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This year's report is issued at a time when public finances in EMU are at the centre of attention in the midst of severe market turbulence. The external financial support necessitated by the fiscal situation in Greece and the unprecedentedly high sovereign risk premia in other countries have underlined once again the importance of prudent budgetary policies. 

The crisis that started in 2008 has drastically reversed the favourable economic and financial conditions that prevailed until 2007 and cancelled twenty years of efforts to reduce the burden of public debt. A significant part of the budgetary deterioration in the downturn will not be re-absorbed by the recovery under way. High and rising public debt raise questions on governments' solvency and a credible commitment to a sustainable path for public finances is instrumental to durable output and employment growth. The increasing budgetary costs of ageing populations emphasises the need for addressing the budgetary challenges head on. In this context, the 2010 Report on Public Finances in EMU presents lessons from successful and unsuccessful fiscal consolidations based on historical experiences and simulations. Past experiences, including financial crisis episodes, can provide guidance to policy-makers in developing a strategy for debt reduction, although there is no one-size-fits-all solution and starting conditions play an important role in defining the right strategy.

The report also analyses the link between macroeconomic imbalances and fiscal risks. The crisis has shown that the divergent growth patterns in EMU and growing macroeconomic imbalances should have been seen as contingent budgetary risks. In particular, the countries that suffered the greatest deterioration in their public finances between 2007 and 2009 had typically experienced increasing external imbalances and booming credit and domestic demand in the run-up to the crisis, while the countries that suffered the smallest deterioration generally had displayed stable or falling macro-financial risks. Credit market and asset price evolutions have played a key role in this context by feeding persistently buoyant tax revenues and hence allowing excessive public expenditure growth during the booms, followed by large tax revenue shortfalls.

The topics of the two analytical parts of the report – on consolidation strategies and the link between imbalances and fiscal policy – are key elements for future fiscal surveillance. The Commission Communication of 12 May 2010, entitled 'Reinforcing economic policy coordination' provides input for the debate on the revision of surveillance framework. It suggests reinforcing fiscal surveillance and recognises the need to expand economic surveillance and deepen the analysis beyond the budgetary dimension to address other macroeconomic imbalances.

In addition to the two analytical parts, the report - following its well-established structure – provides a detailed description and analysis of recent budgetary developments in the EU. It also assesses the budgetary outlook and examines the implementation of fiscal surveillance and developments in the common fiscal surveillance framework. The main issues are the implementation of the Stability and Growth Pact throughout the crisis, ways to improve the measure of the cyclically-adjusted budgetary balance and an assessment of the role that Member States' fiscal frameworks can play in promoting sound budgetary policies and consolidation. 

Given the unprecedented challenging times for public finances, I trust that the analysis in this year's report will provide a useful contribution to the policy debate in the EU and thus to a successful reversal to sustainable fiscal trends.  
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Marco Buti


Director-General


Economic and Financial Affairs
 TC "Summary" \f \l 1 Sovereign risk premia in the EU under pressure…

The financial crisis has had a large impact on the public finances of the European economies. With output no longer shrinking since mid-2009 and a tentative recovery seemingly underway, the focus is turning to the legacy the recession has left for the public finances. Events in Spring 2010 have exposed the urgency of addressing the fiscal challenge in the euro area and the EU, as the high and rising public debts raised concerns on governments' solvency. The unravelling of the Greek crisis induced financial distress in other Member States as sovereign risk premia shot up to levels unprecedented in EMU in Member States with perceived high budgetary and macro-financial risks. Following the market tensions in sovereign debt markets and financial support to Greece and an agreement to set up a European Financial Stabilisation Mechanism, the Council on 9 May 2010 strongly committed to ensuring fiscal sustainability and enhanced economic growth in all Member States and agreed that plans for fiscal consolidation and structural reforms will be accelerated, where warranted. 

…as the crisis has had a huge impact on the public finances …

Starting from a position of relative strength in 2007, both government deficits and debt have deteriorated markedly, reaching levels unprecedented in recent times in the EU. While in 2007, general government deficits corresponded to less than 1% of GDP in EU27 in 2010 they are forecast to reach over 7%, before beginning to shrink from 2011. Debt has also deteriorated strongly. While in 2007 EU27 debt corresponded to 59% of GDP, in 2010 it is forecast to equal almost 80%. 

…due to the effect of the automatic stabilisers and support measures taken.

This strong deterioration in the public finances is due to both the automatic effect of economic performance and the discretionary support measures introduced by EU governments. With real economic growth having fallen to –4.2% in 2009, there has been an automatic decrease in revenues and increase in spending as a share of GDP. The credit and asset price led boom that preceded the crisis in many Member States has increased the impact of the recession on the public finances as related previously substantial revenues have dried up. Discretionary support measures introduced to support both aggregate demand and the financial sector specifically have also added to the burden on the public finances. As monetary policy reached its lower bound with very low interest rates, fiscal policy interventions helped stabilise the economy. The European Economic Recovery Plan (EERP) was endorsed by the European Council in December 2008 and introduced a sizeable discretionary fiscal stimulus aiming to boost demand and stimulate confidence over 2009–10. The majority of stimulus measures in 2009 and 2010 are temporary and are planned to expire by 2011. These temporary measures have had positive effects on employment and economic activity during the crisis, by supporting private demand and maintaining fundamentally sound activities and jobs that could otherwise have been lost. However, once economic growth resumes on a durable basis, such measures if left in place would add up to an intolerable burden for the public finances; they could also hinder adjustment processes within and across sectors by subsidising existing firms and specific productions. 

The debt increases are considerable, but not unprecedented, though starting from a higher level.

Between 2007 and 2011, debt is set to increase by 25 percentage points of GDP in EU27 and 22½ percentage points in the euro area, with gross debt reaching an average of almost 84% of GDP in EU27 and 88½% in the euro area.  These increases in debt are not unprecedented; similar increases were experienced by a number of European countries following the oil crises of the 1970s and during the 1980s. However, as those increases were not (fully) reversed, the current increases are occurring from historically high starting levels as EU countries have experienced a number of large debt increase episodes, which have tended to start from higher levels of debt each time.
Debt is set to keep increasing… in part due to the cost of ageing.

Moreover, debt is on course to continue increasing beyond 2011. Even with a phasing out of the stimulus measures, a cyclical recovery in growth bringing with it a rebound in tax revenues to 2007 levels (which is a very favourable scenario for a number of countries), debt ratios should continue rising in most EU countries. Partial equilibrium debt projections show that on a no-policy-change scenario, average debt in the EU will rise well above 100% of GDP by 2015 and continue rising afterwards to exceed 130% of GDP by 2020. Sustained and very sizeable consolidation will be necessary in most Member States to start reversing the increase in government debt. This is all the more urgent as European societies and economies are facing another challenge to sustainability over the medium and long term: that of an ageing population. Reduced fertility and increased life expectancy are set to have a considerable impact on both the growth potential of Member States' economies and on public budgets. Expenditures on age related support such as pension provision, healthcare and long-term care will increase significantly over the coming 50 years or so, in the absence of reforms to these support systems. Based on current policies, for the EU27, age-related expenditure is set to increase by 4½ percentage points of GDP between 2010 and 2060. These costs will have to be met through reforms to both the services provided and the tax and spending systems, with attending efficiency implications.

There are large differences in the degree of risk that the Member States are facing from ageing and how this interacts with their underlying fiscal position. Member States with large deficits and large projected costs from ageing facing the biggest risks, and the most urgency in terms of addressing long-term sustainability issues. 

High debt levels have  significant negative effects on growth…

The high projected increases and levels of debt need to be addressed urgently to minimise their negative effects on economic growth. Economic theory presents three main channels through which government debt is likely to affect long-term growth: (i) a crowding-out effect on private investment, as national savings are reduced and interest rates increase; (ii) an increase in distortionary taxes which are needed to services the debt; (iii) an increase in the risk premia paid by governments which increase the burden that debt presents. In some cases, the risk premium on sovereign debt may feed through to corporate and household debt. Whether, and to what extent, these mechanisms operate in a given economy will depend on both the structure of the economy and the behaviour of economic agents. 
Simulations with the European Commission's QUEST III estimate the effects of a 10 percentage point increase in government debt on output in the long run to be in a range of ½ to more than 2% of GDP, depending on the way the increasing interest expenditures are financed. The negative effect on growth comes through the distortionary impact of taxation. How high the impact is depends, in part, on how risk premia are affected by the increase in debt. Assuming that risk premia are not affected would yield smaller distortionary effects than those outlined above, which are based on increases to sovereign risk premia due to rising debt. Much higher effects are simulated in the case of risk premia spreading to the whole economy, as seems to be occurring in the present circumstances.

The starting level of government debt also appears to have influence on the effect that an increase in debt has on sovereign interest rates. Although it is the increase in debt which triggers an interest rate effect, it appears that countries with higher starting levels of debt are more likely to experience a larger increase in the interest premium from an additional increase in their debt levels.
…and require large consolidations overall.

The legacy of the crisis on the public finances means that large consolidations are needed to return Member States' public finances to a sustainable position. However, just as the effect of the crisis has varied across different Member States so is the necessary consolidation different according to countries' particular circumstances. For some Member States, budgetary developments have been particularly dramatic. Ireland, Greece, Spain and the United Kingdom all posted deficits in excess of 10 percentage points of GDP in 2009. In terms of the debt increases too there is considerable variation. While Bulgaria and Sweden are forecast to show no or a small increase in debt as a share of GDP between 2007 and 2010, Ireland, Spain, Latvia and the United Kingdom are forecast increases of over 30 percentage points.
The Council agreed on principles for fiscal exit in October 2009.

Ministers agreed at the Informal Ecofin in Göteborg of 20 October 2009 on the need for a co-ordinated and comprehensive approach on exit strategies, encompassing measures to rebuild a stable and viable financial sector, ensure fiscal sustainability and to raise potential output. As to the fiscal exit strategy, it was agreed that substantial fiscal consolidation was required beyond the withdrawal of the stimulus measures of the European Economic Recovery Programme in order to halt and eventually reverse the increase in debt and restore sound fiscal positions. In particular, the Council agreed on a number of principles for the fiscal exit strategies, regarding the need for coordination, the size, the timing, the differentiation between countries and the accompanying policies. The principles for fiscal exit that the Council agreed on Autumn 2009 were a frontrunner for the G20 discussions and agreements in Spring 2010. In the EU, the exit strategy should be coordinated across countries in the framework of a consistent   implementation of the Stability and Growth Pact (SGP). Provided that the Commission forecasts continue to indicate that the recovery is strengthening and becomes self-sustaining,   fiscal consolidation in all EU Member States should start in 2011 at the latest. Specificities of country situations should be taken into account, and a number of countries need to consolidate before then. The Council agreed that in view of the challenges, the planned pace of the fiscal consolidation should be ambitious, and would have to go well beyond the benchmark of 0.5% of GDP per annum in structural terms in most Member States. Important flanking policies to the fiscal exit would need to include strengthened national budgetary frameworks for underpinning the credibility of consolidation strategies and measures to support long-term fiscal sustainability, as emphasised by the SGP. In addition; structural reform efforts should be strengthened to enhance productivity and to support long-term investment. These elements were reflected in the stability and convergence programmes, which had to be transmitted by Member States to the Commission by the end of January 2010.
EU countries are bound to keep their deficits and debt in check…

EU Member States are required by the Treaty to ensure that their government deficits do not exceed 3% of GDP and that their debt levels should be declining to below 60%. The SGP sets out the procedures to be followed in the case of breach. In 2009, Greece, Latvia, Lithuania, Malta, Poland, Belgium, the Czech Republic, Germany, Italy, France, Spain, Ireland, the Netherlands, Austria, Portugal, Slovenia and Slovakia were placed in the Excessive Deficit Procedure (EDP) by the Council, while Hungary and the United Kingdom had their prior recommendations amended. In 2010, the Council gave notice to Greece to take measures to correct its excessive deficit by 2012. The requirements of Member States placed under the EDP were set so as to take the particular needs and circumstances of the different countries into account as allowed by the SGP rules. The deadlines set for the correction of the excessive deficits have been set depending on the size of consolidation that is required, taking wider issues of sustainability and budgetary risks into account.
... and to set out plans to meet medium term budgetary objectives.

The Stability and Convergence Programmes (SCPs) set out Member States' budgetary strategies to meet the requirements in the EDPs and their progress towards meeting Medium Term Budgetary Objectives (MTOs) over the coming years. The latest round of SCPs covers the years up to 2012, 2013 or 2014. 
The budgetary strategies in the programmes acknowledge the need for considerable consolidation and most countries plan to start consolidation in 2010. Countries with lower budgetary and macro-financial risks have typically planned backloaded consolidations. As these countries with room for fiscal manoeuvre continue to provide support to the economy, the average EU deficit would continue to increase in 2010, reaching 7.2% of GDP on average. At EU level, fiscal consolidation is planned to start in 2011, with all Member States except Luxembourg showing improvements in their nominal budget balances according to their SCPs. The anticipated split between revenue and expenditure measures within the consolidations tends to reflect the initial revenue ratio; countries with relatively high revenue-to-GDP ratios are less likely to rely strongly on planned revenue increases. All Member States except Luxembourg, Malta, and the Netherlands show a projected reduction in the expenditure-to-GDP ratio over the programme period. For a number of countries, a decrease in the expenditure-to-GDP ratio is planned, despite a very significant increase in nominal expenditures. 
Further progress towards the MTO is required to reverse the increases in debt.

Nevertheless, despite the fact that plans for consolidation have been set out in the SCPs, they are not sufficient to stem or reverse the increases in debt from the crisis. Assuming a structural balance as planned in the SCPs for the end-of-programme year, a cyclical recovery in growth bringing with it a rebound in tax revenues to 2007 levels (which is a very favourable scenario for a number of countries), a return to revenue rates at least as strong as seen in 2007 and gradual closing of the output gap would still result in debt continuing to rise to almost 90% of GDP by 2020 and remaining on a slight upward trend at that point. The significant consolidation set out in the SCPs is therefore not sufficient to even stabilise the debt levels. Instead, it is important that countries continue to progress towards reaching their MTOs. As these MTOs have recently been revised to take into account governments' implicit liabilities from ageing populations and wider issues of long-term sustainability, they are now better able to serve as a guide for the public finances.
Short-term output cost of consolidations depends on the type of measures and circumstances.

Just as the support measures introduced under the EERP are seen as key to supporting the economy, a strong fiscal retrenchment could also affect demand and growth but in the opposite way. However, as long as the consolidation is managed effectively, the negative impact on growth should be markedly lower than the positive impact that the support measures had in the recession. The measures introduced to support demand were specifically designed to be temporary, which would aid their effectiveness. If consolidation is credibly perceived to be permanent, the fiscal multipliers are much lower, and in the long-term the output effect is positive for most types of measures. Also, if effective action is undertaken to restore financial sector functioning, liquidity constraints will be softened which may further reduce the adverse short-term economic impact of consolidation.

A growth enhancing reform agenda in line with EU 2020 helps consolidation…

The Commission Communication "Europe 2020 – A strategy for smart, sustainable and inclusive growth" sets out some key principles to raise growth potential as fiscal consolidation is implemented. In particular it stresses that the composition and quality of government expenditure matters: budgetary consolidation programmes should prioritise 'growth-enhancing items' such as education and skills, R&D and innovation and investment in networks. The revenue side of the budget also matters and particular attention should also be given to the quality of the revenue/tax system. Where taxes may have to rise, this should, where possible, be done in conjunction with making the tax systems more "growth-friendly". For example, raising taxes on labour, as has occurred in the past at great costs to jobs, should be avoided. Rather Member States should seek to shift the tax burden from labour to energy and environmental taxes as part of a “greening” of taxation systems. Fiscal consolidation and long-term financial sustainability will need to go hand in hand with important structural reforms, in particular of pension, health care, social protection and education systems. Public administration should use the situation as an opportunity to enhance efficiency and the quality of service. Public procurement policy must ensure the most efficient use of public funds and procurement markets must be kept open EU-wide.

… as confirmed by economic analysis.

Fiscal multipliers, and hence the impact on output, are highest for consolidations based on investment spending and lowest when done via general government transfers to households and government consumption. However, there can be significant differences in time profile. Regarding revenue-based consolidations, raising corporate profit taxes has little negative effect in the short term, but very high long-term costs, while labour taxes have a bigger adverse impact in the short term than in the long term. Consolidations based on indirect tax increases are most growth-friendly in the long run and have also smaller negative output effects than labour taxes in the short term. VAT increases do not harm competitiveness and hence may be appropriate for countries with negative external positions. 

Past experience can help us manage our consolidation challenge.

Past experiences have also much to teach us in terms of how to ensure that fiscal consolidations are successful in reducing government debt. While past increases in the public debt-to-GDP ratio have often, although not always, triggered fiscal consolidations, these consolidation episodes have not necessarily led to significant reductions in debt levels. The success of fiscal consolidations in reducing the debt-to-GDP ratio depends not only on the improvement of the primary fiscal balances, but also on growth, inflation and interest rate developments. Ensuring that the financial crisis has been resolved and that credit constraints have been alleviated in addition to other growth enhancing reforms is likely to improve expected outcomes of consolidations by reducing the negative impact on output. 
Expenditure based and gradual consolidations have been more successful in the past, but for high debt countries this may not hold.

