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Evidence from the Financial 

Secretary on the proposed reforms 

of the Stability and Growth Pact 

1. In this report we make available, for the information of the House, the oral 
evidence given to Sub-Committee A (Economic and Financial Affairs and 
International Trade) on Tuesday 22 February 2005 by Stephen Timms, MP, 
Financial Secretary to the Treasury, on reform of the Stability and Growth 
Pact. 

2. This evidence session with the Financial Secretary on reform of the Stability 
and Growth Pact is the second follow-up the Sub-Committee has conducted 
to its March 2003 report The Stability and Growth Pact1, debated in the 
House on 4 June 2003. 

3. The key topics in the evidence are: 

 The Government’s position on reform of the Stability and Growth Pact 
(QQ 1-2) 

 Other Member States’ positions on reform of the Pact (QQ 3; 15) 

 Greater flexibility in interpreting the Pact (QQ 4-14) 

 A ‘golden rule’ measured over the economic cycle for Europe  
(QQ 16-19) 

 The quality of Member States’ fiscal statistics (QQ 20-23) 

 The importance of debt (QQ 24-26) 

 Early warnings (QQ 27-32) 

4. The Financial Secretary informed us that reform of the Stability and Growth 
Pact was discussed at the ECOFIN meetings on 18 January and 17 February 
2005 and will again be the subject of deliberation at the Council meeting on 
8 March. The Luxembourg Presidency has made it clear that it is keen for a 
compromise to be reached in time for the spring European Council on 22 
March 2005. The Sub-Committee has argued repeatedly for speedy reform 
of the Stability and Growth Pact and hopes that a decision will now be 
reached.  

5. Such reform must be underpinned by the development of a reliable system of 
fiscal statistics across the Member States. We are concerned at revelations of 
serious inadequacies in some Member States’ budgetary statistics that 
remained undetected by the Commission and the Council until recently2. We 
note that the Commission has put forward proposals for ensuring greater 
reliability of Member States’ fiscal statistics systems, and share the 

                                                                                                                                
1  13th Report, Session 2002-03, HL 72, published 11 March 2003. First follow-up report: Evidence form the 

Financial Secretary on the Stability and Growth Pact and the European Central Bank, 14th Report, Session 
2003-04, HL 88, published 19 May 2004. 

2  In September 2004 Greek budgetary statistics were revised significantly. The Government deficit for 2003, 
initially reported as 1.7% of GDP, was revised to 4.6% of GDP with Greek deficits for 2000, 2001 and 
2002 also revised upwards by more than two percentage points of GDP. 
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Commission’s view of the need for improvement3. We will follow with 
interest the Council’s consideration of these proposals.  

6. As we set out in our earlier report, we believe the fundamental principles of 
the Stability and Growth Pact are sound as long as the target for budgets to 
be ‘close to balance or in surplus’ is a medium-term one. The 3% deficit 
reference value should be used as a precise figure that sets a clear benchmark 
against which peer pressure can be applied in the Council. However, the 
Council’s decision whether or not to implement the excessive deficit 
procedure once a country has breached the 3% reference value, should take 
account of the Member State’s position in the economic cycle and its 
underlying level of debt. The conclusions of our earlier report on the 
Stability and Growth Pact are reprinted here as Appendix 2. 

7. We call on the European Council to agree reform of the Stability and 
Growth Pact and to invite ECOFIN, with the Commission, to take 
steps to ensure greater reliability in Member States’ fiscal statistics. 

 

 

                                                                                                                                
3  COM(2004) 832: Communication of the Commission to the Council and the European Parliament towards a 

European governance strategy for fiscal statistics. 
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APPENDIX 1: SUB-COMMITTEE A (ECONOMIC AND FINANCIAL AFFAIRS, 

AND INTERNATIONAL TRADE) 

Sub-Committee A 

The members of the Sub-Committee which conducted this inquiry were: 
Lord Alliance (appointed 18th February 2005) 
Lord Blackwell 
Lord Cobbold 
Lord Inglewood 
Lord Jones 
Lord Jordan 
Lord Kerr of Kinlochard 
Lord Marlesford 
Lord Radice (Chairman) 
Lord Taverne 
 

Declaration of Interests 

Lord Alliance 
Chairman, N. Brown Group plc 
Director, Alliance Family Foundation Limited 
Director, The University of Manchester Foundation 
Director, The Weizmann Institute Foundation Limited 
Council Member, The British Olympic Appeal 
Trustee, The Next Century Foundation 
 

Lord Blackwell 
Advisor to Lloyds of London (Kinnect) 
Non-executive Director, Smartstream Technologies Ltd 
Non-executive Director, Slough Estates plc 
Non-executive Director, The Corporate Services Group plc 
Non-executive Director, Standard Life Assurance 
Non-executive Board Member, Office of Fair Trading 
Special Advisor, KPMG Corporate Finance 
Shareholder, 4C Associates Ltd (business consultants) 
Shareholder, Obvious Solutions Ltd (communications technology) 
Member of Council, Business for Sterling 
Chairman and Director of the Centre for Policy Studies (Independent ‘Think 
Tank’) 
 

Lord Cobbold 
Chairman, Lytton Enterprises Ltd (commercial exploitation of family home, 
Knebworth House, as a tourist attraction) 
Beneficial owner of part of the Knebworth Estate in Hertfordshire including 
residential properties, tenant farmland, woodlands, park and formal gardens 
Governor and President of the Development Committee, University of 
Hertfordshire 
Chairman, Knebworth Twinning Association 
Trustee, Knebworth House Education and Preservation Trust 
Chairman and Trustee, St Mary’s and St Martin’s Preservation Trust 
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Chairman and Trustee, Stevenage Community Trust 
Trustee, The Pilgrim Trust 
Fellow of Association of Corporate Treasurers 
Member and former office holder, Historic Houses Association 
 

Lord Inglewood 
Non-executive Chairman, CN Group (Media) 
Director, Pheasant Inn (Bassenthwaite Lake) Ltd (hotel) 
Non-executive Director, Carr’s Milling Industries plc (7 September 2004) 
Farmer 
Owner, Hutton-in-the-Forest Estate and Wythop Estate (farmland including 
residential property in Cumbria) 
Owner, Hutton-in-the-Forest (historic house open to the public) 
Court of Lancaster University 
Chairman, Reviewing Committee on the Export of Works of Art 
President, Cumbria Tourist Board (7 September 2004) 
Member, Historic Houses Association Finance & Policy Committee 
Trustee, Elton Estate, Cambridgeshire 
Trustee, Raby Estates, Co. Durham and Shropshire 
Trustee, Thoresby Estate, Nottinghamshire 
 

