in this field. On the other hand, mamogsible exceptions were
provided to the Commission and Council so that sam& could be mitigated or
not imposed at all. Both European bodies have enflagibility as those excep-
tions are defined only poorly. Nevertheless, asymaoorly defined exceptions
were introduced already in previous SGP versidreguld be concluded that the
Six-pack reform contributed to a better definitmfSGP rules.

Due to the better definition of serious non-comptie with the medium-term
budgetary objective, the Six-pack clearly definesew the Commission is
obliged to start the excessive deficit procedueaying less room for its own
interpretation. Despite many applicable exceptidhe, Commission has to at
least objectively and consistently evaluate commgkaor non-compliance with
set budgetary objectives. Transparency as a maell fule aspect was for that
reason improved. Minimal requirements on budgefeayneworks of member
states further support this conclusion.
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More precise definitions and more aspects to kentanto consideration
when deciding about the consequences of non-congaiaignificantly aggra-
vated the simplicity of the original SGP (Prammad &Reiss, 2016). This was
however one of the necessary trade-offs if bettfinions and adequacy were
to be introduced. Continual enlargements of the EMBé contributed to lower
simplicity. Country diversification in the Eurozommaplies a reduction of fiscal
rule flexibility, as Buti and van der Noord (20G#H)d Buti et al. (2003) suggest.

Evaluating the development of flexibility is a dbaging task. The European
Commission still has to consider many aspects wdeaiding about the conse-
guences of non-compliance, and escape clausesnrg@andiof the rule. However,
the room to decide whether a specific case coms$itnon-compliance, or not
does not exist anymore. Moreover, even excusagayans for the mitigation of
non-compliance consequences have been defined pnecisely in comparison
to the previous versions of the SGP, regardlesxaétly defined sanctions to be
imposed when specific parts of the SGP are violdted those reasons, the flex-
ibility of the fiscal rule could be considered redd.

In terms of enforcing fiscal discipline, the SG&stirom the theoretical point
of view always been quite adequate. In practicethenother hand, the SGP
failed to secure the goal it was designed for. ,;Thisvever, is not an issue of
definition, but enforcement. For that reason, ihasd to determine whether the
Six-pack reform contributed to a higher or loweeauacy of the SGP.

Enforceability remains the major weakness of td>SNation states do not
seem to be impressed by reputational sanctionsecteh with the introduction
of the excessive deficit procedure and financiaicians have never been im-
posed. According to the Six-pack, the European Cission still has the right
only to propose sanctions, which have to be finatypfirmed by the Council.
The main modification consists in the introductmfireverse qualified majority
voting on sanctions in the Council. Proposed sanstiare approved unless
a qualified majority of states votes against thémqualified majority in the
Council (on a proposal by the Commission) is reddh&5% of member states,
i.e. 16 out of 28, representing at least 65% of thtal EU population, vote
against the proposed sanctions (European Coudi§;ZEuropean Commission,
2012). This should theoretically increase the chamfta sanction being appro-
ved. However, the political will in the Commissiand Council still remains the
crucial element. Wijsman and Crombez (2017) claiat tgovernments repre-
sented in the Council tend to behave opportunitiead hinder imposing fines
on others when breaching the rules themselvesaadive case of Germany and
France in 2003, when four out of the six countkieng against fines had ex-
cessive deficits themselves, whereas none of e miember states in favour of
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sanctions had a deficit exceeding 3%. This morahith could be resolved by
transferring the deciding authority completely to iadependent supranational
body, i.e. by completing the fiscal union (EyraudiaNu, 2015). On the other
hand, the Commission itself was also quite restichimhen enforcing valid fiscal

rules, not acting as an independent body withsubwn political goals and mo-
tivation. In 2016, the missing political will progteo be still the most serious
weakness of fiscal regulation in the EU, as boéh@louncil and the Commission
agreed not to impose fines on Spain and Portugain{snin order to prevent

reputational damage to the EU in times of increp&tnroscepticism), despite
the fact that the Council had found that there Ib@eh no effective action taken
to reduce the excessive deficit of both countriasrgpean Council, 2016). This
setback could have been prevented if sanctiondéed triggered automatically,
which would, however, further decrease the flekipidf the fiscal rule. Beetsma
and Debrun (2007) argue that rigid fiscal rulesldaliscourage states from con-
ducting necessary structural reforms, such as thelaged to the ageing popu-
lation or limited labour market flexibility. Moreev, the automatic imposition
of sanctions turned out not to be politically adebpe. The real effect of the
Six-pack reform on enforceability therefore effeety remains dependent on
the appraisal of the Commission and the Council.