Consolidations starting under unfavourable economic conditions are probably more likely to be successful, even though the conditions in which they are undertaken are more difficult. Expenditure-based consolidations have better track records of success than ones based on tax increases, while gradual consolidations tend to have higher success rates than "cold shower" ones. Some of these results are partly due to the introduction of accompanying structural changes, which are seen as important determinants of whether consolidations are successful or not. Econometric evidence shows that starting the consolidation after the crisis and implementing it in a gradual way is more likely to yield success. However, for high-debt countries there is evidence that a cold shower consolidation might be a better approach, due to the effect of interest rates (which may themselves be affected by the pace of debt reduction) on the debt burden. 

The challenge is to implement the right policies effectively.

Although past experience can guide policy-makers in how to consolidate there is no one-size-fits-all solution. Experiences in previous episodes have shown that fiscal consolidations have often been pursued at the expense of public investment. This undermines growth which is crucial for debt reduction. The precise characteristics of each country will determine the policy that should be pursued. The level of growth, the level of debt, deficits, taxes and spending will all influence the type of consolidation to be introduced. But it is not just the type of consolidation that is chosen that is important, but also the context within which it will be implemented. Past experience with consolidation has shown that countries with strong national fiscal frameworks have been most successful in consolidating. Although all crises and the circumstances in every country are different, the policy responses in Sweden and Finland following their financial and economic crises in the early 1990s provide important examples of successful resolutions. Despite being strongly affected by their respective financial crises, both countries returned to growth rates similar to, or higher, than those they enjoyed before the crisis, following strong and decisive government action from the early days of the crisis, particularly with regard to addressing the weaknesses in the financial sector. It must be noted that also the exchange rate depreciations played an important role in the recovery and fiscal consolidation. 

Significant external imbalances have emerged over the last 10 years…

Alongside the public finances, the crisis has also brought attention to the prevalence of external imbalances amongst the EU and euro area Member States. The last ten years or so have seen a build-up of substantial divergences in the external economic performance of the different countries. Recently acceded and peripheral euro area Member States saw thriving domestic demand and credit booms, accompanied by increases in domestic prices. For the peripheral euro area countries this resulted in large increases in their nominal unit labour costs and an appreciation of their real exchange rate which harmed their competitiveness and their external position. Meanwhile, other countries experienced slow domestic demand growth and falls in their domestic prices vis-à-vis their EU and euro area competitors. 
…due to both economic integration and booming domestic demand. 

The differences in the external position developed over the last ten years and reached an all-time high in 2008, just before the start of the crisis. They can be attributed to a number of factors. A part of them reflects the normal functioning of the globalised and increasingly integrated EU economy with the resulting convergence in prices. Accession to the euro will also have given catching-up euro area economies better access to international capital markets, facilitating and creating larger trade deficits. Other factors that affected the build-up of divergences are more problematic in themselves. The increased capital flows financed unsustainable trends in consumption and unproductive investment, and they reflect increases in wages, consumption and credit growth that were not connected to the underlying economic fundamentals. Booming internal demand was central to the deterioration in external competitiveness in external deficit countries. 

Budgetary and trade balances appear to be related – although exactly how is subject to much debate.

There is much debate about the link between current account and fiscal balances. Since the onset of the crisis, large current account deficits have gone hand-in-hand with large deterioration in fiscal balances. Tax buoyancy concealed the true state of public finances before the crisis. This was fuelled by capital inflows and credit booms boosting real estate. Current account deficits have thus signalled contingent budgetary risks. The countries that have shown the greatest deterioration in their public finances since the onset of the crisis displayed high and rising macro-financial risks in the years prior to its onset, while the countries with the smallest deterioration displayed falling macro-financial risks over the same period. The crisis revealed the real state of the fiscal situation. 

Correcting and preventing future current account imbalances is a challenge for the medium term.

In terms of the current juncture the presence of external imbalances has potential consequences for the trajectory of the economy over the medium term. Although the evidence is limited, studies tend to suggest that post-boom periods which are accompanied by the correction of current account and competitiveness imbalances may be particularly costly from a growth and budgetary point of view. As a starting point, considering the impact that fiscal policy has on the external position would be prudent, with countries with large external deficits needing to be particularly mindful to implement policies that reduce their unit labour costs and improve their competitiveness. 

The crisis should help us avoid a repetition in the future, including by strengthening fiscal frameworks…

The crisis can provide us with an opportunity to learn lessons that will help us avoid a recurrence of the crisis in the future. One area for improvement is that of budgetary surveillance and the institutions responsible for it. At a national level, improving domestic fiscal frameworks can help both in implementing consolidation and ensuring that the public finances are not as vulnerable to economic downturns in the future.

According to existing evidence, rule-based fiscal frameworks centred around an expenditure rule supplemented by a revenue and/or budget balance rule are particularly successful as concerns both budgetary discipline and stabilisation. Similarly, non-partisan public institutions acting in the field of budgetary policy have proven useful for sound budgetary policies in several EU countries. Medium-term budgetary frameworks are further considered effective tools to foster medium term fiscal planning. As these fiscal arrangements are closely interconnected, any reform of national fiscal frameworks should carefully consider the interplay between these elements. 
…and by taking a wider consideration of risks.

Improving the information available and used in budgetary surveillance might also help avoid some of the mistakes of the past. Measuring the underlying fiscal stance is important in gaining an understanding of the health of the public finances. This requires an estimation of both potential output and of the relationship between revenues and spending and the underlying economic fundamentals.  Potential output estimation can be improved by including real time capacity utilisation data to the estimation of the output gap, while considering the effect of domestic demand (rather than just output) on government revenues to estimate a cyclically and absorption adjusted budget balance can also aid policy making. Complementing our understanding of tax elasticities by using data collected at a national level on the discretionary changes made to tax categories can further help overcome some of the difficulties in estimating underlying revenues. Improvements can also be made in terms of how we understand the links between fiscal and trade balances. This could enable monitoring of the emergence of macro-financial imbalances more widely as a way of obtaining a more holistic view of the vulnerabilities that exist in the Member States' economies.

On 12 May 2010, the Commission put forward proposals in this context.

The Commission Communication of 12 May 2010, entitled 'Reinforcing economic policy coordination' recognises the need to expand economic surveillance and deepen the analysis beyond the budgetary dimension to address other macroeconomic imbalances, including competitiveness developments and underlying structural challenges in order to prevent the occurrence of severe imbalances within the euro area. A scoreboard, reflecting both external as well as internal developments, would be defined and regularly monitored. It would appear particularly important to detect asset price booms and excessive credit growth at an early stage to avert costly corrections of fiscal and external imbalances at a later stage. This analysis would form the basis for the formulation of the recommendations for preventive or corrective measures in the Member State(s) concerned.
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 TC "Summary" \f \l 2 In 2007, the last year before the onset of the economic and financial crisis, the public finances in the EU and euro area were in their strongest position for decades. This result owed more than was appreciated at the time to favourable economic conditions. With the onset of the crisis in 2008, GDP growth fell dramatically and turned negative by the end of the year leading to a marked deterioration in the public finances. 2009 was a year of deep recession with growth shrinking by 4.2% on average in EU27, before beginning to gradually pick up during 2010. The overall effect on the public finances has been a sharp deterioration in the general government balances, which is forecast to equal close to 7 percentage points of GDP between 2007 and 2010, to reach a larger deficit of 7.5% of GDP in the EU27. From 2011, deficits are expected to start shrinking. Debt too has been affected. While in 2007 gross general government debt amounted to 59% of EU27 GDP, in 2010 it is forecast to come in at 79% and to increase further in the coming years.

The deterioration in the public finances is due to both the operation of the automatic stabilisers and the measures implemented by governments to support both aggregate demand and the financial sector. The response of the European governments, the European Economic Recovery Plan, allowed the automatic stabilisers to operate freely and introduced a sizeable discretionary fiscal stimulus. The fact that monetary policy had reached its zero lower bound, placed additional burdens on fiscal policy to provide support aggregate demand. The actual budgetary stimulus packages introduced varied across Member States, in part due to the fiscal space available. These developments are examined in Section I.1. While some countries were in a position to provide substantial support to their economies as they entered the recession with a strong fiscal position, others were and are in a more difficult situation because of less determined consolidation efforts in the past. 

EU Member States are required by the Treaty to ensure that their government deficits do not exceed 3% of GDP and that their debt levels are declining to below 60%. Whether or not these limits are adhered to is determined according the provisions of the Stability and Growth Pact (SGP), which also sets out the procedures to be followed in the case of breach. In 2009, Greece, Latvia, Lithuania, Malta, Poland, Belgium, the Czech Republic, Germany, Italy, France, Spain, Ireland, the Netherlands, Austria, Portugal, Slovenia and Slovakia were placed in the excessive deficit procedure (EDP) by the Council on recommendation of the Commission, while Hungary and the United Kingdom had their prior recommendations and deadlines amended. In February 2010, the Council gave notice to Greece to take measures to correct its excessive deficit by 2012. On 2 May 2010, following a request by the Greek authorities, the Eurogroup formally launched a financial assistance mechanism, conditional on the implementation of a programme of economic adjustment. The adjustment programme was negotiated between Greece and the Commission, in liaison with the ECB and the IMF. Section I.2 details how the SGP has been implemented since Spring 2008, providing information on a country-by-country basis.  

The Stability and Convergence Programmes (SCPs) set out Member States' fiscal strategies to return to medium term budgetary objectives over the coming years. The latest round of SCPs is examined in Section I.3. The SCPs cover the years up to 2012, 2013 or 2014 and their submission was delayed to reflect the strategies to correct the excessive deficits identified. Overall for EU27, the SCPs anticipate a recovery supported by growing net exports contributing 0.6 percentage points to aggregate real GDP growth in 2010, and 0.3 pp. by 2013. The overall economic growth assumptions are more favourable than those made by the Commission services in Autumn 2009, by 0.3 percentage points in 2010, but rising to 0.7 percentage points by 2011. There is therefore some added downside risk to the budgetary outcomes and may require additional fiscal consolidation. 

The budgetary strategies in the programmes for most EDP countries aim at correcting the excessive deficits by the deadlines recommended by the Council and for countries not in EDP at keeping the deficit below the 3% of GDP reference value or rapidly correcting any breaches. The pace and time profile of the fiscal consolidations vary considerably across Member States. Most countries plan to start consolidation in 2010. Countries with lower budgetary and macro-financial risks have typically planned backloaded consolidations. As these countries with room for fiscal manoeuvre which include Germany continue to provide support to the economy, the average EU deficit would continue to increase in 2010, reaching 7.5% of GDP on average in the programmes. At EU level, fiscal consolidation is expected to start in 2011, with all Member States except Luxembourg showing improvements in their nominal budget balances according to their SCPs. The anticipated split between revenue and expenditure measures within the consolidations tends to reflect the initial revenue ratio; countries with relatively high revenue-to-GDP ratios rely less strongly on planned revenue increases. All Member States except Luxembourg, Malta, and the Netherlands show a projected reduction in the expenditure-to-GDP ratio over the programme period. 

Section I.4 discusses the Commission and Council's 2009–2010 SCP assessments of the long-term sustainability (up to 2060) of the public finances and presents new estimates of the long-term sustainability indicator. The estimates are based on medium-term projections of the age-related expenditures provided by the Ageing Working Group of the Economic Policy Committee in the 2009 Ageing Report and on the public finance developments set out in the SCPs. Both quantitative indicators and qualitative information are used to arrive at an overall assessment of the budgetary challenge posed by ageing populations, in the light of the recent economic crisis. Compared with last year's projection exercise, the current one also incorporates projected developments of revenue coming from taxation of pensions and property income in the quantitative assessments. 

There is a large variation in the degree of long-term risk that the Member States are facing and their cause. Due to the deterioration of initial budgetary positions, several Member States were moved to a higher risk category than they were in last year's exercise, while only few are assessed to have improved their long-term sustainability position. Countries that are best prepared to dealing with the long-term sustainability challenge are Bulgaria, Denmark, Estonia, and, Sweden. They generally have a relatively strong budgetary position due to having run large surpluses prior to the crisis, and having reduced debt and/or accumulated assets. They have also implemented comprehensive pension reforms, in some cases including a shift towards private funded pension schemes. They therefore enjoy a low long-term risk to fiscal sustainability. In these countries, the projected increase in age-related expenditure is amongst the lowest in EU at below 4 percentage points of GDP. 
Belgium, the Czech Republic, France, Ireland, Greece, Spain, Cyprus, Latvia, Lithuania, Malta, Netherlands, Romania, Slovenia, Slovakia and United Kingdom are the countries facing the biggest challenges. (They are generally characterised by a very significant rise in age-related expenditure over the long-term, in some cases in excess of 10 percentage points of GDP.) For most of the Member States in this group it will be necessary to address both the long-term costs of ageing through reforms to pension systems and the weakness of their budgetary positions. To a lesser extent, the same mixed challenge applies to the countries presenting medium long-term risk. In particular, reforms to the pension and healthcare system which will not adversely affect the recovery as they typically take effect over the medium to long-term, should be implemented as a matter of urgency. This may include measures to raise potential growth and employment over the medium term. As not all pension and healthcare reforms are neutral with respect to the short-term, care should be taken to consider the effect of any changes undertaken on the recovery.
Finally, Section I.5 takes stock of Member States' efforts undertaken or planned to reform their domestic fiscal frameworks, based on information disclosed in the 2009-2010 round of the Stability and Convergence Programmes. Indeed, according to such information, changes to the domestic fiscal frameworks are being ahead or implemented in 21 EU countries. Changes of budgetary procedures are most prevalent (19 cases), followed by the introduction of new fiscal rules (13 countries). The introduction of, or changes in, medium-term budgetary frameworks is topical in the case of 10 Member States, while only three have announced the establishment of new independent fiscal institutions. While the number of planned or implemented actions of fiscal framework reform is thus significant, important shortcomings of national frameworks will still persist, not least as compliance with the most recent policy invitations contained in the Council Opinions on the Stability and Convergence Programmes is rather limited. 
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Budgetary developments in the euro area and the EU Member States" \f \l 2 1.1.
The slow path to recovery

The economic outlook remains uncertain as the world has just started to recover from its worst crisis since the Second World War. The financial crisis and the legacy of the imbalances accumulated earlier in the world economy means that the adjustment process lead to an extensive period of weakness in economic activity. The Commission services' Spring 2010 European Economic Forecast projects real GDP growth for the EU at 1.0% in 2010, against the backdrop of a very steep recession in 2009 of the order of -4.2% of GDP. 

The recession has been broad‑based across countries, despite sizeable differences. Some EU Member States have been subject to a more pronounced and/or protracted recession, depending on their exposure to the financial crisis and the global manufacturing cycle on the one hand, and on domestic and external imbalances on the other, including a substantial housing-market correction or other country-specific factors. In the same vein, the subsequent upswing is also likely to occur at a differing pace across countries. In the large Member States, GDP is expected to grow by between 2.7% (Poland) and -0.4% (Spain) this year. However, in Greece the output change is more markedly in the negative, at -3.0%.

In the EU27 GDP shrunk for three consecutive quarters, from late 2008 to mid-2009, and has only very gradually been recovering thereafter. While the EU economy has returned to positive growth rates on a quarterly basis from the third quarter of 2009, these have been modest so far. For 2011 then GDP growth is expected to stand at 1.7%. The outlook remains very uncertain, with considerable downside risks. 
The economic downturn is increasingly visible in the labour market. From the low of 6.7% in early 2008, the EU unemployment rate has risen rapidly, although reacting with some lags to GDP growth. In March 2009 it stood at 9.6%. Unemployment is likely to remain at broadly similar levels during this year, reaching an annual average of 9.8%, and also in 2011. Reducing unemployment will be a major policy challenge for the EU economy, as the worsened outlook also impacts public finances.

1.2.
Short-term developments and prospects for the budgetary position and public debt

In 2009, the budgetary positions in the euro area and the EU deteriorated for the second year in a row, recording a very significant deterioration in comparison to the previous year. The euro-area average headline deficit reached 6.3% of GDP, up from 0.6% in 2007 and 2.0% in 2008 (Table I.1.1). A similar budgetary deterioration took place in the EU as a whole, where the average budget deficit increased by another 4.5 percentage points reaching 6.8% of GDP in 2009 (Table I.1.2). In both the euro area and the EU, the deterioration in the headline budget deficit was matched by a smaller deterioration in the structural budget balance, i.e. the budget balance net of cyclical factors and one-off and other temporary measures (by 1.9% of GDP in the euro area and 2.1% in the EU). Taken at face value this result would seem to suggest that to a significant extent the deterioration in the headline deficit was due to cyclical factors, and that it was only partly of a structural nature. The estimates of the structural budget balance are likely to be affected by the earlier exceptional buoyancy of tax revenues which has gone into reverse along with the economic cycle. (
)

Within the euro area, in 2009 the deterioration in the (nominal) budget balance was particularly sizeable in Spain (where the deficit increased by seven percentage points, while in 2008 still a surplus had been posted), in Finland (where a large surplus was converted into a considerable deficit), and to a lesser extent also in Belgium, Ireland, France, Cyprus, the Netherlands, Portugal, Slovenia, and Slovakia. Greece is a peculiar case where statistical revisions have increased past and expected deficits several times for both 2008 and 2009, for the latter up to 13.6% of GDP. (See Box I.2.2 on Greece). Hence in the large majority of Member States of the euro area the deficit in 2009 exceeded the 3% of GDP reference value of the Treaty. Not a single country reported a surplus.