Lord Jones 
Member, The Industrial Advisory Board of the Northern Aerospace 
Technology Exploitation Centre (N.A.T.E.C) (unpaid) 
Chairman, Diocesan Board of Education (Diocese of St. Asaph) 
President, League of Friends, Deeside Community Hospital 
President, Saltney Historical Society 
President, Sandycroft and Mancot Scouts 
President, The Hawarden Singers 
President, Wrexham-Birkenhead Rail Users Association 
Trustee, The Winnicott Clinic of Psychotherapy 
President, Flintshire Alzheimer’s Society 
Director, Genesis Initiative (enhances the prospects for small businesses) 
Trustee ‘Friends of Africa’ (a charity seeking to create small business in 
Africa) 
 

Lord Jordan 
No relevant interests 
 

Lord Kerr of Kinlochard 
Non-executive Director, Shell Transport and Trading Co.plc 
Non-executive Director, Rio Tinto plc (and Rio Tinto Ltd in Australia) 
Non-executive Director, Scottish American Investment Trust Co. Ltd 
Chairman, Court and Council, Imperial College, London 
Member, Fulbright Commission, appointed by The Secretary of State for 
Culture, Media and Sport 
Trustee, National Gallery, appointed by the Prime Minister 
Trustee, Rhodes Trust 
Hon. Governor, The Glasgow Academy 
Hon. Fellow, Pembroke College, Oxford 
Hon. President of the Universities Association for Contemporary European 
Studies 
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Member of Council, Centre for European Reform 
 

Lord Marlesford 
Adviser, Board of John Swire and Sons 
Adviser, Sit Investment Associates (Minneapolis) 
Non-executive Director, Baring New Russia Fund Ltd 
Independent National Director, Times Newspapers Holdings Ltd 
Non-executive Director, Gavekal Research (Hong Kong) 
Owner of agricultural estate in Suffolk, including residential and commercial 
properties 
Chairman, Marlesford Parish Council 
Vice President, CPRE 
President, Suffolk Preservation Society 
 

Lord Radice 
Board Member, Britain in Europe 
Board Member, European Movement 
Chairman, British Association for Central and Eastern Europe 
Chairman, Franco-British Council 
Trustee, Franco-British Council 
 

Lord Taverne 
Chairman, IFG Development Initiatives Ltd (a company providing 
consultancy services in South East Asia) 
Chairman, Monitoring Board, Axa Sun Life plc 
Chairman of Trustees, Alcohol and Drug Addiction Prevention and 
Treatment (ADAPT) Ltd 
Chairman of Trustees, Iran Aid Foundation 
Chairman, Sense Above Science 
Trustee, The Health and Science Communication Trust 
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APPENDIX 2: SUMMARY OF KEY CONCLUSIONS OF THE COMMITTEE 

REPORT ON THE STABILITY AND GROWTH PACT (13TH REPORT, 

SESSION 2002-03, HL PAPER 72) 

The Need for a Stability and Growth Pact 

The Committee supports the co-ordination of national fiscal policies across the 
EU with a view to maintaining sound public finances. Market discipline alone 
cannot be guaranteed to ensure the sustainability of public finances. 
Consequently, the Committee considers that a co-ordinating pact or other method 
of co-ordination between the Member States is necessary to deal with the ‘free 
rider’ problem and the risk of default. Such a pact can help Member States to 
control their debt and deficits, which should also contribute to their preparations 
for the economic effects of ageing populations, while providing stability for the 
ECB and the market. It is extremely important that Member States are free to 
structure the expenditure and the revenue side of their budgets according to their 
own national preferences. This is not in question in any of the discussions on the 
Stability and Growth Pact, which deals only with levels of government debt and 
deficit. 

Problems with cyclical measurements 

It should be made explicit that the medium-term target of budgets ‘close to 
balance or in surplus’ is to be measured in terms of the cyclically-adjusted budget 
balance. The common methodology agreed and adopted by the Commission and 
Ecofin should be used to calculate the underlying budget balances for this target; 
this means that an extra body of experts is not needed to calculate the cycle. 

Conversely, the Commission should continue to use the nominal ratio when 
monitoring Member States’ compliance with the deficit criterion as part of the 
surveillance procedure. The actual 3% deficit-to-GDP ratio should continue to be 
treated by the Commission as a trigger. Early warnings should be sent to Member 
States whose nominal deficits approach this figure. 

However, when deciding how the Pact is to be enforced, the Council should not 
treat the actual 3% figure by as an absolute limit, never to be breached. The 3% 
reference value is a precise figure that sets a clear benchmark against which peer 
pressure can be applied within the Council. But the Council’s enforcement of the 
deficit criterion should nonetheless involve a degree of flexibility. The Council’s 
decision whether or not to implement the excessive deficit procedure, once a 
country has breached the 3% reference value, should take account of the 
underlying economic situation, including the Member State’s position in the 
economic cycle and possibly its level of debt. 

This flexible interpretation of the Pact, which we believe could be achieved 
without changing the Treaty, should help to tackle the problems that countries still 
in transition towards lower underlying deficits face in the event of a cyclical 
downturn. As such, it would help countries that have high underlying deficits but 
which are taking appropriate steps to reduce them gradually. This proposal would 
thereby provide additional flexibility for those countries that need it. It could also 
be used to allow greater short-term flexibility to low-debt countries with sound 
public finances and so provide an incentive for countries to reduce their level of 
debt. 
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It is also important to recognise that the current difficulties experienced by France, 
Germany and Portugal demonstrate that the Pact functions asymmetrically over 
the economic cycle—these countries did not previously make use of better cyclical 
conditions to reduce their structural deficits. This is a problem that needs to be 
addressed. 

The Committee accepts that the ‘close to balance or in surplus’ requirement is a 
sound medium-term objective; it can act both as a useful guideline for Member 
States and as an effective benchmark for peer pressure. Member States should be 
encouraged to achieve this aim as soon as it is economically sensible for them to do 
so, because it will give them sufficient room to allow the automatic stabilisers to 
work fully across the cycle. Some flexibility in enforcing how Member States attain 
this target may be required, however. 

The Commission’s proposal that Member States should set an adjustment path 
towards the medium-term target of budgets ‘close to balance or in surplus’ of 
0.5% GDP per year should not be treated by the Council as an enforceable rule, 
any breach of which would activate the excessive deficit procedure. Such a 
proposal would reinforce and tighten the conditions of the Pact, rather than 
allowing the Council to interpret it flexibly. It would increase the complication of 
the Pact and could lead to the Commission having to intervene more often, since 
the more complicated the rules become, the greater the danger that the Member 
States will transgress them. This would have as a consequence that the rules’ 
credibility would be undermined. Furthermore, strictly enforcing a proposed 
adjustment path that is not country-specific could require Member States in a 
downturn to adopt pro-cyclical policies that might worsen the cyclical conditions. 

Nonetheless, the Commission’s proposal does have the advantage that, even if its 
economic logic is questionable, it is easy to monitor. For this reason, the figure of 
0.5% could act as an effective benchmark around which peer pressure could be 
mobilised in the Council. The Commission proposal is a sensible one if it is 
treated as a guideline for the Member States; it should not be interpreted as a rule. 