The SGP is quite consistent in referring to thath it imposes on the public
deficit or public debt and the Six-pack does nandprany fundamental change.
The criticism in this field (Creel, 2003) appliesaimly to the relation of fiscal
and monetary policies in the EMU. As the Six-paokginot deal with the coordi-
nation of fiscal and monetary policies, the coesisy of the SGP is not affected.

The SGP efficiency depends mostly on policy astiteken in relation to
fiscal discipline. Neither the previous versiongle SGP nor Six-pack reforms
deal with actual policy actions related to the msige of fiscal sustainability in
the long-run. This remains within the competencenafion states. However,
under the assumption that the Six-pack promotegtifierceability of the SGP,
its efficiency to ensure deserved budget limitagjoat least in the short-run,
should be increased. A brief summary of the Sixkpaform effects on fiscal
regulation in the EU is depicted in Table 1.

The Brexit vote will not have any direct effect fiscal regulation in the Eu-
rozone. Nevertheless, it is going to remove a detexd opponent of further
European integration. This could clear the waydampleting the Fiscal Union,
as the Five Presidents’ Report sets out (Europesnn@ssion, 2015). Limiting
the powers of nation states represented in the @loumnfavour of a politically
independent supranational body could contributaddressing the most serious
weakness of the SGP, i.e. its enforceability.
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Table 1
Six-pack Reform Compared with Model Fiscal Rule byKopits and Symansky (1998)
Aspect Six-pack impact

Well-defined +
Transparency +
Simplicity -
Flexibility -
Adequacy ?
Enforceability +
Consistency ?
Efficiency +

Note: + stands for improvement; — stands for deteriorat? stands for no or contradictory effect.

Source:Author’s summary.

3. British Fiscal Regulation and Its Tiestothe S  GP and Its Reforms

Fiscal policy relevance in the UK has risen dueirteffective monetary
measures established to deal with the crisis caresegs (Becker et al., 2015;
Emmot 2016). In particular, decreasing the interat to 0.5% in 2009 did not
lead to the expected results and motivated thesBrgovernment to focus on
fiscal policy. This led to increased governmentnsjpeg with public sector net
borrowing (PSNB) peaking at 10.2% of GDP in 201@c8 there is currently no
general fiscal rule established by the British goweent (OBR, 2015a, p. 20),
the analysis will be based rather on the actuatwi@n of fiscal policy by the
Office for Budget Responsibility (OBR) and its Eiddal rules compliance, with
a historical excursion into the previous fiscabaifrom 1997.

3.1. Fiscal Regulation in the UK — from “Labourite " to “Conservative”
Fiscal Rules

In the long-term perspective, the government $istsal targets annually
through public sector net déPSND) and PSNB. The latter is a key indicator
of the British fiscal position and it represents jfear-to-year difference between
total public sector receipts and expenditure oacamued basis.

5 There is rather a fiscal regime which is basethedium-term fiscal objectives defined on a year-
ly basis in successive government budgets. Howelierprecise specification can be and is fre-
guently subject to change.

5 These developments bolstered scientific reseancthe assessment of British fiscal rules,
such as Kell (2001) and Frayne and Love (2001 )r8uand Wilkes (2009), Sawyer (2011) and
Dupont and Kwarteng (2012) followed these workddpusing on the coalition and Conservative
Cameron’s Conservative government’s fiscal rulessssmnt.

" PSND represents “a stock measure of the publiogsmet liability position i.e. its liabilities
minus its liquid assets (...). It is also the fisp@asure used for the Government’s supplementary
fiscal target. PSND is the key measure of the agismoverall debt.” (OBR, 2015a).
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Figure 2 shows the development of the fiscal targad compares them with
the current budget deficit. Apart from that, Bilitigovernments have tried many
times to set general rules for sustainable fisolity. This dimension, however,
moves us from technocratic fiscal rules definittorpurely political issues. Ac-
cording to Murray and Wilkes (2009), both Labowisnd Conservatives made
efforts to divert voters™ attention from the exgectonsequences of expansion-
ary fiscal policies, either by setting the so-adllgolden rule’ in 1997 or by
establishing the OBR in 2010.