An even stronger negative impact was felt outside the euro area in 2009, where relative to the previous year the budgetary position weakened in most Member States. Very large deteriorations of between 4.9 and 5.7 percentage points were recorded in Latvia,  Lithuania, and Bulgaria. The deteriorations posted by Poland, the Czech Republic, and Romania were slightly lower, of the order of 3.48, 3.2, and 2.9 percentage points respectively. In all of these countries the deficit now exceeded or continued to exceed the 3% of GDP reference value of the Treaty. In Hungary the deficit remained at approximately 4% of GDP. As to the remaining Member States outside the euro area, Denmark and Sweden now both reported deficits instead of previously solid surpluses. In the United Kingdom the deficit increased dramatically by more than seven percentage points.

	

	Table I.1.1:
Budget balances in EU Member States (% of GDP)
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Budget balances in EU Member States (% of GDP)" \ftable \l 5 [image: image3.emf]2007 2008 2009 2010 2011 2007 2008 2009 2010 2011 2007 2008 2009 2010 2011

BE -0.2 -1.2 -6.0 -5.0 -5.0 -1.3 -2.1 -3.9 -3.8 -4.0 2.5 1.7 -0.3 0.0 -0.2

DE 0.2 0.0 -3.3 -5.0 -4.7 -1.2 -1.1 -1.7 -3.6 -3.5 1.6 1.6 0.9 -1.0 -0.8

IE 0.1 -7.3 -14.3 -11.7 -12.1 -1.6 -7.0 -9.4 -9.3 -10.2 -0.6 -5.7 -7.3 -6.5 -6.7

EL -5.1 -7.7 -13.6 -9.3 -9.9 -6.8 -8.7 -13.0 -8.5 -8.2 -2.7 -4.2 -8.0 -3.2 -2.4

ES 1.9 -4.1 -11.2 -9.8 -8.8 1.2 -4.1 -8.9 -7.8 -7.0 2.8 -2.5 -7.1 -5.7 -4.4

FR -2.7 -3.3 -7.5 -8.0 -7.4 -3.8 -3.8 -6.2 -6.2 -6.2 -1.1 -0.9 -3.9 -3.6 -3.3

IT -1.5 -2.7 -5.3 -5.3 -5.0 -3.2 -3.5 -4.0 -3.7 -3.6 1.8 1.6 0.7 0.9 1.2

LU 3.6 2.9 -0.7 -3.5 -3.9 1.1 2.0 1.2 -1.4 -1.9 1.3 2.3 1.7 -1.0 -1.3

NL 0.2 0.7 -5.3 -6.3 -5.1 -1.0 -0.5 -3.6 -4.9 -4.0 1.2 1.6 -1.4 -2.6 -1.7

AT -0.4 -0.4 -3.4 -4.7 -4.6 -1.6 -1.7 -2.4 -3.6 -3.6 1.1 0.8 0.3 -0.8 -0.7

PT -2.6 -2.8 -9.4 -8.5 -7.9 -3.1 -3.8 -8.1 -7.7 -7.0 -0.3 -0.8 -5.2 -4.6 -3.4

SI 0.0 -1.7 -5.5 -6.1 -5.2 -2.9 -4.8 -3.7 -4.4 -3.8 -1.6 -3.7 -2.3 -2.5 -1.8

FI 5.2 4.2 -2.2 -3.8 -2.9 2.6 2.1 0.4 -1.3 -1.0 4.1 3.5 1.6 -0.2 0.2

MT -2.2 -4.5 -3.8 -4.3 -3.6 -3.1 -5.2 -3.8 -4.0 -3.4 0.2 -1.9 -0.5 -0.7 -0.2

CY 3.4 0.9 -6.1 -7.1 -7.7 2.5 -0.4 -5.8 -6.3 -7.1 5.5 2.4 -3.3 -3.6 -4.2

SK -1.9 -2.3 -6.8 -6.0 -5.4 -3.7 -4.7 -6.6 -5.4 -4.7 -2.3 -3.5 -5.1 -3.9 -3.2

EA-16

-0.6 -2.0 -6.3 -6.6 -6.1 -1.9 -2.8 -4.7 -5.0 -4.8 1.0 0.2 -1.8 -2.1 -1.6

BG 0.1 1.8 -3.9 -2.8 -2.2 -1.5 0.0 -2.8 -1.1 -0.8 -0.5 0.9 -2.0 -0.3 0.1

CZ -0.7 -2.7 -5.9 -5.7 -5.7 -2.9 -4.5 -5.4 -4.9 -4.9 -1.7 -3.4 -4.1 -3.2 -2.8

DK 4.8 3.4 -2.7 -5.5 -4.9 3.1 3.3 0.6 -2.7 -3.1 4.7 4.7 2.6 -0.6 -1.0

EE 2.6 -2.7 -1.7 -2.4 -2.4 -1.1 -4.3 -0.6 -2.1 -1.8 -0.9 -4.1 -0.2 -1.6 -1.4

LV -0.3 -4.1 -9.0 -8.6 -9.9 -4.5 -6.4 -6.9 -6.7 -9.0 -4.2 -5.8 -5.3 -4.3 -6.1

LT -1.0 -3.3 -8.9 -8.4 -8.5 -3.1 -5.6 -7.1 -6.8 -6.8 -2.4 -5.0 -6.1 -5.2 -4.9

HU -5.0 -3.8 -4.0 -4.1 -4.0 -5.5 -4.7 -2.2 -2.3 -3.0 -1.4 -0.5 2.6 2.3 1.1

PL -1.9 -3.7 -7.1 -7.3 -7.0 -2.8 -4.6 -7.2 -6.3 -5.7 -0.5 -2.3 -4.6 -3.5 -2.6

RO -2.5 -5.4 -8.3 -8.0 -7.4 -4.7 -7.7 -8.3 -7.1 -6.4 -3.9 -7.0 -6.8 -5.2 -4.4

SE 3.8 2.5 -0.5 -2.1 -1.6 1.6 1.1 1.9 -0.2 -0.5 3.3 2.8 2.8 0.7 0.3

UK -2.8 -4.9 -11.5 -12.0 -10.0 -3.9 -5.2 -9.5 -10.4 -8.7 -1.7 -2.9 -7.5 -7.6 -5.6

EU-27

-0.8 -2.3 -6.8 -7.2 -6.5 -2.1 -3.1 -5.2 -5.6 -5.2 0.6 -0.3 -2.5 -2.8 -2.2

Structural primary balance Budget balance Structural balance



	Note: The structural budget balance is calculated on the basis of the commonly agreed production function method (see European Commission (2004)).

Source: Commission services' Spring 2010 European Economic Forecast.

	


Looking ahead to 2010 and 2011, the budgetary positions are expected to first deteriorate slightly further in the light of slow economic growth, before essentially reverting to the levels of 2009. The Commission services’ Spring 2010 European Economic Forecast projects euro area (EU) real GDP to increase by only 0.9 (1.0)% in 2010, compared to a steep contraction of 4.1 (4.2)% in 2009, and to increase by no more than -1.5 (1.7)% in 2011. Against this growth outlook, the aggregate budget deficit of the sixteen Member States which have adopted the single currency is expected to reach 6.6% of GDP in 2010, another 0.3 percentage points higher than the year before. Based on the no-policy-change assumption an  improvement to 6.1% of GDP is projected in 2011. Broadly the same profile is expected for the EU as a whole. The deficit is forecast to rise to 7.2% of GDP in 2010, from 6.8% in 2009, and to slightly decline again to 6.5% in 2011.
Outside the euro area, the development of budgetary positions is likely to be more diverse. In the Czech Republic, Poland, and Romania the headline deficits are expected to remain far above the reference value of the Treaty in both years, albeit to varying degrees. For Latvia a further limited worsening is projected, while the Lithuanian deficit is forecast to stabilise around the current very high ratios. The deficit in Estonia is expected to stay below the 3% of GDP threshold over the forecast horizon. The deficit in Hungary is forecast to continue to remain at around 4% of GDP in both 2010 and 2011.  Denmark and Bulgaria are expected to run deficits above or only slightly below the 3% threshold over the forecast horizon, while in Sweden the deficit is projected to stay well below the 3% of GDP reference value of the Treaty in both 2010 and 2011. Finally in the United Kingdom a further budgetary deterioration to 12.0% of GDP is forecast for 2010, prior to an improvement to 10.5% of GDP in 2011.

In structural terms, i.e. net of cyclical factors and one-off and other temporary measures, the projected deteriorations in both the euro area and the EU in 2010 are smaller than those of the headline deficits, but still significant given that many Member States continue to support their economies with discretionary measures under the EERP. In particular, the structural balance is estimated to deteriorate by another 0.3% of GDP in the euro area and by 0.4% in the EU as a whole. For 2011, minor improvements of the order of 0.2% of GDP in the euro area and of 0.4% in the EU as a whole are projected. However, when making these estimates one should bear in mind that measuring cyclically-adjusted balances is not straightforward, in particular during a crisis such as the current one.

While the group of euro-area countries that have already achieved their medium-term budgetary objective (MTO) had already shrunk in 2008, structural fiscal positions are forecast to remain weak over the projection horizon, with no euro area Member State expected to attain its MTO in both 2010 and 2011. 

Outside the euro area, a similar picture emerges and only Bulgaria is forecast to attain its MTO in 2010 and 2011 respectively (after having missed out on it in 2009) However, it is clear that aiming again seriously to attain the MTOs will be a crucial element in any exit strategy from the current economic crisis. 

	

	Table I.1.2:
Euro area - General government budget balance (% of GDP)

	 TC "I.1.2.
Euro area - General government budget balance (% of GDP)" \ftable \l 5 [image: image4.emf]2007 2008 2009 2010 2011

Total revenue (1) 45.4 44.9 44.4 44.2 44.1

Total expenditure (2) 46.0 46.8 50.7 50.8 50.2

Actual balance (3) = (1) - (2) -0.6 -2.0 -6.3 -6.6 -6.1

Interest (4) 2.9 3.0 2.8 3.0 3.2

Primary balance (5) = (3) + (4) 2.4 1.0 -3.5 -3.6 -2.9

One-offs (6) 0.0 -0.1 -0.1 0.0 0.0

Cyclically adjusted  balance (7) -1.9 -2.9 -4.8 -5.1 -4.8

Cyclically adj. prim. balance = (7) + (4)    1.1 0.1 -1.9 -2.1 -1.7

Structural budget balance = (7) -(6) -1.9 -2.8 -4.7 -5.0 -4.8

Change in actual balance: 0.7 -1.4 -4.3 -0.3 0.5

              - Cycle  -0.4 -1.4 -2.5 1.7 1.4

              - Interest 0.1 0.0 -0.1 0.1 0.2

              - Cycl.adj.prim.balance 0.1 -0.9 -1.9 -0.3 0.2

              - One-offs 0.0 -0.1 0.0 0.0 0.0

              - Structural budget balance 0.9 1.0 0.2 -1.8 -2.1



	Note: Differences between totals and sum of individual items are due to rounding.

Source: Commission services' Spring  2010 Economic Forecast.

	


Turning to government debt, rising debt-to-GDP ratios reflect the deteriorating public finances, ailing economies, and public interventions in the financial system (Table I.1.4). In the euro area, in 2009 the ratio rose by 9.3 percentage points to 78.7%. This can partly be explained by a very steep increase of the debt in Spain, albeit from relatively low levels. A further increase to 88.5% of GDP by 2011 is projected in the euro area as primary deficits are coupled with a weak contribution from economic growth and the additional effect of rising interest expenditure. In the EU as a whole, the debt-to-GDP ratio is projected to rise steeply from its level of 73.6% in 
	

	Table I.1.3:
Composition of changes in the government debt ratio in EU Member States (% of GDP)

	 TC "I.1.3.
Composition of changes in the government debt ratio in EU Member States (% of GDP)" \ftable \l 5 [image: image5.emf]Change in 

debt ratio

2007 2008 2009 2010 2011 2007-11

Primary 

balance

Interest 

&growth 

contribution

Stock-flow 

adjustment

BE 84.2 89.8 96.7 99.0 100.9 16.7 2.2 8.5 6.0

DE 65.0 66.0 73.2 78.8 81.6 16.5 2.2 8.4 5.9

IE 25.0 43.9 64.0 77.3 87.3 62.3 35.5 14.6 12.2

EL 95.7 99.2 115.1 124.9 133.9 38.2 19.7 15.0 3.5

ES 36.2 39.7 53.2 64.9 72.5 36.3 25.7 7.2 3.4

FR 63.8 67.5 77.6 83.6 88.6 24.8 15.6 5.9 3.4

IT 103.5 106.1 115.8 118.2 118.9 15.5 -1.0 14.8 1.7

LU 6.7 13.7 14.5 19.0 23.6 16.9 3.4 0.5 13.1

NL 45.5 58.2 60.9 66.3 69.6 24.1 7.0 5.9 11.2

AT 59.5 62.6 66.5 70.2 72.9 13.4 2.2 6.2 5.0

PT 63.6 66.3 76.8 85.8 91.1 27.5 16.4 8.9 2.2

SI 23.4 22.6 35.9 41.6 45.4 22.0 12.2 4.3 5.5

FI 35.2 34.2 44.0 50.5 54.9 19.7 -0.3 3.4 16.5

MT 61.9 63.7 69.1 71.5 72.5 10.6 3.2 5.7 1.7

CY 58.3 48.4 56.2 62.3 67.6 9.3 9.1 4.0 -3.8

SK 29.3 27.7 35.7 40.8 44.0 14.7 14.8 1.0 -1.1

EA-16

66.0 69.4 78.7 84.7 88.5 22.5 9.0 8.7 4.9

BG 18.2 14.1 14.8 17.4 18.8 0.6 3.8 -0.4 -2.8

CZ 29.0 30.0 35.4 39.8 43.5 14.6 13.7 3.8 -3.0

DK 27.4 34.2 41.6 46.0 49.5 22.1 1.9 6.0 14.2

EE 3.8 4.6 7.2 9.6 12.4 8.6 7.9 1.6 -0.9

LV 9.0 19.5 36.1 48.5 57.3 48.3 24.0 14.0 10.3

LT 16.9 15.6 29.3 38.6 45.4 28.5 23.9 5.6 -1.0

HU 65.9 72.9 78.3 78.9 77.8 11.9 -1.6 10.2 3.3

PL 45.0 47.2 51.0 53.9 59.3 14.3 14.4 -0.5 0.3

RO 12.6 13.3 23.7 30.5 35.8 23.3 23.1 1.0 -0.8

SE 40.8 38.3 42.3 42.6 42.1 1.3 -2.6 0.7 3.2

UK 44.7 52.0 68.1 79.1 86.9 42.2 28.2 5.4 8.6

EU-27

58.8 61.6 73.6 79.6 83.8 25.0 11.5 9.7 3.8

Change in the debt ratio in 

2007-11 due to:

Gross debt ratio



	Notes: Differences between the sum and the total of individual items are due to rounding.

Source: Commission services' Spring 2010 Economic Forecast.

	


2009 to 79.6% in 2010, and to rise further to 83.8% in 2011, not least because of a very significant increase in the debt ratio in the UK. Finally, risks of further debt increases stem from public intervention in the financial sector.

Aggregate figures tend to mask diverging developments at the country level. There are several Member States which before the current financial and economic crisis had low or very low debt levels, which however are now rising sharply. This group of countries includes Ireland, Spain, Latvia, Lithuania and the United Kingdom. Moreover, three euro area-countries are expected to surpass again the 100% of GDP public debt threshold by 2011. Notably, Italy already had a public debt-to-GDP ratio above 100% of GDP before the crisis and given that debt has increased again and is expected to remain above this threshold in 2010 and beyond. In Belgium the debt ratio rose again in 2008 and subsequently, after having remained on a steady downward path for many years. It stood at 84.2% of GDP in 2007, but is forecast to exceed the 100% of GDP threshold by 2011. In Greece the debt ratio, from a trough of 95.7% in 2007, is also expected to increase over the forecast horizon, up to 133.9% of GDP in 2011 (as usual under the no-policy change assumption). As to the other Member States with debt ratios above the 60% of GDP threshold in 2009, namely Germany, France, Hungary, Malta, Austria, and Portugal, further increases of these ratios are projected in all of them but Hungary.

	

	Table I.1.4:
Euro Area – Government revenue and expenditures (% of GDP)

	 TC "I.1.4.
Euro Area – Government revenue and expenditures (% of GDP)" \ftable \l 5 [image: image6.emf]2007 2008 2009 2010 2011

Total revenue 45.4 44.9 44.4 44.2 44.1

Taxes on imports and production (indirect) 13.5 13.0 12.8 12.7 12.7

Current taxes on income and wealth 12.4 12.2 11.3 11.3 11.4

Social contributions 15.1 15.3 15.7 15.7 15.5

of which actual social contributions 14.0 14.2 14.6 14.5 14.4

Other revenue 4.4 4.4 4.6 4.5 4.5

Total expenditure 46.0 46.8 50.7 50.8 50.2

Collective consumption 7.9 8.1 8.8 8.8 8.5

Social benefits in kind 12.1 12.4 13.3 13.4 13.4

Social transfers other than in kind 15.8 16.1 17.7 18.0 17.8

Interest 2.9 3.0 2.8 3.0 3.2

Subsidies 1.2 1.2 1.4 1.4 1.3

Gross fixed capital formation 2.6 2.5 2.8 2.7 2.5

Other expenditures 3.4 3.5 4.0 3.6 3.5



	Notes: Differences between the sum and the total of individual items are due to rounding.