It is important to tackle the fact that the Pact works asymmetrically across the 
economic cycle. Furthermore, it would be in the long-term interests of the 
Member States if pressure could be brought to prevent them from acting pro-
cyclically in times of boom. The Committee does not, however, consider that 
applying the sanction of the excessive deficit procedure in good times would be the 
most effective way of achieving these twin objectives. The Committee shares the 
concern that the rules of the Pact should not be complicated. The number of 
situations that lead to the formal sanctions of the excessive deficit procedure being 
invoked should not be extended, or these measures will lose their force. The 
Stability and Growth Pact should not be interpreted so as to include formal 
sanctions for Member States pursuing pro-cyclical actions in good times. 

Instead, the Member States should commit themselves to running fiscal policies 
that function symmetrically across the economic cycle. In addition, the BEPGs 
and the Council Opinions on the stability and convergence programmes should 
provide additional explicit guidance on how such policies are to operate, together 
with more consistent instructions from the Council to Member States on how to 
implement these policies. The guidelines should be enforced by the Council 
through a strengthened process of peer review. To facilitate the Council’s work, a 
timely surveillance procedure is needed, which would include sending an early 
warning to the Member State concerned during the period of boom, warning it 
that if it continues to act pro-cyclically, then it runs a high risk of subsequently 
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running an excessive deficit. To be effective, this warning needs to be followed by 
firm peer pressure within the Council. 

Economic Growth 

Whilst it may be true that a rigid implementation of the Pact restricts short-term 
growth, we accept the argument that fiscal policy is not a good instrument for 
affecting the sustainable long-term growth rate of the economy. We conclude that 
the current slow rate of growth in Europe is not due to the Stability and Growth 
Pact but is more a consequence of some Member States’ failure to implement 
structural reforms. A much broader range of economic policy issues than those 
relevant to the SGP will be needed to stimulate growth across the EU. 

We welcome the Commission’s proposal to relax slightly the ‘close to balance or in 
surplus’ rule in certain circumstances. We agree that Member States with a low 
level of underlying debt should be allowed “a small deviation” from the medium-
term target of a budget that is ‘close to balance or in surplus’ in order to invest in 
physical and human capital. We support the fact that only countries with a low 
level of underlying debt will benefit from this additional flexibility, as this places a 
greater emphasis on debt and signals a move towards a more country-specific 
interpretation of the Pact. As such, this proposal provides an incentive to countries 
to lower their debt levels, which helps to address the criticism that the Pact’s 
incentive structure is asymmetrical. We believe that the Government should also 
welcome this move to a more country-specific interpretation of the Pact as it 
would allow them to target the United Kingdom national priorities of public 
investment in physical and human capital. 

Sustainability of Public Finances 

Taking into consideration underlying debt levels as well as budget deficits provides 
a more coherent basis for analysing the sustainability of Member States’ public 
finances. We therefore welcome the Commission’s proposal to focus more on 
debt. Furthermore, we agree with the Commission that focusing on debt should 
not detract from the need for Member States to keep their deficits under control, 
for the two elements are clearly connected, as a country running high deficits will 
accumulate a high level of debt. 

The stability and convergence programmes of Member States with particularly 
high debt ratios should contain a clear commitment to an agreed trajectory of 
reducing debt. In the light of these commitments, the Council opinions on the 
stability and growth programmes should include guidelines for reducing debt. If 
necessary, these guidelines should be enforced through a strong process of peer 
pressure after an early warning sent by the Commission direct to the Member 
State. 

Whilst we are in favour of those Member States with high levels of underlying debt 
working out a plan for reducing their debt, we would not wish to see these 
governments penalised for not being able to meet their plans in the event of an 
economic downturn. The Commission should not stipulate a uniform rate of date 
reduction that does not take account of the circumstances of each particular 
country. The plans for debt reduction should not be the same for all countries 
irrespective of their starting point or expected future growth rate; they should offer 
Member States discretion to respond to changed economic circumstances. 
Therefore, we do not accept the Commission proposal that a failure on the part of 
a Member State to achieve the established pace of debt reduction should lead to 
sanctions. As we have already stated, we do not wish to see an extension of the 
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number of situations that lead to the formal sanction of the excessive deficit 
procedure. 

Difference between countries 

As Professor Buiter said, the Commission faces the difficult task of creating rules 
that are “both simple and appropriate to a variety of circumstances”. The Pact 
needs to be clear enough and simple enough to be monitored and enforced across 
all of the Member States, whilst providing individual Member States with the 
flexibility to react to their own economic circumstances. Some uniform, firm rules 
are required to avoid countries free riding or running up large debts on which they 
might default and to enable countries to deal with the economic effects of their 
ageing populations. But there is a possibility that the SGP rules could be 
interpreted and applied in a way that does not take sufficient account of the 
different circumstances of different countries, especially the accession countries. 
We agree with many of the Commission’s proposals for improving the 
interpretation of the Stability and Growth Pact. As we have made clear, however, 
we do not wish to see these proposals interpreted in an inflexible manner that takes 
no account of the particularities of each individual case. The crucial question is 
how the proposals are to be enforced, and it is to the issue of enforcement that we 
now turn. 

Surveillance 

It is important to avoid a perception in the public, the media and the markets that 
the rules of the Stability and Growth Pact can be ducked in challenging 
circumstances. As the Council’s decision not to send early warnings to Germany 
and Portugal highlighted, the present arrangement for early warnings leaves too 
much room for political tradeoffs, which can severely undermine the credibility of 
the Pact. The early warning is a statement of fact, based on the technical 
monitoring by the Commission of the Member States’ stability and convergence 
programmes. It is equivalent to a Commission Communication that provides a 
technical analysis; it is not part of the enforcement procedure, as it does not entail 
the Member State being enjoined to follow a particular course of action or 
implement a particular policy. 

To ensure the credibility and proper functioning of the Stability and Growth Pact, 
situations such as the one last February—when the Council went against the 
Commission’s recommendation and did not send early warnings to Germany and 
Portugal—must be avoided in the future. The Commission’s proposal that it 
should be given the authority to issue early warnings directly to Member States 
without recourse to the Council provides an effective way of ensuring this. We 
therefore recommend that the Treaty be amended to grant the Commission this 
power. This proposal is in line with the monitoring and surveillance functions of 
the Commission. In a system where the Commission sends an initial early warning 
directly to Member States, the Council should retain the right to send a further 
warning itself. The Member State concerned, however, should be excluded from 
any Council vote on issuing warnings. This will require a further minor change to 
the Treaty. 

The Committee agrees that the Commission’s role should not be extended beyond 
the right to issue an early warning direct to a Member State. The Council should 
remain the final arbiter of all the enforcement procedures enshrined in the Pact. 
Only the Council should have the power to enforce sanctions through the 



14 PROPOSED REFORMS OF THE STABILITY AND GROWTH PACT 

excessive deficit procedure and to oblige Member States to take specific actions to 
remedy excessive deficits. 