Figure 2

UK Fiscal Targets — PSNB (left axis) and PSND (righaxis), and Current Budget
Deficit (left axis), in % of GDP, 1970 — 2015

0,9
11%

0 08
9% . 0,7
7% I 0,6
5% . I I ' 05

1 1 0,4
3% e '
| T ],
I 1

0 J 1 ¥l | - 0.2
1% I I I 0,1
-3% 0

N IRV SIS A A P SO IS S AP S S IS 2SN SN TN A

OO IITFITT IO IO AE DA SR

= Public sector net borrowing Current budget deficit Public sector net debt

Source:OBR (2015a).

In 1997, the new Labour government took stepgaah its goal of “high and
sustainable levels of growth and employment” (HMe&3ury, 2008). Overall,
five fiscal management principles were set, thégaily partly compatible with
the model fiscal rule by Kopits and Symansky (19%8) depicted in Table 2.
However, some aspects were not even included thealhg, above all the sim-
plicity of the fiscal rule and its flexibility.

The motivation to introduce these principles stextirfrom previous periods
of increasing PSNB as well as indebtedness, agempa Figure 2. Whereas in
the fiscal year 1988 — 1989 the British public sedemonstrated a slight surplus,
afterwards this measure kept rising until reachimg level of 7.2% of GDP in
1993/94. PSND later rose from the level of 23.6%GaIP in 1990 — 1991 to
almost 40% in 1997/98, when Labour started it$ fesm. Furthermore, the gov-
ernment pointed out that there had been a subatgrigw level of investments
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funded by Conservative governments in the prevjpeisods. Figure 3 shows
the decreasing trend of public sector gross investnm the periods prior to
1997, in comparison with public sector current exjpimire. Kell (2001, p. 5)
adds that the government gross investments aga sh&DP were at the lowest
level among the G-7 countries.

Table 2

Labour’s five Principles of Fiscal Management Compeed with the Model Fiscal
Rule by Kopits and Symansky

Model by Kopits and Symansky (1998) Labour’s five principles of fiscal management (1998
Well-defined ?

Transparency Transparency

Simplicity -

Flexibility Fairness

Adequacy Responsibility

Enforceability -

Consistency Stability

Efficiency Efficiency

Source:Author’s summary.

Figure 3

Public Sector Gross Investment and Public Sector Gtent Expenditure
(as percentage of GDP), 1969 — 2015
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Source:OBR (2016a).

Moreover, these principles were included in thesgguent Finance Act as
well as the Code for fiscal stability in 1998. TWwasic fiscal rules were codified:
the golden rule and the sustainable investment Tie golden rule aimed at com-
mitting the government to borrow only in order neest over the economic cycle,
and not to secure current spending. The sustainabéstment rule suggested
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that PSND should be assessed on the basis of dmma cycle. The stable
level of PSND related to GDP was set at 40% (Emamees al., 2006, pp. 2 — 3).

As indicated above, these fiscal rules lacked eamording to governmental
declaration some aspects defined by Kopits and 8gkya(1998), especially
simplicity and enforceability. The problem with gilicity lay in the proper defi-
nition of the economic cycle, the central pointtloé golden rule, which had to
be based on Treasury estimates. These generatlgdeio be rather over-opti-
mistic (Dupont and Kwarteng, 2012, p. 13). Accogdio Murray and Wilkes
(2009, p. 5), this could have led to the fact “thatadjustment [to the dating of
the cycle] might have been made for reasons ofigalliexpediency.” Enforcea-
bility became a crucial point of the rule, as itsadependent on its creators and
came to an end as soon as the Labour governmentewas/ed in 2010. Alt-
hough indicated by the Treasury, the sustainablesiment rule lacked flexi-
bility, since the highest possible level of pulsdiector debt had been clearly set.
On the other hand, too much flexibility was givenpbliticians, so they did not
have any motivation to reduce budget deficits i@ ¢mowth period after 2002
(Dupont and Kwarteng, 2012).