Source: Commission services.

	


1.3.
Government revenue and expenditure 

In 2009, the observed deterioration in budgetary positions in the euro area was largely the result of a higher expenditure-to-GDP ratio which was mainly due to higher social benefits and transfers, and also to higher collective consumption. As compared to the change in the expenditure ratio, only to a much lesser extent this deterioration was due to a lower revenue-to-GDP ratio (Table I.1.5). That negative contribution of the revenue side stemmed from taxes on imports and production and even more so from taxes on income and wealth, the latter not least due to a rapid decline of corporate income taxes. 

Section I.3 confirms this view on the composition of the deterioration in the budget balance. It shows that compared to the plans presented in the 2008 updates of the Stability and Convergence Programmes, significant nominal expenditure overruns came together with limited revenue shortfalls. Much lower than expected nominal growth further exposes these developments in the expenditure-to-GDP ratios. A similar pattern can be observed for the EU as a whole (Table I.I.5). 

According to the Commission services' Spring 2010 Economic Forecast, both the expenditure and revenue ratios in the euro area will remain approximately constant over the forecast horizon, 2010-2011. On the revenue side in particular composition effects are expected to be small.
The massive deterioration mainly on the expenditure side of the budget in 2009 also explains the worsening of structural balances over the forecast horizon in most Member States. Indeed this fiscal expansion can only partly be explained by the operation of automatic stabilisers. The rest is due to discretionary measures. 

Overall Member States budgetary plans for 2010 and 2011 have been compiled against a background of great uncertainty and exhibit many risks, on both the revenue and expenditure sides. (
)

	

	Table I.1.5:
Government revenue and expenditure (% of GDP)

	 TC "I.1.5.
Government revenue and expenditure (% of GDP)" \ftable \l 5 [image: image7.emf]            2007 2008 2009 2010 2011 2007 2008 2009 2010 2011

DK 55.7 55.3 55.8 53.7 53.3 50.9 51.9 58.5 59.2 58.1

EE 37.4 37.1 43.6 43.4 41.7 34.8 39.9 45.4 45.8 44.1

IE 36.7 34.7 34.1 35.4 33.9 36.6 42.0 48.4 47.1 46.0

EL 39.7 39.1 36.9 39.0 38.5 44.7 46.8 50.5 48.4 48.4

ES 41.1 37.0 34.7 35.9 35.9 39.2 41.1 45.9 45.7 44.7

FR 49.6 49.5 48.1 48.2 48.6 52.3 52.8 55.6 56.1 55.9

LT 33.8 34.2 34.1 34.1 33.2 34.8 37.4 43.0 42.5 41.7

MT 40.3 40.3 40.5 41.7 41.9 42.4 44.8 44.3 46.0 45.5

NL 45.7 46.6 46.3 46.0 46.6 45.5 45.9 51.6 52.3 51.7

PL 40.3 39.6 37.4 38.7 39.3 42.2 43.3 44.5 46.0 46.2

RO 33.5 32.1 32.1 31.9 31.3 36.0 37.6 40.4 39.9 38.8

SK 32.5 32.5 34.0 34.3 33.9 34.4 34.8 40.8 40.3 39.3

HU 44.8 45.4 45.8 44.7 44.2 49.8 49.2 49.8 48.8 48.1

IT 46.4 46.2 46.6 46.0 45.5 47.9 48.9 51.9 51.3 50.5

SI 42.4 42.6 44.4 44.6 44.7 42.4 44.3 49.9 50.7 49.9

UK 41.4 42.4 40.2 40.6 41.3 46.3 47.3 48.3 49.3 50.3

BE 48.2 48.8 48.2 48.7 48.8 48.4 50.0 54.2 53.7 53.9

BG 41.5 39.1 36.9 36.8 36.8 41.5 37.3 40.7 39.7 39.1

CZ 41.8 40.2 40.3 41.4 41.7 42.5 42.9 46.2 47.0 47.4

DE 43.9 43.7 44.3 43.1 42.5 43.7 43.7 47.6 48.0 47.2

CY 45.5 43.5 40.3 41.2 41.3 42.2 42.6 46.4 48.3 49.0

LV 35.4 34.4 34.0 36.2 34.5 35.7 38.6 43.0 44.8 44.4

LU 39.8 40.1 41.6 39.7 39.0 36.2 37.2 42.4 43.2 42.9

AT 48.1 48.4 48.3 47.8 47.6 48.5 48.9 51.8 52.5 52.2

PT 43.2 43.2 41.6 42.5 43.0 45.7 46.1 51.0 51.0 50.9

FI 52.5 53.6 53.2 52.1 52.4 47.3 49.4 55.3 55.9 55.3

SE 56.3 55.5 55.7 53.9 53.2 52.5 53.1 56.3 55.9 54.8

EA-16 45.4 44.9 44.4 44.2 44.1 46.0 46.8 50.7 50.8 50.2

EU-27 44.9 44.6 43.9 43.8 43.8 45.7 46.9 50.7 51.0 50.3

Revenue Expenditure



	Source: Commission services' Spring 2010 Economic Forecast.

	


	

	

	 TC "I.1.1.
The EERP and the withdrawal of temporary measures in product and labour markets" \fbox \l 5 [image: image8.emf]  Box I.1.1:  The EERP and the withdrawal of temporary measures in product and labour  markets In response to the economic crisis,  the  Commission launched  in  November 2008   the European Economic  Rec overy Plan (EERP) ,  confirmed  by the   European Council  in Decembe r 2008   (

1

). A key objective of the  EERP was  to boost demand and stimulate confidence  over 2009 - 10 through a co - ordinated discretionary  fiscal impulse amounting to   €200 billion  out of which  Member States  should contribute with € 170 b illion   (around 1.5% and  1.2% of  GDP   of the EU GDP in 2008 estimated at the time) .  The EERP foresees that the  fiscal stimulus  is  based on  common  principles  and  accompanied by structural re form measures in the context  of the Lisbon strategy.  In particular, stimulus measures  should be timely, temporary  and  targeted.  Measures  under the EERP  combine revenue and expenditure instruments, such as public expenditure; guarantees and  loan subsidies;  well - designed financial incentives; lower taxes and social contributions.  To maximise its  impact, budgetary stimulus take account of the starting positions of each Member State.  For  Member States   facing significant external and   internal imbalances, budgeta ry policy should essentially aim at correcting  such imbalances.   The EERP also specified that all  Member States should commit to reverse the budgetary  deterioration and return  swiftly  to the medium term  budgetary  objectives.   There has been strong monitoring  of the implementation, both ahead of the June 2009 European Council and  the December 2009 European Council   (

2

). To this end, the Commission has set up an "EERP data base" in  order to systematically catalogue relevant support measures taken at national lev el under the EERP. On this  basis it is estimated that,  overall,  in  gross  terms (that is, before taking account of fiscal consolidation  measures being implemented in various countries at the same time) the  fiscal stimulus measures ,  taken or  planned ,  by Memb er States amount to a  total of 2.9% of  annual  GDP for 2009 and 2010 (compared to 2008) .  This total of fiscal stimulus measures has been about  evenly  split across the two years with 1.5% of GDP in  2009 and 1.4% of GDP in 2010 .  On  a country level a  positive  feature is that ,  in line with EERP principles,  the size of stimulus packages differs across countries, reflecting their individual circumstances. In Member  States with large macro - economic imbalances stimulus measures have often been financed by off - settin g  consolidation measures, while in some countries measures have focussed  directly  on fiscal consolidation ,  resulting in no overall stimulus .    The Commission monitoring of progress  ha s  also concluded that recovery plans have been implemented  speedily and th erefore have been timely.  They have generally been well targeted to the policy areas  identified in the EERP: measures that support businesses, labour markets, investment activities, and  households' purchasing power (including vulnerable groups).    As regard s temporariness, t he majority of stimulus measures  over  2009 and 2010  take together  are  temporary  and are planned to expire by 2011. Most  temporary measures have clear sunset clauses/end dates  or fixed budget  envelopes , including those implemented under the  State Aid Temporary Framework .   Generally, temporary measures seem to have had positive effects on employment and economic activity  during the crisis  –  essentially, by maintaining fundamentally sound activities and jobs that could otherwise  have been lost.  However, once economic growth resumes on a durable basis, such measures if left in place   c ould hinder adjustment processes within and across sectors since they provide a subsidy for existing  structures.     

                                                          

  (

1

)   COM (2008) 800 final, 26/11/2008, 'A European Economic Recovery Plan'. Available at:  http://ec.europa.eu/commission_barroso/president/pdf/Comm_20081126.pdf   (

2

)   Progress report on the implementation of the  European Economic Recovery Plan -  June 2009" and dit o December  2009, available at  http://ec.europa.eu/financial - crisis/documentation/index_en.htm  
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	Box (continued)

	

	[image: image9.emf]  However, i n 2010,  more than  half of the stimulus ( 0.9  % of GDP) con sists of permanent measures with a  durable impact on budget balances.  In Luxembourg, Hungary, Poland, Finland and Sweden, the amounts are  significantly larger than the EU average.  The bulk of these permanent measures (equivalent to 0.6% of  GDP) are aimed a t supporting household purchasing power and a proper functioning of labour market,  mainly via labour tax cuts.   While these measures may appear to  be compatible with long - term objectives,  such as strengthening incentives to work,  their permanent nature make s them less effective in terms of  support to output than temporary measures. Moreover, alleged positive effects on output in the long - run  should be seen in the context of the permanent deterioration in the budget balance which leads  –  ceteris  paribus  -  to  a sizeable increase in the debt - to - GDP ratio and ensuing long - term economic costs.   (

1

)   

                                                          

  (

1

)     See also sections III.3 and III.5 of this report for model simulations of debt increases, stimulus and consolidation  measures.       Table   1:   Budgetary dimension of EERP crisis measures in 2009 and 2010, in % of GDP  
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in % of GDP  in % of GDP 

in % of 

GDP 

in % of 

GDP 

in % of 

GDP 

in % of 

GDP 

in % of GDP  in % of GDP 

BE

1.1 0.5 0.2 0.2 0.2 0.0 1.1 0.3 0.5 0.1 0.1 -0.9

BE

BG

0.3 0.0 0.0 0.0 0.2 -3.3 1.0 0.4 0.6 0.0 0.0 -3.3

BG

CZ

2.3 0.1 1.1 0.7 0.4 0.0 1.2 0.0 0.5 0.6 0.1 -1.1

CZ

DK

0.7 0.0 0.3 0.1 0.3 0.0 1.5 0.0 1.0 0.0 0.5 0.0

DK

DE

1.7 0.5 0.4 0.5 0.4 0.0 2.4 1.1 0.4 0.4 0.4 0.0

DE

EE

0.0 0.0 0.0 0.0 0.0 -9.2 1.2 0.0 0.0 0.0 1.2 -10.7

EE

IE

0.7 0.4 0.1 0.2 0.0 -5.4 1.0 0.6 0.2 0.2 0.0 -10.2

IE

EL

0.6 0.5 0.1 0.0 0.0 -1.0 0.0 0.0 0.0 0.0 0.0 -1.8

EL

ES

2.4 0.5 0.1 0.8 0.9 -0.3 0.8 0.2 0.0 0.1 0.5 -0.9

ES

FR

1.6 0.3 0.1 0.9 0.3 0.0 1.4 0.3 0.0 1.0 0.1 -0.1

FR

IT

0.8 0.2 0.1 0.3 0.2 -0.9 0.8 0.1 0.2 0.3 0.1 -0.8

IT

CY

2.7 0.9 0.1 0.3 1.4 0.0 2.4 0.7 0.1 0.6 1.1 0.0

CY

LV

1.5 1.4 0.0 0.0 0.0 -4.5 0.1 -0.1 0.0 0.2 0.0 -11.7

LV

LT

0.0 0.0 0.0 0.0 0.0 -7.6 0.0 0.0 -0.1 0.1 0.0 -12.5

LT

LU

3.4 1.6 0.3 0.3 1.1 0.0 2.2 1.4 0.0 0.5 0.3 0.0

LU

HU

0.5 0.0 0.5 0.0 0.0 -2.2 2.1 0.0 2.1 0.0 0.0 -5.5

HU

MT

0.7 0.2 0.0 0.2 0.2 -1.7 1.1 0.6 0.0 0.2 0.3 -2.2

MT

NL

0.9 0.2 0.1 0.3 0.2 -0.2 1.0 0.2 0.1 0.3 0.4 -0.1

NL

AT

1.5 1.1 0.3 0.0 0.1 0.0 1.8 1.3 0.3 0.1 0.0 0.0

AT

PL

1.6 0.8 0.0 0.2 0.5 -0.6 3.2 0.9 0.1 0.2 2.0 -0.5

PL

PT

1.1 0.2 0.2 0.3 0.4 0.0 0.6 0.2 0.3 0.1 0.0 0.0

PT

RO

0.2 0.0 0.1 0.1 0.0 -0.6 0.3 0.0 0.1 0.2 0.0 -2.7

RO

SI

1.5 0.1 0.1 0.8 0.4 -1.0 1.8 0.1 0.3 1.0 0.4 -1.7

SI

SK

0.4 0.2 0.1 0.0 0.1 -0.5 0.5 0.3 0.1 0.1 0.1 -1.1

SK

FI

1.6 1.0 0.0 0.2 0.3 0.0 2.7 1.7 0.1 0.5 0.4 -0.4

FI

SE

1.7 0.2 1.3 0.0 0.2 0.0 2.7 0.9 1.6 0.0 0.2 0.0

SE

UK

1.9 1.3 0.1 0.3 0.2 -0.2 0.5 0.4 0.2 0.1 -0.1 -0.6

UK

EU27

1.5 0.5 0.2 0.4 0.3 -0.4 1.4 0.5 0.3 0.4 0.3 -0.7

EU27

Out of which,

Discretionary stimulus in 2009



Fiscal policy

Overall 

(gross 

terms)



Consolidation 

measures in 

2009

Discretionary stimulus in 2010

Consolidation 

measures in 

2010

Overall 

(gross 

terms)

Out of which,

  Notes. The numbers refer to the sum of the budgetary amounts of the expansionary stimulus measures, taken or  planned to be taken over 2009/2010, compared to 2008, in r esponse to the crisis and in line with the EERP. Fiscal  consolidation measures being implemented in various countries at the same time are abstracted from.    Source:  Commission services.    
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	[image: image10.emf]    Table   2:   Temporary and permanent stimulus measures in EU Member States in 2009 and 2010 (% of GDP)  

Temporary measures Permanent measures Temporary measures Permanent measures

BE 0.4 0.7 0.1 1.0

BG 0.3 0.0 0.0 1.0

CZ 1.5 0.8 0.2 1.0

DK 0.5 0.3 0.9 1.0

DE 1.2 0.5 1.0 1.5

EE 0.0 0.0 1.2 0.0

IE 0.1 0.6 0.2 0.8

EL 0.6 0.0 0.0 0.0

ES 2.2 0.2 0.5 0.2

FR 1.3 0.2 0.4 1.0

IT 0.6 0.2 0.7 0.1

CY 1.8 0.5 1.6 0.4

LV 1.5 -0.1 0.0 0.1

LT 0.0 0.0 0.0 0.0

LU 0.7 2.7 0.3 1.9

HU 0.0 0.5 0.0 2.1

MT 0.3 0.4 0.4 0.7

NL 0.5 0.3 0.6 0.4

AT 0.2 1.2 0.3 1.5

PL 0.0 1.5 0.1 3.1

PT 0.8 0.3 0.3 0.3

RO 0.2 0.0 0.2 0.0

SI 0.4 1.1 0.6 1.2

SK 0.4 0.0 0.5 0.0

FI 0.5 1.3 0.6 2.3

SE 0.5 1.2 0.9 1.8

UK 1.7 0.2 0.3 0.4

EU27 1.1 0.4 0.6 0.9

2009 2010

Member States

  Source:  Commission services.      