Enforcement 

The Stability and Growth Pact is, first and foremost, a political agreement. Its 
effectiveness depends on the willingness of countries to cooperate with the 
Commission and in the Council. The policy makers must accept and implement 
rigorously the principle of peer pressure. The success of the Pact depends upon 
the willingness of politicians to give and receive open and frank advice and to 
adjust policies when necessary. 

Fines are a generally unsatisfactory penalty for the Stability and Growth Pact, 
because they would aggravate the budgetary problems that the Member State is 
supposed to be dealing with, and, in any case, they are unlikely to be used. We 
agree, however, that abolishing the threat of fines in the SGP would give the wrong 
signal to the public, the media and the markets that budgetary discipline in the EU 
was becoming less strict. Accepting that the sanction of fines is a ‘nuclear 
deterrent’ and unlikely to be enforced, we are content to leave this aspect of the 
SGP unchanged, in order to act as an ultimate deterrent and to be used as a 
measure of absolute last resort for the extreme case where a Member State 
completely disregards the rules. 

Moreover, we did not find another penalty that could work and that would be 
more appropriate. We do not support Professor Buiter’s proposal to deny Member 
States that break the rules of the Pact the right to vote in Ecofin. We do not 
consider that this a sanction that could be acceptable to the Member States or that 
could work in the real political world. Moreover, politicians in the Council vote for 
their national interest, therefore the proposal would not only affect the politicians, 
as intended, but it would affect the country as a whole, including the country’s 
citizens. Nonetheless, we do not support the sanction of fines in normal 
circumstances, and, as we have made clear, we do not wish to see any extension in 
the use of the excessive deficit procedure. 

We accept that peer pressure is the most effective enforcement mechanism 
currently available in the Stability and Growth Pact. The question is how the Pact 
can be shaped so that peer pressure does what is required so that the necessary 
level of fiscal coordination is achieved. We agree that peer pressure can be effective 
only if there are quantitative yardsticks against which it can be applied. The 
excessive deficit procedure is there as a measure of absolute last resort. Beyond 
this, it is essential to have a series of guidelines that make it easier to place the 
emphasis on policy coordination and peer review. These guidelines can work 
alongside the statutory, binding elements of the Pact. 

In its Communication, the Commission proposed that Member States should 
reaffirm their political commitment to the SGP in a “Resolution to reinforce the 
co-ordination of budgetary policies” to be endorsed by the European Council at 
their meeting in Brussels in March 2003. We would support such a Resolution, as 
it could function as one of the necessary yardsticks against which peer pressure can 
be applied. The proposed Resolution, however, is not enough; it is time that the 
politician’s words and commitments are backed up by firm actions. It is also 
necessary to update the Code of Conduct to incorporate the Commission’s new 
proposals interpreted as guidelines. 
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Overall Conclusion 

Each of the Commission’s proposals—to measure the medium-term target of 
budgets ‘close to balance or in surplus’, to encourage Member States to reduce 
their underlying deficits to achieve this objective, to encourage countries not to act 
pro-cyclically in times of boom, to allow Member States with a low level of debt to 
deviate from the ‘close to balance or in surplus’ target, to encourage highly-
indebted countries to reduce their levels of debt—provides Member States with a 
useful aim and sound objective. However, they should be interpreted as guidelines 
rather than as rules. Interpreted in an inflexible way that takes no account of the 
particularities of each individual situation, they would increase the complication of 
the Pact. This could lead to more transgressions by the Member States and more 
interventions by the Commission and the Council, which could possibly threaten 
to undermine the credibility of the very rules that the proposals seek to strengthen. 
Interpreted in a way that is sensitive to the specific circumstances of each country, 
the proposals would introduce the necessary extra benchmarks against which the 
budgetary actions of Member States could be judged and around which peer 
pressure could be applied in the Council. Such an interpretation should encourage 
Member States to follow sensible fiscal policies, which could lead to greater 
stability and growth. 
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APPENDIX 3: REPORTS 

Recent Reports from the Select Committee 

Procedural Rights in Criminal Proceedings (1st Report session 2004-05, HL Paper 
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Developments in the European Union: Evidence from the Ambassador of the 
Grand Duchy of Luxembourg and the European Parliament’s Constitutional 
Affairs Committee (3rd Report session 2004-05, HL Paper 51) 

Liberalising Rail Freight Movement in the EU (4th Report session 2004-05, HL 
Paper 52) 

After Madrid: the EU’s response to terrorism (5th Report session 2004-05, HL 
Paper 53) 

Session 2003-2004 Reports prepared by Sub-Committee A 

The World Trade Organization: the role of the EU post-Cancún (16th Report, 
HL Paper 104) 

The 2005 EU Budget (21st Report, HL Paper 131) 

Relevant Reports prepared by Sub-Committee A 

The Stability and Growth Pact (13th Report session 2002-03, HL Paper 72) 

Evidence from the Financial Secretary on the Stability and Growth Pact and the 
European Central Bank (14th Report session 2003-04, HL Paper 88) 
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TAKEN BEFORE THE EUROPEAN UNION COMMITTEE (SUB-COMMITTEE A)
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Cobbold, L Kerr of Kinlochard, L
Inglewood, L Marlesford, L
Jones, L Radice, L (Chairman)

Examination of Witnesses

Witnesses: Mr Stephen Timms, a Member of the House of Commons, Financial Secretary to the Treasury,
Mr Graham Floater, Head EMU Policy Branch and Ms Sue Owen, Director, HM Treasury, examined.

Q1 Chairman: Welcome. Do you want to introduce the House of Commons on 26 January and he made
the point that there were discussions about reformyour team?

Mr Timms: Yes, thank you. I am delighted to be here, options on both the corrective and preventive arm of
the Stability and Growth Pact and he made the pointthank you for your invitation. I am joined by Sue

Owen, who is the director at the Treasury responsible I have just been making that we have highlighted and
consistently highlighted that proper account needs tofor EU policy, euro preparations and also debt and

reserves management and on my right by Graham be taken of the economic cycle of sustainability and
of public investment. The conclusion from thatFloater, who is the head of the EMU policy branch

in the European co-ordination and strategy team in meeting was that the Economic and Financial
Committee, which is a committee of senior oYcialsthe Treasury.
from Member States, should review the broad range
of reform options in more detail before the ECOFINQ2 Chairman: It is obviously quite an opportune
next month, in March, for agreement. At thetime to have you with us, because I understand that
February ECOFIN we continued to make our casethe matter was discussed at the most recent ECOFIN
and in the press statement after that meeting themeeting, but that no conclusion was reached. I
prime minister of Luxembourg, who was chairing it,wonder whether you could bring us up to date, firstly
said he was optimistic about the possibility ofon Her Majesty’s Government’s own position on the
reaching an agreement in March, allowing theStability and Growth Pact, what ought to be
presidency to present a compromise at the nexthappening and what you are pressing for in the
meeting which would be on 8 March. That is whereCouncil. Secondly, what is actually happening, how
we have reached so far.do you see things panning out?