Real fiscal rule functioning has been criticisgdrbany researchers. These
criticisms aim at the lack of “clarity and enforbd#y, a failure to ensure sus-
tainability and intergenerational fairness, thé tisat they will undermine fiscal
discipline by creating the incentive to reclass#fypenditure, and insufficient
constraint on discretionary loosening of policy’elK 2001, p. 3). Those objec-
tions were even strengthened by the fact that élaesyafter establishing the rules
were marked by strong economic growth. The gerteeald among developed
countries showed a broad reduction of indebtedriésgertheless, this was not
the case of the UK (Murray and Wilkes, 2009, pp- 3). As depicted in Figure
3, public sector current expenditure rose steadill999 — 2005. The period was
extremely stable and brought a low level of infiatiand interest rates, public
revenues were much higher than expected, and thermgoent gained signifi-
cant budget surpluses (Emmerson et al., 2006, pi8)3 In the golden rule log-
ic, however, this enabled the government to relyfudore budget deficits that
happened after 2002. Nevertheless, decisions todsp®re during the rising
phase of the economic cycle were highly politicadl é&&d in the end to the rules
being relaxed and their abandonment as soon dm#meial crisis began.

The Labourite fiscal rules were relaxed in 2008thg Labour Chancellor
Alistair Darling, to enable the planned increasespending in the time of the
emerging economic crisis. The Coalition agreem@0tLQ) between the Con-
servatives and Liberal Demaocrats stated that giegideficit reduction was “the
most urgent issue facing Britain” (Cabinet Offi2@10).
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The coalition government of 2010 — 2015 abandathed Labourite fiscal
rules completely, as it became clear that they wertecredible enough during
the period of accelerating public indebtednessnlmttempt to return some order
to public finances, i.e. to set its own kind ofchs rules, the government
launched the Office of Budget Responsibility, adl ae the so-called temporary
operating rule. Simply said, this rule meant ameto year-to-year adjustment of
fiscal policy according to the actual economic aken of the country (Sawyer,
2012). A related measure, the Fiscal Responsibllily (2010), aimed at fiscal
tightening in the period 2010 to 2015. As showrTable 3, the plan was not
fulfilled in either of the indicators. This was anipated by several researchers,
above all based on the fact that reduction in p@teoutput stemming from
austerity fiscal policy is usually interconnectedhwfalling aggregate demand
and supply potential (Sawyer, 2012).

Table 3

The Fiscal Responsibility Act Tightening Plan Compeed to Actual Development
(as percentage of GD

Cyclically adjusted Cyclically adjusted Public sector net Public sector net
Period current budget current budget borrowing borrowing
deficit (planned) deficit (actual) (planned) (actual)
2009/2010 - 4.8 - 10.2
2013/2014 18 2.6 31 5.7
2014/2015 1.3 25 25 4.9

Source:OBR (2016a); Sawyer (2012).

The actual fiscal consolidation began within tieedl year 2010 — 2011 by
applying spending cuts and several increases irectdaxes. Additional austerity
measures were planned to be implemented on a yeasig until 2017 — 2038
(Tetlow, 2013). Since July 2015, the new Consereatjovernment followed in
this austerity approach by setting two new mediammitfiscal targets. First, the
UK should achieve a budget surplus by 2019 — 2020¢ch was in compliance
with the 2010 fiscal consolidation plan, and theaintain the surplus except for
eminent deviation in an economic cycle. Second,RB&ID proportion to GDP
should be reduced step-by-step each fiscal ye#&2009 — 2028 (OBR, 2015a).

8 The procedures announced after 2008 were expéztestiuce public borrowing by 9.1% of
national income by 2017 — 2018 (Tetlow, 2013).