	

	


	

	

	 TC "I.1.2.
Rethinking the automatic stabilisers" \fbox \l 5 [image: image11.emf]  Box I.1.2:  Rethinking the automatic stabilisers The automatic stabilisers are the features in a country's tax and spending system which affect the amount of  support given to the economy over the economic cycle without any explicit action being taken. By  in creasing tax revenues more the cyclically while reducing the share of national income spent by the  government in benefits and on public services as the economy grows, the automatic stabilisers lead to lower  government borrowing in booms and, through opposi te effects when the economy is weak, lead to higher  government borrowing in recessions. In this way there is an element of automatic stabilisation in the  economy.   The degree of stabilisation provided will depend on the size of the stabilisers (other things  being equal, the  greater the size of the public sector the more stabilisation it provides), the elasticity of the stabilisers (that is  the change in borrowing for a given change in output which will, amongst other aspects, be a function of the  progressivi ty of the tax system or the conditionality of the benefit system) and the composition of the  economy and growth. As some components of gross domestic product are more highly taxed than others, a  boom fuelled by growth in more highly taxed components will l ead to more automatic stabilisation than one  caused by growth in less highly taxed components.    The current economic crisis has seen unprecedented levels of fiscal support for the European (and world)  economies. Some of this was provided through discretion ary measures which governments introduced in  order to help support their economies, but the automatic stabilisation provided in 2009 was greater, overall,  than the discretionary measures. In 2010, it is expected that the automatic stabilisers will continue  to add  impetus to the European economies despite a contraction in discretionary policy overall.    The automatic stabilisers have a number of advantages over discretionary policy measures in terms of the  support they provide. Through their very nature they  typically provide timely support as tax receipts are  linked directly to the performance of the economy; they do not require the identification of underlying trends  to be analysed by policy makers before any action is taken. The size of the stabilisation pr ovided is linked to  the magnitude of the recession or overheating of the economy and there is no need to take action to reverse  the stabilisation provided once the economy returns to a more sustainable path.   A fundamental disadvantage, however, of the stab ilisation provided by the automatic stabilisers is that it is  determined by their structure. As they are an instrument fulfilling multiple aims, their ability to respond to  the aim of stabilisation is likely to be hampered by their other facets which are o f primary importance. In  this way, for example income tax systems are typically set up in order to balance the need to government  revenue with redistribution concerns and it right that this is so. Public spending is usually set in terms of the  services it  is deemed economically or politically desirable for the state to provide.    The use of extensive discretionary policy as the crisis hit indicates that the amount of automatic stabilisation  provided was insufficient. Increasing the size of the automatic stab ilisers would therefore have strong  advantages for most countries. However, large stabilisers have costs too  –  as the size of the stabilisers is  roughly determined by the size of a country's public sector, there is a tradeoffs between the stabilisation  off ered and the efficiency or growth potential an economy has. How then, to enhance stabilisation, without  compromising growth?   A first answer lies in enhancing the elasticity of the stabilisers in exceptional economic circumstances, but  not their mean value  overall. Changing the micro - structure of the tax and benefit system can, at the margin,  lead to enhancement of the stabilisers while also supporting growth. The ability to do this is does not appear  widespread though  –  while some reforms are possible, a ra dical restructuring of the incentive structure of  most countries' tax and benefit systems to attain current distributional objectives, while enhancing efficiency  and stabilisation is somewhat utopian. Some modifications, however, are usually possible. Movi ng, for  example from tax deductions to (uniform) refundable tax credits for socially valued activities and from the  collection of corporate income tax on the basis of a company's previous year's actual income to payments 
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	[image: image12.emf]  based on the estimated income for the current year would steps in the right direction   (

1

), as argued in  Baunsgaard and Symansky (2009). On the expenditure side, in some countries the responsiveness of  unemployment insurance to the cycle could be enhanced w ith the time for which such insurance is payable  to vary with the prevailing labour market conditions. A further option which mimics an increase in elasticity  could be a pre - stated commitment to adjust particular tax rates up or down in given economic circ umstances,  which would take some heat out of the economy when it is judged to be particularly strong   (

2

). Again, in this  case, setting the exact criteria for when the adjustments should take place and ensuring that their operation is  as free as possible fr om political manipulation is a difficult exercise to undertake. This approach of time - varying tax rates, could be used to tackle overheating beyond the classical economic cycle. Posen (2009)  argues that cycles in the housing market could be dampened throug h taxes that vary in line with the price - level. In the light of the role that housing booms had in the overheating of many European economies,  having a tool for dampening asset cycles through enhancements to the structure of asset taxes.   A difficulty with  these enhancements is to preserve the automatic element of the stabilisation. By adding  criteria that require assessment to determine the operation of the tax and benefit system, there is a risk that  symmetry of response is compromised with policy being lo osened more often or more quickly than it is  tightened. In addition, any element of judgement or discretion could compromise the effectiveness of the  change being effected, as the temporary nature of added support is key to its effectiveness. Moreover, as  stressed in Kaufman (2000) if the lag between identifying macroeconomic conditions that merit adjustment  and the adjustment of the tax system is significant, there is a risk that stabilisation could be compromised as  the change in the fiscal stance becomes  pro -  rather than counter - cyclical.  

                                                          

  (

1

)   Baunsgaard T. and S. A. Symansky (2009) " Fiscal Stabilizers: How Can They Be Enhanced Without Increasing the  Size of Government?", IMF Staff Position Note.     (

2

)   Kaufman (2000), "Fiscal Policy through Time - varying Ta x rates If and How", IMP working paper  no. 00/170, looks  at time varying income and consumption tax from the point of view of welfare maximisation for individuals in the  presence of credit constraints. He finds that from a theoretical point of view, time  varying tax rates can be welfare  enhancing under certain conditions and stresses the inherent difficulties in introducing such tax rates in practice.  



	

	


	

	

	 TC "I.1.3.
The impact of government interventions supporting financial institutions on public finances" \fbox \l 5 [image: image13.emf]  Box I.1.3:  The impact of government interventions supporting financial institutions on public  finances Member state governments launched numerous programmes under the umbrella of the European Economic  Recovery Plan to limit the damage inflicted on the econ omy by the financial crisis and the triggered  economic recession and to boost future growth. Other measures aimed at restoring the functioning of  financial markets and to rescue failing banks and financial institutions. While the former measures had  strain ed public finances in all member states and drove the government deficit above the Maastricht  threshold in numerous countries, the direct financial costs of the interventions in support of financial  markets appear to be quite limited in comparison to the d eterioration in the public accounts.    To provide a more complete picture of the actual and the potential impact on government deficit and debt  due to government interventions relating to the financial crisis (and strictly excluding interventions  addressing  the economic downturn or supporting non - financial institutions), Eurostat had started to collect  and publish information on these government measures as a part of the regular EDP notifications.   (

1

) In  general, three types of information is gathered, trans actions with an actual impact on the EDP deficit or  surplus, data on stocks of financial assets and liabilities (included in government debt) and activities which  involve contingent liabilities (such as guarantees) and may therefore affect government liabi lities in the  future.   The supplementary tables of the April 2010 EDP notification, summing transactions from nineteen  countries, show that while the direct costs affecting the budget deficit amounted to roughly 0.1% of GDP of  EU27 in both 2008 and 2009, th e impact on both the assets and liabilities of the general government sector  was somewhat larger, it constituted around 2% of GDP in 2008 and around 3% in 2009. The effect of  government interventions in support of the financial sector was reported to be ev en slightly lower in the euro  area with the impact on the deficit being negligible in 2008 and below 0.1% of GDP in 2009. In the euro  area, the assets and liabilities of the general government, linked to the support of the financial market,  reached 2½% of  GDP in 2009.   However, the large scale government interventions to shore up financial institutions did have a sizable  impact on the stock of contingent liabilities.   (

2

) In the context of the financial crisis, contingent liabilities  typically involved genera l government guarantees granted to non - general government units, government  securities issued under liquidity schemes (but not recorded as government debt) and special purpose entities  (SPEs) which were classified outside the general government but in whic h the government had a significant  role. The supplementary tables of the April 2010 EDP notification show that in the EU27 the stock of  contingent liabilities related to government interventions in support of the financial sector approached 7% of  GDP and r eached 10% of GDP in 2008 and 2009, respectively. Somewhat lower but still significant stocks  of contingent liabilities were accumulated in the euro area, representing 5½% and 8½% of their GDP.   As regards to the impact on general government deficit the int erventions (most importantly capital  injections) in Ireland, United Kingdom and the Netherlands were the most significant. In Ireland, for  instance, EUR 4 billion was provided to the Anglo - Irish Bank which amounted to 2.4% of GDP. The most  significant fina ncial sector rescue operations with a direct impact on government debt were carried out in the  Netherlands, United Kingdom and Germany. However, as a percentage point of GDP, interventions in  Luxembourg, Belgium, Latvia and Denmark were also important. In  2008, the Netherlands increased their  stock of government liabilities by more than EUR 80 billion (in operations such as the acquisition of Fortis  Bank), while the British government debt increased by more than GBP 60 billion through financing  operations.  At the same time, government liabilities in Germany related to the support of the financial sector 

                                                          

  (

1

)  http://epp.eurostat.ec.europa.eu/portal/page/portal/government_finance_statistics/excessive_deficit/supplementary_ta bles_financial_turmoil   (

2

)   Continge nt liabilities are hypothetical obligations at the time of inception which only become actual liabilities if  predefined conditions or events materialize, such as the bankruptcy of the beneficiary financial institution.  
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	[image: image14.emf]  amounted to more than EUR 50 billion. In 2009 however, while the Netherlands had reduced its outstanding  stock of government liabilities by more than EUR 20 billion, Germany and the United Kingdom almost  doubled their obligations. During 2008 and 2009, Bel gium and Spain have also accumulated a significant  stock of liabilities (in the context of financial market support operations) of around EUR 20 billion.   Not reported in the public accounts are the contingent liabilities of the government, nevertheless, th ey may  constitute sizable expenditures in the future. These liabilities are typically guarantees, which were used  extensively in Ireland, the United Kingdom and Germany, but also in the Netherlands, Belgium and Spain.  Guarantees issued by the Irish governm ent in 2008 amounted to EUR 350 billion, which was reduced in  2009 to around EUR 280 billion; while guarantees of the German government reached EUR 159 billion, up  from EUR 66 billion in 2008. In addition to guarantees, France and the UK followed alternati ve approaches  to reassure markets, which, however, have also increased radically their stock of contingent liabilities during  the crisis years. In France, a special institution was set up, backed by the government, to revive specific  segments of the market s. This approach contributed to the stock of contingent liabilities by roughly EUR 80  billion, on top of state guarantees of around EUR 20 billion. In the UK, state guarantees already summed to  around EUR 150 billion, which was compounded by the issuance o f special government bonds (used only  under the Special Liquidity Scheme), in a value of EUR 230 billion.     Graph   1:   The impact of interventions in the financial sector on general government debt and contingent  government liabilities (% GDP)  
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  * Does not i nclude the unlimited state guarantee (for losses above a certain threshold) for the Danish special purpose  entity Afviklingsselskabet Finansiel Stabilitet.   Source:  Eurostat, April 2010 EDP notification.  



	

	


 TC "2.
Implementing the Stability and Growth Pact" \f \l 2 INTRODUCTION

The extraordinary recession and the associated strong deterioration of budgetary positions has put a strain on the EU fiscal framework. (
) This section reviews the implementation of the excessive deficit procedure since spring 2009. Section II.1 of this report explains the rationale of the implementation of the framework throughout the crisis.

In 2009, the number of Member States with a nominal budget deficit above 3% of GDP increased further to 22, from eleven in 2008 and only two in 2007 (see Table I.I.2). According to the Commission services' Spring 2010 Economic Forecast, in 2009 the government deficits would exceed the 3% of GDP reference value of the Treaty in nearly all Member States (the only exceptions being Luxembourg, Finland, Denmark, Sweden, and Estonia). Based on a no-policy change scenario, in 2010 the deficit would remain below 3% of GDP only in Bulgaria, Estonia, and Sweden.

Within a context where the near-totality of the EU has become subject to the excessive deficit procedure (EDP), the enforcement of the rules-based framework of the Treaty and Stability and Growth Pact (SGP) reflects the common interest of Member States to anchoring strategies for exit from short-term support and for ensuring the sustainability of public finances. The flexibility introduced by the 2005 reform of the SGP allows Member States in excessive deficit to implement corrective action in timeframes consistent with the recovery of the economy, with rapid fiscal consolidation being called for only in cases of immediate fiscal and macro-financial risks. Furthermore, the reform established the possibility of revising the recommendations for the correction of the excessive deficit including an extension of the deadline in case of adverse economic developments with major unfavourable consequences for public finances. This possibility is meant to cater for budgetary outcomes falling short of targets on account of the deterioration of the underlying economic scenario but with full effective action as regards the required consolidation measures.

2.1.
The Excessive Deficit Procedure

Proceeding in chronological order, in July 2009, following opinions of the Commission and on the basis of recommendations from the Commission, the Council decided that an excessive deficit existed in Latvia, Lithuania, Malta, Poland, and Romania and set deadlines for correction in accordance with Article 126(6-7) consistent with consolidation over the medium term. Also, the Council set a revised deadline of 2011 for Hungary in accordance with Article 126(7) in view of unexpected adverse macroeconomic events. 

As public finances continued to deteriorate over the year, the authorities of Belgium, the Czech Republic, Germany, Italy, the Netherlands, Austria, Portugal, Slovenia, and Slovakia reported a planned breach of the 3% threshold for 2009. 

The Commission adopted reports under Article 126(3) for all the above countries in October 2009. In December 2009, following opinions of the Commission and on the basis of recommendations from the Commission, the Council decided that an excessive deficit existed in the countries listed above and set deadlines for correction in accordance with Article 126(6-7). Furthermore, the Council considered that due to unexpected macroeconomic events the deadlines issued to France, Spain, Ireland and the United Kingdom in April 2009 could no longer be considered realistic and adopted new recommendations under Article 126(7) for these Member States, extending the deadline for correction by one year in each case. Regarding Greece, the Council decided in accordance with Article 126(8) that the Greek authorities had not taken effective action in response to the recommendations issued under Article 126(7) in April 2009.

In February 2010 the Council gave notice to Greece, in accordance with Article 126(9), to take measures for deficit reduction judged necessary in order to remedy the situation of an excessive deficit by 2012. At the same time, the Council extended the deadlines for Lithuania, Malta, and Romania by one year in each case due to unexpected adverse macroeconomic events. In the cases of Latvia and Poland the Commission considered that effective action had been taken in compliance with the July 2009 Council recommendations. Developments in the budget balance were judged to be on course for correction by 2012, making a revision of the deadlines issued previously by the Council unnecessary. 

In the context of the April 2010 notification, Bulgaria and Cyprus reported a breach of the 3% of GDP reference value for 2009. At the same time, Denmark, Finland and Luxembourg notified a planned breach for 2010. On 12 May 2010 the Commission adopted reports under Article 126(3) for all five Member States. On 15 June 2010, after the cut-off day of this report, the Commission will adopt opinions under Article 126(5) on the existence of an excessive deficit for these countries and subsequently decide on recommendations to the Council to adopt a Council decision on the existence of an excessive deficit under Article 126(6) and a Council recommendation to correct it under Article 126(7). The Council is scheduled to discuss these recommendations on 13 July 2010.

As to Greece, consolidation plans were stepped up during March, April, and May 2010, in parallel to efforts of making the financial support mechanism operational. (See Box I.2.2) Here fiscal consolidation was ever more combined with more fundamental structural and institutional reforms, to the point of the excessive deficit procedure being superseded by the macroeconomic adjustment programme agreed as a condition for activating the financial support mechanism. 

In the following paragraphs, details on the surveillance mechanisms in the Member States subject to an excessive deficit procedure both inside and outside the euro area are discussed in the English alphabetical order of Member States.

	

	

	 TC "I.2.1.
The excessive deficit procedure" \fbox \l 5 [image: image15.emf]  Box I.2.1:  The excessive deficit procedure Article 126 TFEU (ex Article 104 TEC) states that Member States shall avoid excessive government  deficits. In particular Member States shall comply with budgetary discipline by respecting two criteria  specified in  the Protocol on the excessive deficit procedure annexed to the Treaty: a deficit ratio and a debt  ratio not exceeding reference values of respectively 3% and 60% of GDP. (

1

) Article 126 also sets out the  detailed procedure to be followed to identify and c orrect situations of excessive deficit, including the related  voting modalities. The Regulation 1467/97 of the Stability and Growth Pact (SGP), as amended by Council  Regulation 1056/05, clarifies the procedure.    The first four steps of the procedure, corre sponding to the provisions of paragraph 3 to 6 of Article 126,  concern the identification of situations of excessive deficit. The excessive deficit procedure is triggered if  the deficit of a Member State exceeds 3% of GDP. In such a situation, the Commissi on adopts a report, in  accordance with Article 126(3), reviewing in detail the economic and budgetary situation of the Member  State considered. As foreseen in Article 126(4) and Regulation 1467/97, the Economic and Financial  Committee formulates an opinion  on this report within two weeks. The Commission takes this opinion into  account and, if it considers that an excessive deficit does exist, addresses an opinion under Article 126(5) to  the Council. On the basis of the Commission opinion, the Council decide s on the existence of an excessive  deficit under Article 126(6).   The subsequent steps of the procedure are dedicated to the correction of the excessive deficits. When it  decides that an excessive deficit exists, the Council addresses a recommendation to th e Member State  concerned in accordance with Article 126(7). In this recommendation, the Council sets a deadline for the  Member State to correct the excessive deficit and specifies a fiscal effort to be achieved to this end by the  Member State concerned (of  at least 0.5% of GDP as a benchmark). Regulation 1467(97) specifies that the  deadline for the correction of the excessive deficit shall be set taking into account an overall assessment of  the factors mentioned in the Article 126(3) TFEU. In case action by  the Member State concerned leads to  the correction of the excessive deficit, the Council shall decide, in accordance with Article 126(12), to  abrogate its decisions under the excessive deficit procedure. In other words, the procedure is closed. In the  eve nt where the Council considers that effective action has not been taken, it may decide, as stated in Article  126(8) TFEU, to make public its recommendation according to 126(7). In case effective action has been  taken but events outside the control of the g overnment with large adverse consequences on the budget  prevent the correction of the excessive deficit within the time limits set by the Council, the possibility exists  to revise the deadline for the correction of the excessive deficit in a new 126(7) rec ommendation.   The steps described above apply to all EU countries. The further steps of the procedure depend on whether  the Member State is a euro - area Member State or not. The excessive deficit procedure applies in full to euro - area Member States. For thes e countries, Article 126(9) stipulates that, provided the Council adopts a  decision under article 126(8), it may decide to give notice to the Member State concerned to take the  necessary measures to reduce the deficit. The recommendations under article 126 (9) of the Treaty shall  include a deadline for the correction of the excessive deficit and a fiscal effort to be achieved to this end by  the Member State concerned (of at least 0.5% of GDP as a benchmark).    This step constitutes a move towards even closer  surveillance, and is the ultimate step before the possible  imposition of sanctions. If the Member State fails to comply with the recommendations, the Council may  decide to impose sanctions no later than two months after notice has been given. In case of co mpliance with  the recommendations formulated in the notice under article 126(9), the decisions taken under Articles 126(6)  to 126(9) are abrogated with a Council decision in accordance with Article 126(12), and the procedure is 

                                                          

  (

1

)   Article 126(2) TFEU st ates that a deficit of more than 3% of GDP that is only exceptional and temporary may not be  considered excessive in case the deficit remains close to the reference value. The same Article provides an exception  for countries having a debt ratio above 60%,  if this ratio diminishes sufficiently and approaches the value of 60% of  GDP at a satisfactory pace.  
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	[image: image16.emf]  closed. In case effective action has been taken but events outside the control of the government with large  adverse consequences on the budget prevent the correction of the excessive deficit within the time limits set  by the Council, the possibility exists  to revise the deadline for the correction of the excessive deficit in a new  126(9) notice. As mentioned above, non - euro - area Member States are not exempt from the obligation to  avoid excessive deficits, but the later steps of the EDP do not apply to them.  When a Member State outside  the euro area in a situation of an excessive deficit fails to respect the recommendations addressed under  Article 126(7), it cannot be made subject to the last two substantive steps of the excessive deficit procedure,  namely no tice foreseen in Article 126(9) and the imposition of sanctions foreseen in Article 126(11). Non - compliance with a recommendation under 126(7) may lead to a renewed recommendation according to  Article 126(7), following a decision according to Article 126(8 ).      