Mr Timms: As you say, there have been some recent
discussionswith some developments which have been Q3 Chairman: Could you give us any indication

about the way the forces are aligning? Is it right to sayencouraging from a UK point of view. Those
discussions are continuing and they are not yet that on the one hand you have countries like France

and Germany, who want a much more flexiblefinalised, so I cannot be too definitive about where we
are going to reach. The view we have taken is that interpretation? On the other hand you have one or

two, particularly smaller, countries who have madethere should be what we have characterised as amore
prudent interpretation of the Stability and Growth great eVorts to bring their fiscal programmes into

order and who do not see why there should be a morePact in the future which takes account of country
specific factors in a way that the current Pact does flexible interpretation which would suit the larger

countries who have perhaps not done as well as theynot, particularly including debt sustainability in each
country, the economic cycle and the importance of have. Is that a fair way to interpret it?

Mr Timms: I think your characterisation is broadlypublic investment in each of the countries. We think
that a reformed Stability and Growth Pact needs to fair: there is a range of views. Increasingly though

it is recognised that there does need to be someavoid too much preoccupation with mechanistic
rules because, as we have seen in recent years, those change in the way the Pact operates. Almost a year

ago now in March last year we published acan provide perverse incentives, which I do not think
anyone would want. Instead, it ought to be based on document, which I am sure you have seen, setting

out our proposals for reform of the Stability andsound economic fundamentals. In terms of the recent
discussions, there was a discussion at ECOFIN on 18 Growth Pact, really encapsulating arguments that

we have been making for a longer period. Our senseJanuary. The Chancellor subsequently reported in
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theUK is one of these now—with relatively low levelsis that the debate has increasingly moved in the
direction that we have identified as being the right of debt one can be less restrictive than would be
one and obviously I welcome the fact that there is appropriate in the case of a country with a high level
a growing recognition of the strengths of the of debt. Our view has been that we should be
arguments we have been making. avoiding unduly mechanistic rules as the Pact is

developed through the current process. I amnot quite
sure at which of your two alternatives I am arriving,Q4 Lord Jones: On France and Germany, do you
but we do think that it is important that there shouldreally feel they are entering the reformed Pact with
be a Pact or something like it. We think that oura positive attitude or are they going to remain
experience in the UK with the golden rule, thesomewhat selfish in their approach. It is good to
sustainable investment rule, has worked extremelyhear the useful word “prudent”. Welcome to
well over the last few years and that has someprudence again. Is the Treasury convinced that this
important lessons for the way these matters arereally is on given the rather miserable experience of

recent years? addressed at the European level as well. I think the
Mr Timms: What the experience of recent years has debate is moving in that direction. There is an
shown is the need for change. In the UK we have argument for saying that where a country has a low
been arguing for change for quite some time now level of debt, then there is scope for more flexibility
and what we have seen, particularly in the than is the case where there is a high level of debt, so
experience of France and Germany, is a vindication one could envisage perhaps not exactly a dual
of the case that we have been making. We think it arrangement, but at least an arrangement which
is important that there should be a look at what reflects that separate countries among the 25
happens over the economic cycle, rather than simply Members of the European Union are in diVerent
looking at point figures in one year, in the way that positions and therefore the precise way that the Pact
the Pact has done up to now. We think it is operates should appropriately reflect that.
important that the value of public investment Ms Owen: I sit on the Economic and Financial
should be recognised in fiscal rules in the way that Committee and there has been some confusion about
the golden rule has done very eVectively in the UK. what a rules-based framework means. We set out
The argument is moving in that direction but the quite clearly in our SGP paper in the last budget that
experience of France and Germany has proved to we are in favour of a rules-based framework in the
be a strong pointer that the direction that we have sense of the treaty, which is the three per cent deficit
been saying for quite a long time is the one in which and the 60 per cent debt (as a percentage of GDP).
the Pact should move. We do not think that in the past enough notice was

taken of the debt criterion. The problem has been
Q5 Lord Jones: May I just say that the Minister’s that the regulations which define the stability Pact
opening remarks were streetwise and cogent? have over-constrained the system, so we believe in a
Mr Timms: Thank you. rules-based framework with some constrained

discretion. For example, we would believe that if a
country goes over three per cent of GDP, that shouldQ6 Lord Inglewood: The answer to my question
be a trigger for a review of why they have gone overmay be one which, if I had been on the Committee

longer, I might already have known properly. You three per cent of GDP. There may be very good
said in your opening remarks, and Lord Jones reasonswhy they did and that should therefore not be
mentioned, that the government was looking for a defined as an excessive deficit, whereas at the
prudent interpretation of the issues which are under moment, the way the Pact is defined, once you are
discussion here. It seems to me that you can over three per cent it tends to go automatically into a
interpret these things prudently through two slightly long procedure. For example, if a country went over
diVerent approaches: one is that you have rules three per cent because they had made some sensible
which are more flexible; the other one is that you reform to their pension system, you would not
have, say, the rules we have now but you mitigate necessarily want to classify that as an excessive
the possible consequences of a breach of them in a deficit.We do believe in a rules-based framework, but
flexible manner. What I should like to know is one which is not over-prescriptive.
which of those two approaches is the one which the
government favours?

Q7 Lord Inglewood: Is it true then to characteriseMr Timms: The three characteristics which we have
your approach by saying yes, the basic rules shouldargued for are the three I have identified, that is
be in place and hypothetically if you go over the threelooking at it over the cycle rather than just at a point,
per cent limit somebody looks at it and then thatthat full account should be taken of public
somebody has to take a view on the basis of all theinvestment and that debt sustainability should be

taken account of as well because for countries—and evidence as to whether or not any consequences flow
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extremely successful over the last seven or eightfrom that? Would that be a fair summary of how you
see it? years. As a result of that framework, unlike a lot of

other EU members, during the late 1990s the fiscalMs Owen: Yes and that is precisely what happened
to the UK last year. We did go over three per cent stance tightened by around four percentage points

of GDP, which supported monetary policy during aand there was a review and the Council took a view
that this was a temporary position and did not period when the economy was above trend. More

recently we have seen fiscal policy continuing tolaunch us into the rest of the excessive deficit
procedure. support monetary policy and helping to deliver the

stability which has been so valuable over the last few
years with the automatic stabilisers and an easing ofQ8 Lord Inglewood: Do you think, taken in the
the fiscal stance. People have looked at whatround, that the Council is likely to be sensible and
happened in the UK, seen that it has worked veryeven-handed about these things, or do you think
well and there has been a growing sense that thethere is a real political risk that the big boys will
arrangements at EU level need to learn the lessonthrow their weight around and the smaller fry may
of what people have seen in the UK.in fact get a raw deal, or not? Are you confident in
Ms Owen: It is a question really of how rigid youthe integrity of the approach?
want the system to be. You certainly want a systemMr Timms: It is diYcult to be too prescriptive at this
which can accommodate a lot of diVerentstage on what the outcome of the discussions is
circumstances and a lot of diVerent economicgoing to be, but I think things are moving in a
shocks which economies might come across in thehelpful direction and we can be reasonably hopeful
future. We certainly have argued for taking country-about the outcome.
specific circumstances into account, because you
have very diVerent kinds of economies. For