® In 2015, government borrowing reached GBP 75.3approximately 5% of GDP. The ac-
cumulated debt reached 82.5% of GDP. In 2016, igwalf consolidation was assessed as quite
successful by HM Treasury: “The public finances ldobe in a much worse position had the
government not undertaken the fiscal consolidatiat has occurred since 2010 [...] The govern-
ment is maintaining a balanced pace of deficit ctida, with public sector net borrowing forecast
to fall as a share of GDP at the same average hrateaover 2015 — 2016 to 2019 — 2020 as was
achieved over 2010 — 2011 to 2014 — 2015" (HM Tueas2016, pp. 20 — 22).
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An essential part of the Conservative fiscal cbhdabon has been the estab-
lishment of a fiscal sustainability body, the Ofitor Budget Responsibility in
2010. This was motivated above all by one majow ft the Labourite fiscal
rule — the constant overestimating of economic geots, which led to increased
current spending based on the belief that the delid be easily repaid in the
future (Dupont and Kwarteng, 2012, p. 21). Insindlly, the OBR belongs to
the network of national fiscal regulation bodies éw-called fiscal councils)
established under the IMF and supported by the @&erall 29 such bodies
operate in the worl® out of which 17 (together with the OBR) focus ooni
toring fiscal rules (Debrun and Kinda, 2014, p..1&hough this British fiscal
policy arrangement is interconnected with the BEUs rather rooted in the IMF
framework and thus Brexit is expected not to caase change regarding this
issue.

The IMF definition complies with the governmentabtivation to establish
the OBR. According to the OBR Charter, it regulgtgges whether the Gov-
ernment is able to meet its fiscal targets, i.ezeseas a fiscal policy watchdog.
The several-times revised document defines tarfgetdorrowing, debt and
welfare spending, assessed each year before thiegtidn of the budget. More-
over, the wider governmental goals are observed emaduated on a regular
basis, above all the government fiscal goal, whiguires a surplus of PSNB
from the end of the fiscal year 2019 — 2020. AIBEND is being assessed
according to the goal that its ratio to GDP shahdnk each year until 2019 —
2020. The welfare cap is tracked, too, settingnit ibn welfare spending at levels
set out by the Treasury each year according toeotireconomic prospects
(OBR, 2016b, pp. 22; 189 — 190).

Interconnectedness between the forecasts and gotwernmental fiscal tar-
gets seems to be more limited than in the prevjmréod. Nevertheless, it is
higher than in other similar European bodies, ewparating under the SGP
(Calmfors, Wren-Lewis, 2011, p. 38). According be tOBR, “when our under-
lying forecast revisions have worsened the outlfmrkthe public finances, the
Government has tended to respond by using polioffset part of those chang-
es over the forecast period [...]. When our undegyiorecast revisions have
improved the outlook for the public finances, thev&nment has responded
either by banking the improvement (as in 2013) wrréducing the squeeze
on spending that had been pencilled in at previmeal events (as in 2015)”
(OBR, 2016b, pp. 22 — 23).

10 By the IMF definition, such a body should be aneipendent public institution(s) aimed at
strengthening commitments to sustainable publiarfaes through various functions, including
public assessments of fiscal plans and performaarue the evaluation or provision of macroeco-
nomic and budgetary forecasts (IMF, 2016).
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Table 4

British Fiscal Policy Rules Compared with the ModeFiscal Rule by Kopits and
Symansky (1998)

Aspect by Kopits and Symansky (1998) Conservative fiscal policy assessment (2010; 2015)

Well-defined +
Transparency
Simplicity
Flexibility
Adequacy
Enforceability
Consistency
Efficiency

D+ A+

Note: + stands for fulfilment; — stands for defaultt&nsls for no or contradictory effect.

Source:Author’s summary

To sum up, contemporary British fiscal policy iasbd on an evaluation of
several indicators, for which passable levels ardéd set individually by the
government according to the economic situationhef ¢ountry. This policy is
further assessed and underpinned by the indepebdegt Regarding the first
aspect defined by Kopits and Symansky (1998) tiegcal rule has to be well-
-defined, we could find similar characteristics wihe above-assessed SGP re-
form. Both the measures are now aiming more prgcesemedium-term pro-
spects rather than year-to-year fulfilment of ataisrtightly-set indicator and
both the rules are defined more precisely, whiallctcaffect their adequacy for
the current economic situation. This, however, lelngles the rule’s simplicity.
The aspect is strengthened in the UK by the exister the OBR, which regu-
larly assesses its database. On the other handeagthe SGP clearly defined
what happens if the rule is not fulfilled (howevaiith many exceptions) the
British fiscal rule lacks this component completely it is tightly interconnected
with the serving government. The same flaw wasdddund in the previous
Labourite fiscal rule, too. The aspects of tranepay and consistency seem to
be problematic in the UK in the long-term, giver ttependency of the rules on
politicians. This could be seen as very problematienpared to the SGP’s pro-
spects. Nonetheless, the British fiscal rule brimgeh more flexibility than the
SGP, because there is much greater space for mejuisof the fiscal goals based
on the actual state of the economy. Enforceabiéitpained the major weakness
of the SGP. However, it is also a crucial questidaaoint of British fiscal rule,
since there is no other enforceability mechanisam tthe government’s respon-
sibility to its voters, stemming from the rules’pgmdency on current govern-
mental policy. As seen many times in the past, fégs could not be regarded as
underpinning the enforceability of any measure single government. Last but
not least, the rule efficiency is quite difficult &ssess, since the British economy
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has still not completely overcome the consequeatésth economic and politi-
cal crises. Although we do not expect many changeBritish fiscal policy
caused directly by Brexit, it still brings uncensi both into British and Euro-
zone economies and the final outcome is uncleas.rtile itself does not consid-
er subsequent policy actions that are vital for éhéorcement of rules, which
leaves this aspect to a fate completely dependetiteogovernment. This feature
is also a crucial point of the SGP; however, isadtened by the existence of
enforceability rules in the Eurozone.