	

	


	

	

	 TC "I.2.2.
The EU's response to the crisis in Greece: financial support conditional on implementing a programme of economic adjustment" \fbox \l 5 [image: image17.emf]  Box I.2.2:  The EU's response to the crisis in Greece: financial support conditional on  implementing a programme of economic adjustment On 2 May 2010, following a request by the Greek authorities, the Eurogroup formally launched a financial  assistance mecha nism, conditional on the implementation of a programme  of economic adjustment   negotiated with  the Greek authorities,  and on an assessment by the Commission and  the ECB of the  risks to  financial stability in the euro area as a whole. T he  adjustment programm e agreed (

1

)  was negotiated between  Greece  and the Commission, in liaison with the ECB and the IMF, whose  involvement allows  draw ing  on its   long - standing  expertise in financial assistance related matters.   The programme  built on  the  Council  Recommendat ion a nd Decision of 16 February, which again had followed up on the Council Conclusions of   2 December 2009 according to which fiscal action taken by Greece had been inadequate.     The acti vation of the financial support mechanism was  preceded by  earlier  discussio ns  and agreements .   On  11 February, the European Council signalled its readiness to take determined and co - ordinated action, if  needed, to safeguard the stability of the euro are as a whole.   On 2 5 - 26 March, the same  specified (some of  the) concrete modaliti es of assistance to Greece: pooled bilateral loans, joint intervention with the IMF,  strong conditionality, non - concessional pricing.   On 11 April, the Eurogroup set out concrete paramet ers for  the assistance , notably the pricing formula and the euro area c ontribution for the first year.   The general background to the current situation are the economic downturn, and the realisation, f ollowing  the Greek elections in October  2009,  that the fiscal a nd public debt positions for 2008 and 2009 were far  worse than  r eported by the previous government . These factors  caused confidence to drop, financing costs to  increase, and growth and employment to suffer.   Thus the crisis exposed the weak fiscal position  of Greece .   The  budget  deficit of 5.1 percent of GDP in 2007, at  the top of the cycle, shows that Greece entered the  downtur n with a large structural  deficit. With weak revenue policies and tax ad ministration, especially in the  run - up to the 2009 elections and aggravated by the recession, revenues declined notably. Spen ding,  meanwhile, increased significantly, especially on wages and entitlements, reflecting weak spendi ng  discipline and  control, which also led to new arrears. The deficit jumped to an estimated 13.6 percent of  GDP while the public debt rose to over 115 pe rcent of GDP in 2009.    The financial system has  also  been adversely affected. With the deteriorating fiscal results came downgrades  of government bonds by rating agencies, and investors started backing out of Greek bonds, driving up their  yields. Furthermo re, it is clear that the deep macroeconomic and structural problems combined with the  inevitable strong fiscal adjustment over the medium term are likely to weigh on activity for some time. This  combination of factors affects negatively the banking system.  Impaired loans are rising while borrowing  costs in the interbank and wholesale markets have increased.  In addition,  the external deficit is declining  only gradually , despite the recession with t he external interest bill on the foreign debt  increasing  to o ver 5  percent o f GDP .   I ndeed over the last decade, in the aftermath of rapidly increasing labour costs in particular,   Greece has lost competitivene ss. Its restoration should also be a priority, in order to boost investment and  exports and in view of the hi gh and increasing unemployment.   The main objectives of the programme of economic adjustment are to correct fiscal , financial,  and external  imbalances and  by doing so  to restore confidence. Without regaining confidence in the sustainability of  fiscal and ec onomic developments, the cost of funding the economy is bound to stay high if not to increase  further. Growth is unlikely to be buoyant as the initial corrective fiscal measures are implemented, but with  a  strong me dium - term policy orientation, the economy  should  emerge from this experience in better shape  than before.   To achieve the program me  objectives, all available fiscal, financial, and structural policies will  be used , specifically in order to  correct fiscal imbalances and place debt on a downward pat h, maintain  banking sector stabili ty, and restore competitiveness. This includes  incomes and social security policies  needed to buttress the fiscal adjustment effort and  the  restoration of competitiveness ,   and  s tructural reforms  that boost the economy’s ca pacity to produce ,  save, and export hence are critical for the medium - term 

                                                          

  (

1

)   See Memorandum on Economic and Financial Policies and Memorandum of Understanding on Specific Economic  Policy Conditionality (both 3 May 2010).  
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	[image: image18.emf]  recovery.  It is also attempted to share the distribution of the adjustment burden as fairly as possible and to  protect the most vulnerable in society.   Nonetheless, f iscal policy is the cornerstone of the programme.   The  Greek  government  ha s committed to put   in place durable adjustment measures, on top of those alre ady announced in March 2010 , of 11 percent of  GDP in cumulative terms through to 2013, with additional remedial measures in 2014 to reduce the deficit to  well below 3 percent of GDP. This large adj ustment is needed to put the debt - to - GDP ratio on a downward  trajectory from 2013 onwards, which will be sustained after the programme period by keeping primary  balances in a sizeable surplus (of at least 5 percent of GDP) up to 2020. To sustain fiscal con solidation over  the medium term, the fiscal policy framework and fiscal institutions  should also be strengthened .  There is a  recognised need to frontload the  multiyear adjustment effort given Greece’s very high and still growing,  debt ratio and large fisca l deficit.   A start has already been made leading to a significant reduction in the  2010 first quarter deficit. For the remainder of 2010 additional measures will be implemented beyond those  stipulated in the Council Decision and Recommendation of 16 Februa ry 2010 and those announced in March  2010 . The three biggest additional upfront measures are a cut in the public sector wage bill and in pension  outlays, and further increases in the VAT and selected excises.  For   2011 and beyond, further revenue and  expend iture measures have been identified to secure fiscal targets.  As a result,  expenditures will be cut by  the equivalent of around 7 percent of GDP  until  2013, while  r evenues will be increased by the equivalent of  around 4 percent of GDP through to 2013.     Bes ides these direct fiscal steps for the budget,   a series of important structural fiscal reforms  have been  initiated ,  including reforms of pensions, healthcare, taxation, and tax administration. Specifically, inter alia,  the normal retirement age is being se t to 65 years and early retirement is restricted, double - entry accrual  accounting is being implemented in hospitals, exemptions and deductions from income tax are being curbed  while the fight against tax evasion is intensified, including stronger enforceme nt and auditing of high - wealth  individuals and self - employed. To these reforms add far - reaching further improvements of public financial  management and the fiscal framework, the debt management framework, and also of fiscal and other public  sector reportin g of information. Specifically, this includes the adoption of medium - term budgeting from  2011 onwards, and a further intensification of efforts to improve the collection and processing of general  government data compiled according to the European System of  National and Regional Accounts (ESA).  Greece has committed to take appropriate measures to preserve the programme objectives, including a  reduction of discretionary spending, should any downside risks materialise.   Notwithstanding the significa nt fiscal ad justment,  a public financi ng gap of around €110 billion can be  projected  for the progra m m e period, and  expect ed  to  be  cover ed  through matching bilateral lending support  f rom euro area Member States (€80  billi on) and IMF support (€30  billion). Greece will d raw on these  resources in  parallel,  on the bilateral  euro area support  and  the  IMF financing in a given ratio in each  disbursement .  If fiscal consolidation proceeds faster than expected or if market conditions improve  significantly during the program me per iod, Greece  would refrain from drawing on the  full  support.   P rogress in the implementation of the policies under this program me  will be monitored through quarterly  (and continuous) quantit ative performance criteria  and indicative targets, structural benchm arks, program me   reviews ,   and consultation clauses.  Quantitative targets up to Dece mber 2010 are performance criteria .  Targets for 2011 - 2013 are indicative and for  2011 will be converted into performance criteria  at the time of  the  second review before end - 2010.   



	

	


2.1.1.
The surveillance mechanism in the euro area Member States

Austria

According to the April 2009 update of the stability programme and data notified by the Austrian authorities in April 2009, the general government deficit was planned to reach 3.5% of GDP in 2009, thus exceeding the 3% of GDP reference value of the Treaty, while general government gross debt would amount to 68.5% of GDP, above the 60% of GDP reference value. The planned figures in the notification for the deficit and debt in 2009 provided prima facie evidence on the existence of a planned excessive deficit in Austria in the sense of the Treaty and the Stability and Growth Pact. 

In its October 2009 report under Article 126(3) the Commission considered the deficit to be exceptional, since it resulted from a severe economic downturn in the sense of the Treaty and the Stability and Growth Pact. The deficit was not considered to be close, since the notified figure of 3.5% of GDP projection was based on the relatively optimistic assumption of GDP growth of -2.2% in 2009. On the basis of a significantly worse economic outlook (GDP growth of -4.0%) the Commission services’ 2009 spring forecast projected the deficit to reach 4.2% in 2009. The excess over the 3% of GDP threshold was not considered temporary. The Commission services’ spring 2009 forecast projected that, taking into account the measures adopted in the current year for the budget for 2010, the deficit would widen to 5.3% of GDP in 2010 on a no-policy change basis. Therefore the deficit criterion of the Treaty was not fulfilled. Additionally, the general government gross debt ratio was estimated in the April 2009 EDP notification to increase to 68.5% of GDP for 2009, above the 60% of GDP Treaty reference value (up from 62.5% of GDP in 2008). The Commission therefore concluded that the debt ratio was not sufficiently diminishing towards the reference value and that the debt criterion of the Treaty was not fulfilled either.

Also taking into account the debt ratio, the Council decided on 2 December 2009 in accordance with Article 126(6) that an excessive deficit existed in Austria. It was further noted that the Austrian economy was affected by a severe economic downturn in the sense of the Treaty and the Stability and Growth Pact. Therefore special circumstances were deemed to exist in Austria, allowing a correction of the excessive deficit in a medium-term timeframe. The Council further recognised that the Austrian budgetary position in 2009 resulted from discretionary measures amounting to 1½% of GDP, which were deemed an appropriate contribution to the EERP, and the free play of automatic stabilisers. This resulted in the Council issuing recommendations in accordance with Article 126(7), setting a deadline for correction by 2013 and requiring an average annual fiscal effort of ¾% of GDP over the period 2011-2013. Consolidation would start in 2011 in order to allow the Austrian authorities to implement the fiscal measures in 2010 as envisaged. After six months time (after 2 June 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.

Belgium

According to the April 2009 update of the stability programme and data notified by the Belgian authorities in April 2009, the general government deficit in Belgium was planned to reach 3.4% of GDP in 2009, thus exceeding the 3% of GDP reference value of the Treaty. General government gross debt would be 93% of GDP, well above the 60% of GDP reference value. The planned figures for the 2009 deficit and gross debt provided prima facie evidence on the existence of an excessive deficit in Belgium in the sense of the Treaty and the Stability and Growth Pact.

The Commission concluded in its October 2009 report under Article 126(3) that the planned excess over the reference value was exceptional. In particular, it was deemed to result, among other things, from a severe economic downturn in the sense of the Treaty and the Stability and Growth Pact. The Commission further considered that the deficit would not remain close to the 3% threshold in view of the more negative budgetary outlook in the Commission services' spring 2009 forecast (-4.5% of GDP in 2009). Furthermore, the September 2009 complement to the April 2009 update of the stability programme projected a deficit of 5.9% of GDP for 2009. The excess was not considered temporary. According to the Commission services' spring 2009 forecast, the general government deficit was expected to reach 6.1% in 2010, based on the no-policy change assumption. Therefore the deficit criterion of the Treaty was not fulfilled. Additionally, the general government gross debt ratio was estimated in the April 2009 EDP notification to increase to 93% of GDP for 2009, above the 60% of GDP Treaty reference value (up from 89.6% of GDP in 2008 and 84% in 2007). The Commission therefore concluded that the debt ratio was not sufficiently diminishing towards the reference value and that the debt criterion of the Treaty was not fulfilled either.

Also taking into account the debt ratio, the Council decided on 2 December 2009 in accordance with Article 126(6) that an excessive deficit existed in Belgium. It was further noted that Belgium was affected significantly by the global financial crisis. Special circumstances were therefore considered to exist in Belgium, permitting a correction of the excessive deficit in a medium-term timeframe. The Council further recognised that the Belgian budgetary position in 2009 resulted from discretionary measures amounting to ½% of GDP, which were deemed an appropriate contribution to the EERP, and the free play of automatic stabilisers. This resulted in the Council issuing recommendations in accordance with Article 126(7), setting a deadline for correction by 2012 and requiring an average annual fiscal effort of ¾% of GDP over the period 2010-2012. After six months time (after 2 June 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.

Cyprus

In the April 2010 notification the Cypriot authorities estimated the general government deficit to have reached 6.1% of GDP in 2009, thus exceeding the 3% of GDP threshold. The figure for the 2009 deficit provided prima facie evidence on the existence of an excessive deficit in Cyprus in the sense of the Treaty and the Stability and Growth Pact.

The Commission adopted a report under Article 126(3) on 12 May 2010. The Commission concluded that the excess over the reference value was exceptional, since it resulted from a severe economic downturn. Well over the 3%, the deficit was not considered close to the reference value. The excess over the 3% of GDP reference value was not considered temporary, since the Commission services' Spring 2010 Economic Forecast indicated that the budgetary deficit would reach about 7% of GDP in 2010. The Commission therefore concluded that the deficit criterion in the Treaty was not fulfilled. Additionally, the general government gross debt ratio was estimated in the April 2010 EDP notification to increase to 62.0% of GDP for 2010, exceeding the 60% of GDP Treaty reference value. The Commission therefore concluded that the debt ratio was not sufficiently diminishing towards the reference value and that the debt criterion of the Treaty was not fulfilled either.

On 15 June 2010, after the cut-off date of this report, the Commission will adopt an opinion under Article 126(5) on the existence of an excessive deficit for Cyprus. The Commission will subsequently decide on recommendations to the Council to adopt a Council decision on the existence of an excessive deficit under Article 126(6) and a Council recommendation to correct it under Article 126(7). The Council will decide on possible further steps on 13 July.
Finland

In the April 2010 notification the Finnish authorities projected the general government deficit to reach 4.1% of GDP in 2010, thus exceeding the 3% of GDP reference value of the Treaty. The planned figure for 2010 provided prima facie evidence on the existence of an excessive deficit in Finland in the sense of the Treaty and the Stability and Growth Pact.