Q9 Lord Marlesford: I think Lord Inglewood has example, the new Member States are in a very
identified the nub of the issue. If you are going to diVerent position from some of the more long-
have this sort of system at all, and many do not, standing Member States, they are fast growing, they
America, for example, does not, the American have high investment needs and most of them have
Treasury manages the economy according to the very low debt. Our feeling is that those countries are
way it feels it ought to be managed, the Fed has no in quite a diVerent position from countries like, say,
specific numerical targets. In the UK, we have self- Italy or Greece, which have very high levels of debt.
imposed targets, the Chancellor’s targets and the So we have favoured some room for economic
remit of the Monetary Policy Committee; that is judgment to take country-specific circumstances
another way of doing it, self-imposed, no external into account: others want much more formal
discipline. We are of course loosely concerned with individual targets for everybody to follow and the
the Stability Pact, but it is pretty loose, given that experience is that that has not worked very well.
the whole objective of the Pact was basically to
underwrite the integrity of the euro and as we are

Q10 Lord Marlesford: I can understand that pointnot part of that, there is less reason to apply it. It
of view, but basically you are arguing against havingdoes seem to me that Lord Inglewood is right in
standard figures for all the countries. It seems to mesaying that you are in pretty muddy water if you
that it is quite pointless to have a standard figure ofcannot really decide whether you are going to have
your three per cent, 60 per cent or whatever it is andnumerical targets, which are firm and from which
say it applies to everybody but actually all thethere has to be real justification for moving, or non-
circumstances are diVerent and therefore diVerentnumerical targets or targets that may vary from one
countries should or should not follow it. Either youcountry to another, which is perfectly arguable, or
are going to have figures which do apply tothat if you have numerical targets they are targets
everyone, and I very much see the diYculty of this,where you can say something needs to be looked at.
or you have figures which are appropriate to aI really think you are in very dangerous waters and
particular country. After all, at the present time, theI cannot honestly see that you have a clear idea as
US would have broken the rules, had they been partto how you are going to get out of it.
of the Pact; they are miles beyond EU deficit targetsMr Timms: Let me ask Sue to comment on this in
and that suits them well. I have just come back froma minute, because she has been very close to these
three days looking at the American economy anddiscussions. I would want to make the point that
they are quite happy about how they are runningthere has been a very wide recognition in the
the show. We are not here to argue that, but that isMember States of the European Union that our
the way they are doing it. I would have thought thatrules-based framework in the UK has worked
the conclusion from the experience we have had soextremely well; the golden rule, the sustainable
far must be either you stick to universal targets, asinvestment rule, is diVerent from the approach

which has been taken in the US, but it has been is the case under the current Pact, or you say there
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part that some of the larger ones have not been asis a country specific approach to sustainability
considering both deficit and debt and we, meaning diligent or as careful as they have and that they

ought to be. That sort of sense is quite a big featurethe ECB and the Commission together, come in and
say “Oi, we don’t think you’re running your show of the discussions.

Ms Owen: It is mainly a thin-end-of-the-wedgevery well”.
Mr Timms: What I would put to the Committee is worry, that this will give rise to lots of profligate

fiscal positions. I think that is extremely unlikely.that in our view there is a third way here between
those two alternatives. The rules can be firm, as long Picking up one of the earlier points, it is true that

my judgment is from having seen them negotiatingas they trigger a more rounded, a more
comprehensive, a more subtle assessment being that the French and the Germans are totally

committed to the stability Pact and to fiscalmade subsequently in the light of the circumstances
of the country. In that way, the numbers are clear, discipline. They see that in a monetary union that is

extremely important. Inevitably some of the smallerbut what happens once the threshold has been
reached is a bit more subtle than has been the case countries who made a very big eVort to consolidate

their public finances and have not yet seen such aup to now. We think there is a way forward.
huge eVort on behalf of some of the bigger
countries, are more wary of that kind of thing. ThatQ11 Lord Marlesford: In other words you avoid
said, if you take a country like the Netherlands, whothe aggro.
have taken quite a hard line in the past on theMr Timms: Not necessarily. There could well be
stability Pact, their position has shifted quiteaggro, but that would depend on the assessment
noticeably towards the sort of framework that wewhich was carried out for each country.
have been discussing because it is important that
everybody does sign up to something which isQ12 Chairman: In fact in our report which we
credible and that they can all run with.published in March 2003 this was our approach. We

said that it was very important to stick to the rules,
but that there are cases in which the rules should be Q16 Lord Cobbold: Given the need to allow for the
interpreted in a flexible manner, taking account of changes in the economic cycle, how do you see that
where countries were in the cycle and so on. actually being achieved mechanistically in the rule
Mr Timms: Yes. book? Is there agreement on the broad principle of

how one would respond to changes in the
economic cycle?Q13 Chairman: That was our position. I do not
Mr Timms: Our argument has been that this shouldthink that is all that far from the position of the
be done in the way we have done with the goldengovernment.
rule, which is look at the whole of a cycle in settingMr Timms: No. It is worth saying that that is very
the rules. We have seen some move in that directionconsistent with what the treaty says, but the way the
in some of the recent Commission proposals, somePact has operated has been rather mechanistic.
of the proposals they came forward with in
November. Rather, it is looking longer term thanQ14 Chairman: Rather harder.
simply focusing on the values of a couple ofMr Timms: Yes.
parameters in one year, which has been how the
Pact has operated until now.Q15 Lord Jordan: You have used words such as

“encouraging” and “helpful” in the way the
discussions have been going. In my view the Q17 Lord Jordan: So it is more of an average over

a rolling three- or four- or five-year period.argument for some flexibility is very persuasive, if
not compelling. What are the principal arguments Mr Timms: Over the period of the economic cycle.