3.2. British Fiscal Regulation and the SGP inthe  Perspective of Brexit

The ties of British fiscal policy to the SGP werever very tight. However,
in our opinion there were several important bonasch will definitely not dis-
appear quickly in the perspective of ongoing BreXite SGP has never been
fully applied in all of its aspects in the UK due the negotiated opt-outs. The
reformed Six-pack sanction provisions have not kagmiied to the UK, as well
as Articles 5 to 7 of Directive 2011/85/EU dealiwgh requirements for Mem-
ber States’ budgetary frameworksThat indicates that the UK did not have to
comply with numerical fiscal rules promoting conapice with the excessive
deficit procedure reference values. Nor was thedbKged to keep up with the
multiannual objectives within the medium-term budge framework. Despite
the above-stated issues, the UK has been involvedel EU surveillance and
fiscal policies mechanisms, apart from the SGPhenrelated measures arising
from the European Semester (Gov.uk, 2014, pp. 48)-Since 2011, when the
European Semester was launched, the UK becamejecsolb the preventive
arm of the Macroeconomic imbalances procedure (MilR) times, due to its
macroeconomic imbalances defined by the monitopracess within MIP in-
debt review¥ (European Commission, 2016). This is expected ecalfinal
number due to Brexit being in progress.

Concerning the OBR, it could be understood asra(pawever a very inde-
pendent one), of the EU Independent Fiscal IngtitstNetwork in the perspec-
tive of the EU fiscal governance framework. Tharfeavork was strengthened
by both the Six-pack and Two-pack reforms, anddbheesponding measures
came into effect in September 2015. The Two-patfoduced a requirement

11 The Directive specifically stresses that these ®@Rsures (in Protocol 12 of the treaties)
“are not directly binding on the UK” (Gov.uk, 2014,45).

21n the MIP process, there are four (or alterngfivige) stages of macroeconomic imbalance.
The UK has been subject to the second level, imbalaThe first level is no imbalance, the third
excessive imbalance and the most serious onetiga when a country becomes a subject of an
excessive imbalance procedure, as defined by th& S@is special category constitutes of coun-
tries that are included in recovery programmes, tiie ESM.
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for Euro Area countries to set up an independedyl§such as a fiscal council),
responsible for monitoring compliance with the Siizeal rules. The independ-
ent bodies are required to conduct macroeconomec#sts as well (ECB, 2016;
Debrun and Kinda, 2014).