The Commission concluded in its report under Article 126(3) adopted on 12 May 2010 that the planned excess over the reference value was exceptional, resulting from a severe economic downturn in the sense of the Treaty and the Stability and Growth Pact. The deficit was considered temporary, since the Commission services' Spring 2010 Economic Forecast indicated that the deficit will fall below the reference value in 2011. Well in excess of 3%, the deficit was not considered close to the reference value. The Commission therefore concluded that the deficit criterion in the Treaty was not fulfilled. 
On 15 June 2010, after the cut-off date of this report, the Commission will adopt an opinion under Article 126(5) on the existence of an excessive deficit for Finland. The Commission will subsequently decide on recommendations to the Council to adopt a Council decision on the existence of an excessive deficit under Article 126(6) and a Council recommendation to correct it under Article 126(7). The Council will decide on possible further steps on 13 July.
France

The December 2008 French stability programme update estimated the general government deficit in France to reach 2.9% of GDP in 2008, 3.9% in 2009, and 2.7% in 2010. On 6 February 2009, the French Minister of the Economy, Industry and Employment announced, in a letter addressed to the Commissioner for Economic and Monetary Affairs, an upward revision of the deficit estimates to 3.2% of GDP in 2008, 4.4% in 2009 and 3.1% in 2010. The debt ratio was estimated to be at 68.0% of GDP in 2008, rising to 73.9% in 2009. On the basis of this and following a recommendation by the Commission, under Article 126(6) the Council decided in April 2009 that an excessive deficit existed in France. Furthermore, the Council issued recommendations in accordance with Article 126(7), setting a deadline for correction by 2012 and requiring a strengthening of the foreseen annual average fiscal effort to at least 1% of GDP. Consolidation would start in 2010, after the implementation of stimulus measures taken in line with the EERP. 
In November 2009 the Commission assessed that effective action had been taken by the French authorities in response to the April 2009 recommendations, but that since then unexpected adverse economic events with major unfavourable consequences for government finances had occurred, justifying an extension of the correction deadline. It was recognised that France's budgetary position in 2009 resulted from discretionary measures amounting to 1.2 % of GDP, which were an appropriate contribution to the EERP, and the free play of automatic stabilisers. On a recommendation by the Commission, in December 2009 the Council issued a revised recommendation for France in accordance with Article 126(7), setting a deadline for correction by 2013 and requiring an average annual fiscal effort of above 1% of GDP for the period 2010-2013. After six months time (i.e. after 2 June 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.

Germany

According to the data notified by the authorities in July 2009, the general government deficit in Germany was planned to reach 3.9% of GDP in 2009, thus exceeding the 3% of GDP reference value of the Treaty, while general government gross debt would amount to 73.9% of GDP, above the 60% of GDP reference value and on a rising trend. The planned figures for the deficit and debt in 2009 provided prima facie evidence on the existence of an excessive deficit in Germany in the sense of the Treaty and the Stability and Growth Pact.

The Commission concluded in its October 2009 report under Article 126(3) that the planned excess over the 3% threshold was exceptional, since it resulted from a severe economic downturn in the sense of the Treaty and the Stability and Growth Pact. Well above the reference value, the deficit was not considered close. The planned excess over the 3% was not deemed temporary, since the Commission services’ spring 2009 forecast projected the deficit would widen to 5.9% of GDP in 2010 on a no-policy change basis.

Also taking into account the debt ratio, the Council decided on 2 December 2009, in accordance with Article 126(6) that an excessive deficit existed in Germany. It was further noted that Germany faced a severe economic downturn in the sense of the Treaty and the Stability and Growth Pact. Therefore special circumstances were deemed to exist in Germany, allowing a correction of the excessive deficit in a medium-term timeframe. The Council further recognised that the German budgetary position in 2009 resulted from discretionary measures amounting to 1½ % of GDP, which were deemed an appropriate contribution to the EERP, and the free play of automatic stabilisers. This resulted in the Council issuing recommendations in accordance with Article 126(7), setting a deadline for correction of 2013 and requiring an average annual fiscal effort of at least 0.5% of GDP over the period 2011-2013. Consolidation would start in 2011 in order to allow the German authorities to implement the fiscal measures in 2010 as envisaged. After six months time (after 2 June 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.

Greece

According to data notified by the Greek authorities in October 2008, the general government deficit reached 3.5% of GDP in 2007, thus exceeding the 3% of GDP reference value of the Treaty. The 2007 deficit was revised upwards from 2.8% of GDP notified in April 2008. The 2007 general government gross debt ratio was estimated at 94.8% of GDP, above the 60% of GDP reference value. On the basis of this, the Commission adopted a report under Article 126(3) in February 2009 that considered that the both the deficit and the debt criteria in the Treaty were not fulfilled.  Following a recommendation by the Commission, the Council decided in April 2009 that an excessive deficit existed in Greece under Article 126(6). Furthermore, the Council issued recommendations in accordance with Article 126(7), setting a deadline for correction by 2010. 
In December 2009 the Council decided, in accordance with Article 126(8), that Greece had not taken effective action in response to the April 2009 Council recommendations. In particular, the Council concluded that public finances had worsened much beyond what could have been expected as a result of the stronger-than-projected downturn and were to a large extent a result of budgetary policies implemented by the Greek government. Moreover, the fiscal consolidation measures implemented in 2009 were deemed insufficient to achieve the general government deficit target of 3.7% of GDP in 2009. Also, the large projected increase in the debt-to-GDP ratio exceeded the impact of the deterioration in the general government's net borrowing position, indicating insufficient efforts to control factors other than net borrowing, which contributed to the change in debt levels.

In February 2010 the Council gave notice to Greece, in accordance with Article 126(9), to take measures for the deficit reduction judged necessary in order to remedy the situation of excessive deficit. The Council set a revised deadline for consolidation by 2012, specifying a structural annual adjustment of 3½ percentage points of GDP for 2010 and 2011 and at least 2½ percentage points of GDP for 2012. Additionally, the Council listed a set of urgent fiscal measures to be implemented by 15 May 2010, supporting measures to safeguard the 2010 budgetary targets, other measures to be adopted by 2010, and fiscal measures to be adopted by 2012. Furthermore, a number of recommendations were adopted to ensure monitoring of the targets. According to the preliminary assessment carried out by the Commission in March 2010, Greece was implementing, as requested, the fiscal measures meant to ensure the achievement of the planned deficit target for 2010. However, the abrupt change in the economic scenario meant that those measures could no longer be considered sufficient. At the same time, the depth of the contraction in the economy made the achievement of the initial deficit reduction path unfeasible. On recommendation by the Commission, on 10 May 2010 the Council adopted a new Decision under Article 126(9) and 136, with a view to reinforcing and deepening fiscal surveillance and giving notice to Greece to take measures for the deficit reduction judged necessary to remedy the situation of excessive deficit by 2014. 
Ireland

In the addendum to the October 2008 stability programme update, submitted by the Irish authorities on 9 January 2009, the general government deficit in Ireland was estimated to have reached 6.3% of GDP in 2008, thus exceeding the 3% of GDP reference value of the Treaty. In its February 2009 Report under Article 126(3), the Commission considered that the deficit criterion in the Treaty was not fulfilled. Following a recommendation by the Commission, the Council decided in April 2009 under Article 126(6) that an excessive deficit existed in Ireland. Furthermore, the Council issued recommendations in accordance with Article 126(7), setting a deadline for correction by 2013 and requiring an annual average fiscal effort of at least 1.5% of GDP.

In November 2009 the Commission assessed that effective action had been taken by the Irish authorities in response to the April 2009 recommendations, but that since then unexpected adverse economic events with major unfavourable consequences for government finances had occurred, justifying an extension of the correction deadline. It was recognised that the Irish budgetary situation resulted from the interplay of the severe recession and the free play of automatic stabilisers on the one hand and significant consolidation efforts on the other, which was considered to be an appropriate contribution to the EERP. On a recommendation by the Commission, in December 2009 the Council issued revised recommendations for Ireland in accordance with Article 126(7), setting a deadline for correction by 2014 and requiring an average annual fiscal effort of 2% of GDP for the period 2010-2014. After six months time (after 2 June 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.

Italy

In April 2009, the Italian authorities notified a planned general government deficit of 3.7% of GDP in 2009, thus exceeding the 3% of GDP reference value of the Treaty, and a general government gross debt ratio of 110.5% of GDP, well above the 60% of GDP reference value and on a rising path. After this, the authorities revised the abovementioned figures upwards. According to the update of the Economic and Financial Planning Document (DPEF) adopted by the government on 22 September 2009, the general government deficit was planned to reach 5.3% of GDP in 2009, and general government gross debt would be 115.1% of GDP. The planned figures for the deficit and debt in 2009 provided prima facie evidence for the existence of an excessive deficit in Italy in the sense of the Treaty and the Stability and Growth Pact.

In its October 2009 report under Article 126(3) the Commission concluded that the planned excess over the 3% of GDP reference value was exceptional. In particular, it was deemed to result from a severe economic downturn in the sense of the Treaty and the Stability and Growth Pact. Well in excess of 3%, the deficit was not considered to be close to the reference value. The planned excess over the 3% threshold was not considered temporary as the Commission services' spring 2009 forecast, based on the usual no-policy change scenario, projected the deficit to increase further in 2010. Therefore the deficit criterion in the Treaty was not fulfilled. Additionally, the general government gross debt ratio was planned in the April 2009 EDP notification to be 115.3% of GDP in 2009, well above the 60% of GDP Treaty reference value. The Commission therefore concluded that the debt ratio was not sufficiently diminishing towards the reference value and that the debt criterion of the Treaty was not fulfilled either.

Also taking into account the debt ratio, the Council decided on 2 December 2009, in accordance with Article 126(6), that an excessive deficit existed in Italy. It was further noted that the global financial and economic crisis was having a strong adverse impact on the Italian economy. Special circumstances were therefore considered to exist in Italy, permitting a correction of the excessive deficit in a medium-term timeframe. The Council further recognised that the Italian budgetary position in 2009 resulted from an appropriate contribution to the EERP and the free play of automatic stabilisers. This resulted in the Council issuing recommendations in accordance with Article 126(7) setting a deadline for correction by 2012 and requiring an average annual fiscal effort of 0.5% of GDP over the period 2010-2012. After six months time (after 2 June 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.

Luxembourg

In the April 2010 notification the Luxembourgish authorities projected the general government deficit to reach 4.2% of GDP in 2010, thus exceeding the 3% of GDP reference value of the Treaty. The planned figure for 2010 provided prima facie evidence on the existence of an excessive deficit in Luxembourg in the sense of the Treaty and the Stability and Growth Pact.

The Commission adopted a report under Article 126(3) on 12 May 2010. The Commission concluded that the excess over the reference value was exceptional, since it resulted from a severe economic downturn. Well in excess of the 3% of GDP, the planned deficit is not close to the Treaty reference value, but according to the Commission services' Spring 2010 Economic Forecast the general government deficit would come out at 3.5% of GDP, which can still be considered as close. The excess over the 3% of GDP reference value was also considered temporary. According to the Commission services' Spring 2010 Economic Forecast, which was based on the no-policy change assumption for 2011, the general government deficit would rise from 3.5% of GDP in 2010 to 3.9% of GDP in 2011. However, on 5 May 2010, after the cut-off date of the forecast the Prime Minister of Luxembourg announced consolidation measures that would amount, according to information provided to the Commission on 7 May, to 1.6% of GDP in 2011 and another 1.7% of GDP in 2012.  The part of this consolidation package that can be taken into account for 2011 was estimated by the Commission at about 1.2% of GDP, which would  reduce the 2011 deficit to around 2¾%, thus below the 3% of GDP threshold. The Commission therefore concluded that the deficit criterion in the Treaty was fulfilled. 

Malta

In the context of the April 2009 notification, the Maltese authorities reported a revised figure for the 2008 general government deficit of 4.7% of GDP, in excess of the 3% of GDP reference value of the Treaty. The general government gross debt ratio was estimated at 64.1% of GDP in 2008, above the 60% of GDP Treaty reference value. In its May 2009 report under Article 126(3), the Commission considered that both the deficit and the debt criteria in the Treaty were not fulfilled. Following a recommendation by the Commission, the Council decided in July 2009 that an excessive deficit existed in Malta under Article 126(6). Furthermore, the Council issued recommendations in accordance with Article 126(7), setting a deadline for correction by 2010. 

In January 2010 the Commission assessed that effective action had been taken by the Maltese authorities in response to the July 2009 recommendations, but that since then unexpected adverse economic events with major unfavourable consequences for government finances had occurred, justifying an extension of the correction deadline. Thus on a recommendation by the Commission, in February 2010 the Council issued revised recommendations to Malta in accordance with Article 126(7), setting a deadline for correction by 2011, requiring a fiscal effort of ¾ percentage points of GDP for 2011 in addition to achieving the deficit target set in the 2010 budget. After six months time (after 16 August 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.

Netherlands

According to data notified by the authorities in April 2009 the general government deficit in the Netherlands was planned to reach 3.3% of GDP in 2009, thus exceeding the 3% of GDP reference value of the Treaty. The planned figure for the 2009 deficit provided prima facie evidence of the existence of an excessive deficit in the Netherlands in the sense of the Treaty and the Stability and Growth Pact.

In its October 2009 126(3) report the Commission concluded that the planned excess over the 3% threshold was exceptional, as it resulted, among other things, from a severe economic downturn in the sense of the Treaty and the Stability and Growth Pact. Based on the Dutch authorities' 2010 budget memorandum published on 15 September, which showed a deficit of 4.8% of GDP, it was expected that the actual outcome would not be close to the threshold. The deficit was not considered temporary, since the Commission services' spring 2009 forecast projected  the general government balance to deteriorate from -3.4% of GDP in 2009 to -6.1% of GDP in 2010, based on the usual no-policy-change assumption. Therefore the deficit criterion in the Treaty was not fulfilled. 

The Council decided on 2 December 2009 in accordance with Article 126(6) that an excessive deficit existed in the Netherlands. It was further noted that the global financial crisis affected the Dutch economy significantly. Therefore special circumstances were deemed to exist in the Netherlands, allowing a correction of the excessive deficit in a medium-term timeframe. The Council further recognised that the Dutch budgetary position in 2009 resulted from discretionary measures amounting to 1% of GDP, which were an appropriate contribution to the EERP, and the free play of automatic stabilisers. On a recommendation by the Commission, the Council issued recommendations in accordance with Article 126(7) setting a deadline for correction by 2013 and requiring an average annual fiscal effort of ¾% of GDP over the period 2011-2013. Consolidation would start in 2011 in order to allow the Dutch authorities to implement the fiscal measures in 2010 as envisaged. After six months time (after 2 June 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.

Portugal

According to the April 2009 EDP notification from the Portuguese authorities, Portugal's general government deficit was planned to reach 3.9% of GDP in 2009, thus exceeding the 3% of GDP reference value, while general government gross debt would be 70.2% of GDP, above the 60% of GDP reference value and on a rising trend. Subsequent official budgetary estimates of the Portuguese authorities of May 2009, included in the Medium-Term Steering Report on Fiscal Policy (Relatório de Orientação da Política Orçamental – ROPO), projected a budget deficit of 5.9% of GDP in 2009, thus also exceeding the 3% of GDP reference value, while general government gross debt would be 74.6% of GDP, above the 60% of GDP reference value. The planned figures for the 2009 deficit provided prima facie evidence on the existence of an excessive deficit in Portugal in the sense of the Treaty and the Stability and Growth Pact. 

The Commission considered in its October 2009 Report under Article 126(3) that the excess over the reference value was exceptional, since it resulted, among other things, from a severe economic downturn in 2009 in the sense of the Treaty and the Stability and Growth Pact. As the reported figure was well in excess of 3% of GDP, the deficit was not considered close to the reference value. The excess over the 3% was not considered temporary, since the Commission services’ spring 2009 forecast projected the general government headline deficit to increase to 6.7% of GDP in 2010, based on the customary unchanged policy assumption. Therefore the deficit criterion in the Treaty was not fulfilled. Additionally, the general government gross debt ratio was planned in the April 2009 EDP notification to be 70.2% of GDP in 2009, later revised upwards by the ROPO to 74.6%, above the 60% of GDP Treaty reference value. The Commission therefore concluded that the debt ratio was not sufficiently diminishing towards the reference value and that the debt criterion in the Treaty was not fulfilled either.

Also taking into account the debt ratio, the Council decided on 2 December 2009, in accordance with Article 126(6), that an excessive deficit existed in Portugal. It was further noted that the Portuguese economy faced a severe economic downturn in 2009 in the sense of the Treaty and the Stability and Growth Pact in the context of the global economic and financial crisis. Special circumstances were therefore considered to exist in Portugal, permitting a correction of the excessive deficit in a medium-term timeframe. The Council further recognised that the Portuguese budgetary position in 2009 resulted from measures amounting to 1½% of GDP, which were an appropriate response to the EERP, and the free play of automatic stabilisers. On a recommendation by the Commission, the Council issued recommendations in accordance with Article 126(7), setting a deadline for correction by 2013 and requiring an average annual fiscal effort of 1¼% of GDP over the period 2010-2013. After six months time (i.e. after 2 June 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.

Slovakia

In April 2009, Slovak authorities notified a planned deficit of 3.0% of GDP for 2009. However, according to the Commission services' spring 2009 forecast, the general government deficit in Slovakia was expected to reach 4.7% of GDP in 2009, thus exceeding the 3% of GDP reference value. In a letter to the Commission from 25 August 2009, the Slovak authorities confirmed the deterioration of the general government deficit to over 6% of GDP in 2009. According to the 2009 revised budget, the general government deficit would reach 6.3% of GDP in 2009. The projected figure for the 2009 deficit provided prima facie evidence for the risk of an excessive deficit in Slovakia in the sense of the Treaty and the Stability and Growth Pact.