Ms Owen: It is already the case that we are currentlystill coming from those who do not want to relax
the present disciplines and why are they using words in the process, as we discussed this time last year,

where all 25 countries have to submit their stabilitysuch as “helpful” and “encouraging”? What
indications have you had that the principal and convergence programmes and we submit our

convergence programme and ours is based on theopponents of more flexibility are preparing to move
their positions? PBR. Now, this is diVerent from the past; countries

have to show figures for their cyclically adjustedMr Timms: I shall ask Sue to describe some of the
recent discussions, but I think the position was well budgets and there is already a lot more focus on that

cyclically adjusted position when assessing thecharacterised by My Lord Chairman at the
beginning, that particularly a number of smaller medium-term position of a country. So the cycle has

already really been built into the processes. There isstates in the European Union have gone to some
considerable lengths to comply with the a general recognition that it was the failure at the

beginning to take account of the cycle which led torequirements of the Pact and there is a sense on their
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managing the economy in the UK has been a mucha lot of problems with the stability Pact and that
EMU started and the early years were an happier one than it has been in many of the other

Member States in recent years.expansionary period and it was a failure of the Pact
to incentivise consolidation in good times that has
led to quite a lot of the problems. The focus now Q20 Lord Marlesford: Obviously a lot of how the
on a cyclically adjusted position will lead to more Pact operates will depend on the quality of the
peer review and pressure on countries when things statistics. One has seen the Greek example, which
are good to use the benefit of those periods to make has been drawn to our attention, where they have
structural reforms and consolidate. had to modify considerably what was happening as

a result of unsound statistics. Have you had or do
you expect to have in respect of the UK any reactionQ18 Lord Cobbold: Will they be allowed to roll
to the, to many of us, quite extraordinary decisionthose benefits forward into a future calculation in a
to classify road maintenance as capital expenditure?subsequent year?
Mr Timms: I have not seen any reactions to theMs Owen: Yes, that is how it will work.
announcements that ONS has been making recently.Mr Timms: I should like to draw the Committee’s
There has of course been a lot of activity arrivingattention to a speech by Commissioner Almunia on
from what happened in Greece and I do not know1 September last year which talks about the need to
whether you want me to run through thebetter take into account diVerent economic and debt
background to that. In response last year thesituations when setting the medium-term budgetary
ECOFIN Council did launch a three-stage strategyobjective. We are beginning to see the kind of
on Greek Eurostat statistical issues and that isthinking that we have argued for. One other
proceeding at the moment.particular point to make here is that we see a role

for national rules, rules drawn up nationally
alongside the stability and growth Pact operating at Q21 Chairman: You are not suggesting that is

going to happen in our case.the European level, so some counterpart in other
Member States to the golden rule and the Mr Timms: I am not.
sustainable investment rule which we have in place
in the UK. We think that would be quite a good Q22 Lord Marlesford: Take our case. Supposing
way of allowing for this flexibility which is beneficial some other country decided to change its way of
while ensuring that the basic requirements of the allocating expenditure between investment and
Pact are maintained. current expenditure, does anybody monitor that?

Mr Timms: We have been arguing for taking a fuller
account of public investment in the way the PactQ19 Lord Inglewood: From listening to your
operates. We think that is very important inremarks, there are two kinds of chorus lines
countries like the UK, which has had a very lowemerging which those of us who have watched
level of public investment over a long period, but itEuropean matters over the years seem to have heard
is also important in many of the new Member Statesbefore. One is that we are advocating to the other
where there is need for a high level of publicMember States that the way we do it is the best way
investment and also, as in the UK, a relatively lowand therefore they should do it our way. The second
level of debt. If that were to be accepted at theone is that the game is moving in our direction. So
European level, then of course there would need tooften in the past, we have heard these choruses from
be some clarity about precisely what was meant byministers of all political parties, yet at the end of the
public investment. These things are reasonably wellday we do not somehow quite pull it oV. Are you
understood and well defined around Europe, but itgenuinely confident that this is actually what is
does not arise very much at the moment becausegoing on?
public investment is not yet treated in the way weMr Timms: Yes, I am optimistic. If you look back
are arguing it should be.at what was being said three or four years ago, the
Ms Owen: It is also the case that Eurostat willarguments which we have been advancing from the
probably make some decision about what theyUK, the case for things like our rules, we were pretty
think.much a lone voice. There is much broader

acknowledgement now of the case we have been
making for some time. I think that is demonstrably Q23 Lord Marlesford: About what?

Ms Owen: About the road investment point. For EUthe case and I am certain that will be reflected in the
outcome. I cannot be absolutely certain today what purposes we will have to abide by whatever they say

in terms of the way they decide to classify ourthe result will be at the ECOFIN meeting next
month, but it is clear that from the UK point of view deficit. So there are other cases, for example the

Spectrum auction receipts, where Eurostat classifiedthe debate has moved in a very helpful direction. Of
course it is not diYcult to see why, the experience in those in a diVerent way to the UK. If you see in
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not automatically define the government deficit ofCommission tables what our deficit is, it tends to be
0.1 per cent of GDP higher than our own figures more than three per cent of GDP as excessive. The

treaty makes it clear that the Commission also needsshow. We have always taken the view that we
cannot interfere with what the statisticians say. If to look at other issues including investment, which

we have also highlighted, but also other relevantour deficit went up over three per cent just because
of the way Eurostat had classified some part of our factors, including debt. It is certainly our strong

view that the prudent interpretation of theaccounts, then we would argue that it would be
unfair therefore to treat us as having an excessive arrangements would need to take account of debt

levels and I agree with what you said about thedeficit. There has been quite a lot of dispute about
the treatment of some pension reforms in Sweden reason for that being so important.
and Poland and Hungary on this kind of issue, to
which I referred before. Q25 Chairman: So really what you are saying is

that it is time we got tough with Italy, Greece and
Belgium.Q24 Lord Kerr of Kinlochard: I should like to say
Mr Timms: It is clear that with countries which havesomething about debt, and then to ask about the
relatively high levels of debt there is a case for beingprocedure for the early warning of excessive deficits.
more prescriptive in these arrangements than inI very much agreed with your response, Minister, to
countries like the UK with relatively low levels ofLord Marlesford on the need for a clear trigger for
debt.procedures, which in the case of the deficit should

be a percentage of GDP, but then a much more
Q26 Lord Kerr of Kinlochard: Encouraging them byflexible, softer, wider range of reactions, with the
one means or another to try to reduce theirpossibility for the Council to calibrate its reaction
accumulated debt?by taking account of a range of other things, such
Mr Timms: Yes.as the state of the cycle and the debt : GDP ratio.
Ms Owen: The treaty also refers to diminishing it atI agree with that; I think that is what the Committee
a suYcient pace. It has been shown that somein its extremely wise report, written before I joined
countries can do it. The Irish had very high levelsit, recommended, and what your predecessor said
of debt originally and are now one of the countrieswhen she last gave evidence to the Committee and
with the lowest levels of debt, so it is not impossible.talked about the need for more a prudent and
Certainly there has been more focus on debt to thesensible interpretation to take account of the cycle,
extent that debt has been rising rapidly, but I thinkthe net debt position and the sustainability of public
that Lord Kerr is right, that there has not been veryfinances. What I worry about is that I cannot see,
much attention to date on levels which are inin any of the present documents, any serious eVort
absolute terms very high and are not particularlyto bring serious pressure on those whose debt, as a
rising or falling.proportion of GDP, is miles above the threshold