Since the referendum on the British EU membershifune 2016 resulted in
the decision for the country to leave, we haveqreréd a content analysis of
the major OBR regular study, Economic and Fiscalldo¥, to find out how
the British fiscal policy could be affected by thpslitical issue. The analysis
covered the reports since March 2613n the six reports dated from March
2013 to November 2015 there was no appearancedétm “Brexit” or “refer-
endum” (OBR, 2013a; 2013b; 2014a; 2014b; 2015b52D1We have noticed
a slow change since the report from March 2016edgust three months before
the actual Brexit vote on June™3016. In that report, “Brexit” was mentioned
11 times and “referendum” 7 times. No analysis gfoasible Brexit scenario
was included. As stated in the report: “Parliameas told us to prepare our
forecasts on the basis of the current policy ofdimeent Government and not to
consider alternatives. So it is not for us to judgi¢his stage what the impact of
‘Brexit’ might be on the economy and the publicdiirtes” (OBR, 2016b, p. 84).
In the subsequent post-referendum report from Noeen2016, “Brexit” was
mentioned 20 times, and more importantly, “refetentl appeared 142 times.
However, it was admitted in the text that “we hdeen given no information
regarding the Government’s goals or expectationg® negotiations that is not
already in the public domain” (OBR, 2016c, p. 6).the report from March
2017;* the number of occurrences of “Brexit” decrease8,tand “referendum”
to 21. The impact of the referendum on British dispolicy was assessed as
unclear, given the fact that the Brexit negotiatitad not started yet (OBR,
2017). Based on the above-stated considerationsultl be concluded that the
impact of Brexit on British fiscal policy is unclear rather small.

Conclusions

In this article, the latest reform of the SGP andent fiscal rules in the UK
were compared and evaluated. The model fiscal seleing as a benchmark in
this paper, should be, according to Kopits and Sk (1998), well-defined,
transparent, adequate, consistent, simple, flexdiéorceable and supported by
efficient policy actions. Such a rule is, howewaut of reach, due to trade-offs

13 The first issue of the outlook after the Bloombspgech of the prime minister David Cameron,
when the intention to hold a referendum about legitihhe EU was announced.

4 The last available at the time of revising thipgra(August 2017).



828

between some aspects, for instance between sitgpicd adequacy, flexibility
and enforceability, and simplicity and flexibilitfhat is why regulation-setting
bodies have to prefer some aspects to others.

The part of the Six-pack related to the amendroéfiscal economic govern-
ance in the EU brought especially more precisendigfihs of serious non-com-
pliance with medium-term budgetary objectives, meuents for budgetary
frameworks of the member states, and the simplifinaof financial sanctions
imposition for breaches of SGP rules.

The final decision on sanctions will currently dyg@proved unless rejected by
a qualified majority in the Council (reversed gfiati majority voting), promoting
the chances to authorize a sanction proposed bgahemission. The triggering
of the applicable sanction, however, still remalependent on the political will
in the Commission and the Council, as the casemwitted fines to Spain and
Portugal in 2016 demonstrated.

Compared to the model fiscal rule, the Six-packgemeral contributed
to improvement of the following fiscal rule aspectfinition, transparency,
enforceability and efficiency. The simplicity arl@Xibility of fiscal regulation in
the EU was aggravated due to the Six-pack refonu,the impact on adequacy
and consistency is ambiguous.

More precise definitions of terms, sanctions amat@dures of the SGP, as
well as reverse qualified majority voting on saoctissuance, helped to improve
the framework for fiscal regulation in the EU. Ndmgless, the main issue of
budgetary control was not addressed as sanctiomofocompliance are still not
imposed automatically. The lack of political widl enforce rules hence remains
the main threat to efficient fiscal regulation aallvas to fiscal sustainability and
long-term stability in the EU. This issue could d#dressed by completing the
fiscal union and transferring the enforcing auttyotd an independent suprana-
tional body. However, the move towards deeper natémn was strongly rejected
in the UK. In this regard, the Brexit vote couldlirectly contribute to improving
the enforceability of the Eurozone fiscal ruleshia future.

Individual British fiscal rules also demonstrategages in compliance with
the model fiscal rules, often in similar aspectstesreformed SGP, especially
concerning enforceability. There are similaritiesid in Labourite fiscal rules,
the current Conservative fiscal policy and the S@Breover, further similari-
ties were based on differences between the offib@irowing forecast of
(in most cases) independent budgetary bodies,renddtual deficits. According
to Frankel's study (2011), the greater the uncetyathe more governments tend
to overestimate its prospects. The UK was a shiekample of this phenome-
non; however, the Eurozone was even worse.
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Concerning the ongoing political issues regardirgBritish no-vote on stay-
ing in the EU, we expect that British fiscal polieyll not be very affected,
based on the fact that the institution dealing viisical policy, the Office for
Budget Responsibility, reflected Brexit just in ey low manner. Moreover, the
principles of British fiscal policy have never bedeeply rooted in the EU
framework, as they are rather based on the IMFdvamnk.
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