figure, 60 per cent; there are some at 100 per cent,
110 per cent. I think it is a good idea that Member Q27 Lord Kerr of Kinlochard: My second question
States’ debt position should be taken into account is a procedural one. In the draft constitutional
when the trigger of the deficit procedure goes. But treaty, among its very many excellent features there
it also seems to me that if you think of the bond is a suggestion, Article III-184(5), that the
markets, the “free rider” eVect is far greater if Commission should be empowered to issue their
somebody has excessive debt than if they have an early warning direct to the Member States rather
excessive deficit. The real eVect on the market comes than suggesting to the Council that there should be
from the debt. Is the government seeking to bring such a warning. I thought that was a frightfully
real pressure, or seeking to have the Council bring good idea. I hope the government thinks it is a very
real pressure, on those whose debt levels are good idea. There is no real reason why it should not
remarkably high? be introduced in advance of the ratification of the
Mr Timms: I very much agree with Lord Kerr about treaty and its entry into force, though that will
the importance of the debt issue and there are undoubtedly follow. Are the government seeking to
encouraging signs that the Commission is have this proposal adopted now?
recognising that as well. In the speech, which I Mr Timms: I would want to be a little more
referred to earlier, given by Commissioner Almunia cautious, a little less enthusiastic about this
on 3 September, he sets out a number of directions proposal. We will need to see exactly what comes
for reform which he envisages, of which the first was forward for ECOFIN on 8 March. I would want to
“the need to put more focus on debt and go back to a point which I raised earlier about the
sustainability in the surveillance of budgetary advantages of strong national fiscal frameworks
positions”. So we are seeing that reflected more at amongst EU Member States which are credible and

which are able to be used to hold nationalthe Commission level. The Maastricht Treaty does
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needs to be a clear trigger. The debate then needsgovernments accountable and also the transparency
to be about the right sort of action, which one mightaround the application of those rules, discussions
take, but the first decision on whether there is anexactly like the one we are having now being held
excessive deficit (or whether there is a threat of anmore widely across the European Union. That kind
excessive deficit : the early warning procedure)of arrangement may well be a more eVective one
should be a factual finding, should be taken out ofthan looking to the Commission to take action and
political debate, and made on the basis purely of anit is probably more for the Council of Ministers than
assessment of the numbers. I agree with you, thatthe Commission anyway. I should be a little less
a political debate about what should happen wouldenthusiastic about that.
follow, and it should take account of the state of theLord Marlesford: I think Lord Kerr has made a very
cycle and the amount of debt and so on, but I doimportant point. If one thinks about it, the role of
find it odd that the Council debate should take placethe ECB is interesting in all this. Where the ECB
on the initial finding as to fact, as well as on thehas been unpopular is in its firm decision up to now
subsequent finding as to policy and action.under both its first boss and under the current one,

to be unwilling to increase liquidity in order that
countries can avoid making structural change and
regarding their function in creating liquidity as Q30 Chairman: In our report we tried to distinguish
being for cyclical reasons. That has caused quite a between the two in the way that Lord Kerr is
lot of bad feeling with both Germany and France, suggesting, hence the argument for having the
but that is very relevant if one is talking about some Commission doing the early warning.
form of direct dialogue on how economies are Mr Timms: I think this is addressed by my point
managed, whether it be with the Commission and about greater transparency, that the more it is
the countries or the ECB and the countries I am not possible to have an open debate about what is
sure. Not knowing the scope of the treaty as well as happening, perhaps on the basis of national rules,
its author, I am not sure whether the intervention the better. That does move us towards the kind of
is allowed from the ECB or whether it is the objective discussion based on economic principles
Commission which is referred to in that particular that Lord Kerr is advocating.
article. Ms Owen: It is also the case that in this examination
Chairman: The Commission. we are going through at the moment of every
Lord Kerr of Kinlochard: The Commission. country’s stability and convergence programme, the

Commission draft an opinion on that programme
and the Council then agrees it. This year the Council

Q28 Lord Marlesford: There might be a case and are, for the countries they feel are not in completely
perhaps the ECB has suYcient powers anyway, but safe territory, giving some recommendations and
you would agree that this business of a direct these can be recommendations like “This country
approach is a very important one and what has should be very alert to the risk that they might go
actually happened eVectively in the past on the Pact over three per cent” or that kind of thing. So there
has been that the Council of Ministers has protected is peer pressure in advance through that kind of
countries from the intervention by the Commission. process as well without it being a formal early
Mr Timms: We would certainly agree the warning. It is also the case that sometimes the threat
importance of co-ordinating a fiscal and monetary of an early warning, even if it is not actually
policy and that there is a link there that the delivered to the country sometimes does the trick
arrangements need to reflect. The ECB itself does anyway.
not have this early warning. I am not sure whether
that is what you meant.

Q31 Lord Inglewood: In response to Lord Kerr’s
Q29 Lord Marlesford: No, that is not what I am enthusiastic advocacy of the direct early warning to
talking about. the Member State, you clearly have some
Mr Timms: There is certainly a place for co- reservations; that seemed to me to be the message
ordination and the arrangements we have in the of your response. I should be interested to know
UK, although it is obviously rather easier to do at what the particular reservations might be.
a national level than it is perhaps at the EU level. Mr Timms: My reservations are about the points I
The arrangement we have in the UK with a mentioned: where this warning would come from
Treasury observer on the Monetary Policy and whether it is really appropriate for the
Committee has worked very well. Commission to be doing that or whether actually
Lord Kerr of Kinlochard: It seems to me, from your other arrangements fostering wider transparency,

perhaps through some of the discussions about theown document, with which I agree, argues that there
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changed in the negotiations as far as we know.convergence programmes of each country, whether
When a country goes through three per cent thatthose arrangements are more appropriate to this
triggers an assessment by the Commission to taketask.
account of all the relevant factors including public
investment and also the medium-term objective and

Q32 Lord Inglewood: Surely the Commission is the budgetary position. In a way the most important
doing it anyway to the Council, so it is a question arm, the corrective arm, does have a step in which
of where it goes, not whether it is being done. It is the Commission has the power to provide an
being done, the question is to whom it should be assessment through its report, which is perhaps
directed, is it not? more eVective than an early warning in the
Mr Floater: Perhaps it is worth drawing a preventive arm.
distinction between the preventive arm and the Lord Inglewood: I understand the point you are
corrective arm of the Pact here. Early warnings are making.
used in the preventive arm of the Pact, whereas the Chairman: Thank you very much for the helpful
three per cent is in the treaty protocol, which is not way you have answered our questions. Thank you

all very much indeed.under discussion and therefore is not going to be

Printed in the United Kingdom by The Stationery OYce Limited
3/2005 301954 19585

ISBN 0-10-400636-6

9 780104 006368