In its October 2009 report under Article 126(3) the Commission concluded that the Slovak deficit was exceptional. In particular, it was deemed to result, among other things, from a severe economic downturn in the sense of the Treaty and the Stability and Growth Pact. Well in excess of 3% of GDP, the projected deficit was not considered close to the Treaty reference value. The projected excess over the 3% of GDP reference value was not deemed temporary, since the Commission services' 2009 spring forecast projected a widening of the general government deficit to 5.4% of GDP in 2010 based on the no-policy change assumption. Therefore the deficit criterion in the Treaty was not fulfilled. 

The Council decided on 2 December 2009, in accordance with Article 126(6), that an excessive deficit existed in Slovakia. It was further noted that, being a very open economy, Slovakia was severely affected by the global crisis. Therefore special circumstances were deemed to exist in Slovakia, allowing a correction of the excessive deficit in a medium-term timeframe. The Council further recognised that stimulus measures financed through reallocation within the budget amounting to 0.4 % of GDP in 2009 were an adequate response to the EERP, and that consequently the worsening of the fiscal position in 2009 resulted from the free play of automatic stabilisers. On a recommendation by the Commission, the Council issued recommendations in accordance with Article 126(7), setting a deadline for correction by 2013 and requiring an average annual fiscal effort of 1% of GDP over the period 2010-2013. After six months time (i.e. after 2 June 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.

Slovenia

According to data notified by the authorities in April 2009, the general government deficit in Slovenia was planned to reach 3.7% of GDP in 2009, thus exceeding the 3% of GDP reference value. After this, the authorities revised upwards the abovementioned figure. In the subsequent April 2009 update of the stability programme, the 2009 general government deficit was set at 5.1% of GDP. In a letter of 21 August 2009, the authorities revised the planned deficit figure further upwards, to 5.5% of GDP. The planned figure for the 2009 deficit provided prima facie evidence for the existence of an excessive deficit in Slovenia in the sense of the Treaty and the Stability and Growth Pact. 

In its October 2009 report under Article 126(3) the Commission considered the deficit to be exceptional, resulting among other things, from a severe economic downturn in the sense of the Treaty and the Stability and Growth Pact. The deficit was not considered close, as the reported figure was well in excess of the 3% of GDP. The planned excess over the 3% of GDP reference value was not deemed temporary, as the Commission services’ spring 2009 forecast projected that the deficit would widen to 6.5% of GDP in 2010, based on the no-policy change assumption. Therefore the deficit criterion in the Treaty was not fulfilled

The Council decided on 2 December 2009, in accordance with Article 126(6), that an excessive deficit existed in Slovenia. It was further noted that, due to its very high degree of openness, the Slovene economy was severely hit by the global crisis. Therefore special circumstances were deemed to exist in Slovenia, allowing a correction of the excessive deficit in a medium-term framework. The Council further recognised that Slovenia's budgetary position in 2009 resulted from recovery measures which, together with tax relief benefiting companies decided before the onset of the crisis, amounted to around 2 % of GDP and were an adequate response to the EERP, and the free play of automatic stabilisers. On a recommendation by the Commission, the Council issued recommendations in accordance with Article 126(7), setting a deadline for correction by 2013 and requiring an average annual fiscal effort of ¾% of GDP over the period 2010-2013. After six months time (i.e. after 2 June 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.

Spain

According to the January 2009 update of the stability programme, Spain's general government deficit reached 3.4% of GDP in 2008, thus exceeding the 3% of GDP reference value. The programme foresaw a further deterioration to 5.8% of GDP in 2009 before recovering to 4.8% in 2010. In its February 2009 report under Article 126(3), the Commission considered that the deficit criterion in the Treaty was not fulfilled. Following a recommendation by the Commission, the Council decided in April 2009 that an excessive deficit existed in Spain under Article 126(6) and issued recommendations in accordance with Article 126(7), setting a deadline for correction by 2012 and requiring an annual average fiscal effort of at least 1¼ % of GDP. 

In November 2009 the Commission assessed that effective action had been taken by the Spanish authorities in response to the April 2009 recommendations, but that since then unexpected adverse economic events with major unfavourable consequences for government finances had occurred, justifying an extension of the correction deadline. It was recognised that Spain's budgetary position in 2009 resulted from measures amounting to slightly above 2 % of GDP, which were an adequate response to the EERP, and the free play of automatic stabilisers. On a recommendation by the Commission, in December 2009 the Council issued revised recommendations for Spain in accordance with Article 126(7), setting a deadline for correction by 2013 and requiring an average annual fiscal effort of above 1.5% of GDP for the period 2010-2013. After six months time (i.e. after 2 June 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.

2.1.2.
The surveillance mechanism in the non-euro area Member States

Bulgaria

In the April 2010 notification the Bulgarian authorities estimated the general government deficit to have reached 3.9% of GDP in 2009, thus exceeding the 3% of GDP threshold. The figure for the 2009 deficit provided prima facie evidence for the existence of an excessive deficit in Bulgaria in the sense of the Treaty and the Stability and Growth Pact.

The Commission concluded in its report under Article 126(3) adopted on 12 May 2010 that the planned excess over the reference value was exceptional, resulting from a severe economic downturn in the sense of the Treaty and the Stability and Growth Pact. The deficit was considered temporary, since the Commission services’ Spring 2010 Economic Forecast indicated that the general government deficit will fall below the reference value already in 2010, following the end of the worst part of the current severe economic downturn and as a result of the fiscal consolidation measures undertaken by the government. However, the deficit was not considered close to the reference value. The Commission therefore concluded that the deficit criterion in the Treaty was not fulfilled.
On 15 June 2010, after the cut-off date of this report, the Commission will adopt an opinion under Article 126(5) on the existence of an excessive deficit in Bulgaria. The Commission will subsequently decide on recommendations to the Council to adopt a Council decision on the existence of an excessive deficit under Article 126(6) and a Council recommendation to correct it under Article 126(7). The Council will decide on possible further steps on 13 July.
Czech Republic

According to the data notified by the authorities in April 2009, the general government deficit in the Czech Republic was planned to reach 3.9% of GDP in 2009, thus exceeding the 3% of GDP reference value. In a letter of 21 August 2009 to the Commission, the authorities of the Czech Republic estimated that the 2009 government deficit could reach 5.5% of GDP, mainly reflecting a further deterioration of the economic outlook. The planned figure for the 2009 deficit provided prima facie evidence for the existence of an excessive deficit in the Czech Republic in the sense of the Treaty and the Stability and Growth Pact.

The Commission concluded in its October 2009 report that the excess over the reference value was exceptional, since it was due to a severe economic downturn in the sense of the Treaty and the Stability and Growth Pact. The deficit was not deemed close to the reference value, since the reported figures were well above 3% of GDP. The excess was not considered temporary, since the Commission services' 2009 spring forecast projected a widening of the general government deficit to 4.9% of GDP in 2010, based on the no-policy change assumption. Therefore the deficit criterion in the Treaty was not fulfilled

The Council decided on 2 December 2009, in accordance with Article 126(6), that an excessive deficit existed in the Czech Republic. It was further noted that the global economic and financial crisis had caused a very severe recession in the Czech Republic. Therefore special circumstances were deemed to exist in the Czech Republic, allowing a correction of the excessive deficit in a medium-term timeframe. The Council further recognised that the Czech budgetary position in 2009 resulted from the free play of automatic stabilisers and from measures which amount to 2.1 % of GDP, which were considered an adequate response to the downturn and broadly in line with the EERP principles. On a recommendation by the Commission, the Council issued recommendations in accordance with Article 126(7), setting a deadline for correction by 2013 and requiring an average annual fiscal effort of 1% of GDP over the period 2010-2013. After six months time (i.e. after 2 June 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.

Denmark

In the April 2010 notification the Danish authorities projected the general government deficit to reach 5.4% of GDP in 2010, thus exceeding the 3% of GDP reference value of the Treaty. The planned figure for 2010 provided prima facie evidence for the existence of an excessive deficit in Finland in the sense of the Treaty and the Stability and Growth Pact.

The Commission concluded in its report under Article 126(3) adopted on 12 May 2010 that the planned excess over the reference value was exceptional, resulting from a severe economic downturn in the sense of the Treaty and the Stability and Growth Pact. The deficit was not considered temporary, since the Commission services' Spring 2010 Economic Forecast projected that, taking into account the measures adopted in the current year for the 2010 budget, the deficit would be at 4.9% of GDP in 2011 on a no-policy change basis. Well in excess of 3%, the deficit was not considered close to the reference value. The Commission therefore concluded that the deficit criterion in the Treaty was not fulfilled. 
On 15 June 2010, after the cut-off date of this report, the Commission will adopt an opinion under Article 126(5) on the existence of an excessive deficit for Denmark. The Commission will subsequently decide on recommendations to the Council to adopt a Council decision on the existence of an excessive deficit under Article 126(6) and a Council recommendation to correct it under Article 126(7). The Council will decide on possible further steps on 13 July.
Hungary

The spring 2004 fiscal notification of Hungary reported a general government deficit in 2003 of 5.9% of GDP, well above the reference value. The Commission prepared a report in accordance with Article 126(3) of the Treaty in May 2004. Following a recommendation by the Commission, the Council decided in July 2004 that an excessive deficit existed in Hungary. At the same time, the Council issued a recommendation under Article 126(7) recommending that the excessive deficit situation be corrected by 2008. In January 2005, following a recommendation by the Commission in accordance with Article 126(8), the Council considered that Hungary had not taken effective action in response to its recommendation. Since Hungary is a Member State with a derogation within the meaning of Article 139 of the Treaty(
), the Council issued another recommendation based on Article 126(7) in March 2005, confirming the 2008 deadline for the correction of the excessive deficit. After a substantial deterioration of the budgetary outlook in Hungary, the Council decided in November 2005, acting pursuant to Article 126(8), that Hungary had for the second time failed to comply with the recommendations under Article 126(7). Accordingly, the Council addressed a new recommendation under Article 126(7) to Hungary in October 2006, postponing the deadline for the correction of the excessive deficit to 2009. 

In June 2009 the Commission assessed that, given the results of the fiscal adjustment programme since 2006, and specifically, the considerably higher-than-recommended structural adjustment achieved against the background of a much worse macroeconomic environment, the Hungarian authorities could be considered to have taken effective action in response to the recommendations from October 2006. In view of the depth of the unexpected adverse economic events due to the global financial crisis, however, the target date of 2009 set in the Council recommendation of 2006 could no longer be regarded as realistic. On a recommendation by the Commission, in July 2009 the Council therefore issued revised recommendations under Article 126(7), setting a deadline for correction by 2011 at the latest, specifying deficit targets for 2009 and 2010 and requiring a cumulative fiscal effort of 0.5% of GDP for the years 2010-2011. In January 2010, the Commission assessed that Hungary had taken effective action. The procedure was therefore held in abeyance. 

Latvia

According to the convergence programme update submitted by the Latvian authorities on 14 January 2009, the general government deficit in Latvia was estimated to have reached 3.5% of GDP in 2008 and was expected to deteriorate further to 5.3% in 2009. The Commission concluded, based on these figures, in its February 2009 report under Article 126(3) that the deficit criterion in the Treaty was not fulfilled. Following negotiations in the context of the multilateral Balance of Payments assistance, the Council decided in July 2009 that an excessive deficit existed in Latvia under Article 126(6). Furthermore, the Council issued recommendations in accordance with Article 126(7), setting a deadline for correction by 2012 and requiring an annual average fiscal effort of at least 2¾% of GDP over the period 2010-2012. In January 2010 the Commission assessed that Latvia had taken action representing adequate progress towards the correction of the excessive deficit within the time limits set by the Council. The procedure was therefore held in abeyance. 
Lithuania

In the April 2009 notification the Lithuanian authorities estimated the general government deficit to have reached 3.2% of GDP in 2008, thus exceeding the 3% of GDP threshold. In its May 2009 Report under Article 126(3), the Commission considered that the deficit criterion in the Treaty was not fulfilled.  Following a recommendation by the Commission, the Council decided in July 2009 that an excessive deficit existed in Lithuania under Article 126(6). Furthermore, the Council issued recommendations in accordance with Article 126(7), setting a deadline for correction by 2011 and requiring an annual average fiscal effort of at least 1½% of GDP over the period 2009-2011. 

In January 2010 the Commission assessed that effective action had been taken by the Lithuanian authorities in response to the July 2009 recommendations, but that since then unexpected adverse economic events with major unfavourable consequences for government finances had occurred, justifying an extension of the correction deadline. On a recommendation by the Commission, in February 2010 the Council issued revised recommendations for Lithuania in accordance with Article 126(7), setting a deadline for correction by 2012, requiring a fiscal effort of 2¼% percentage points of GDP over the period 2010-2012. After six months time (i.e. after 16 August 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.

Poland

According to the April 2009 EDP notification submitted by the Polish authorities, the general government deficit reached 3.9% of GDP in 2008, thus exceeding the 3% of GDP reference value. In its May 2009 Report under Article 126(3), the Commission considered that the deficit criterion in the Treaty was not fulfilled. Following a recommendation by the Commission, the Council decided in July 2009 that an excessive deficit existed in Poland under Article 126(6). Furthermore, the Council issued recommendations in accordance with Article 126(7), setting a deadline for correction by 2012 and requiring an annual average fiscal effort of at least 1¼% of GDP starting in 2010. In January 2010 the Commission assessed that Poland had taken action representing adequate progress towards the correction of the excessive deficit within the time limits set by the Council. The procedure was therefore held in abeyance. 

Romania

In the April 2009 notification the Romanian authorities reported a deficit of 5.4% of GDP for 2008, breaching the 3% of GDP reference value. In its May 2009 report under Article 126(3), the Commission considered that the deficit criterion in the Treaty was not fulfilled. Following a recommendation by the Commission, the Council decided in July 2009 that an excessive deficit existed in Romania under Article 126(6) and issued recommendations in accordance with Article 126(7), setting a deadline for correction by 2011 and requiring an annual average fiscal effort of at least 1½% of GDP starting in 2010. 

In January 2010 the Commission assessed that effective action had been taken by the Romanian authorities in response to the July 2009 recommendations, but that since then unexpected adverse economic events with major unfavourable consequences for government finances had occurred, justifying an extension of the correction deadline. On a recommendation by the Commission, in February 2010, the Council therefore issued revised recommendations for Romania in accordance with Article 126(7), setting a deadline for correction by 2012, requiring a fiscal effort of 1¾% of GDP over the period 2010-2012. After six months time (i.e. after 16 August 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.

United Kingdom

According to the data notified by the UK authorities in March 2008, the general government deficit in the financial year 2008/09 was expected to reach 3.2% of GDP (3.3% according to the Commission services’ spring 2008 forecast) and further deficit-increasing measures were announced by the government in May 2008. In its June 2008 Report under Article 126(3), the Commission considered that the deficit criterion in the Treaty was not fulfilled. 

In July 2008 the Council decided, based on a recommendation by the Commission that an excessive deficit existed in the United Kingdom, according to Article 126(6). The consideration of relevant factors did not suggest the presence of special circumstances warranting a departure from the standard deadline for correcting the deficit. Accordingly, the Council decided pursuant to Article 126(7) that the headline deficit should be brought below the 3% of GDP reference value by the financial year 2009/10, corresponding to a structural improvement of at least 0.5 % of GDP in 2009/10. 

In April 2009, the Commission assessed that the UK authorities had not taken effective action in accordance with Article 126(8) in response to the July 2008 Council recommendations. On a recommendation by the Commission, the Council issued new recommendations in accordance with Article 126(7)(
). In the light of the progressively acute deterioration in economic conditions and prospects the Council decided that special circumstances existed in the case of the UK, allowing correction over the medium term. Therefore, the Council set a new deadline for the correction of the excessive deficit by the financial year 2013/14, raising the foreseen average annual fiscal effort to clearly beyond 1% of GDP, to begin after the expiry of the  stimulus measures planned for 2009. 

In November 2009 the Commission assessed that effective action had been taken by the UK authorities in response to the April 2009 recommendations, but that since then unexpected adverse economic events with major unfavourable consequences for government finances had occurred, justifying an extension of the correction deadline. It was recognised that the United Kingdom's budgetary situation resulted from the implementation of measures amounting to around 1½% of GDP, which were considered an appropriate response to the European Economic Recovery Plan, and the free play of automatic stabilisers. On a recommendation by the Commission, in December 2009 the Council issued revised recommendations for the United Kingdom in accordance with Article 126(7), setting a deadline for correction by the financial year 2014/15 and requiring an average annual fiscal effort of 1¾% of GDP between 2010/11 and 2014/15. After six months time (i.e. after 2 June 2010 and hence after the cut-off date of this report), the Commission will assess whether effective action has been taken.
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Commission adopts EDP-report = start of the procedure

126.3 (ex 104.3) 7.10.2009 7.10.2009 12.5.2010 18.2.2009 7.10.2009 18.2.2009 12.5.2010 18.2.2009 7.10.2009 12.5.2010 13.5.2009 7.10.2009 7.10.2009 7.10.2009 7.10.2009 18.2.2009

Economic and Financial Committee adopts opinion

126.4 (ex 104.4) 27.10.2009 27.10.2009 27.5.2010 27.2.2009 27.10.2009 27.2.2009 27.5.2010 27.2.2009 27.10.2009 27.5.2010 29.5.2009 27.10.2009 27.10.2009 27.10.2009 27.10.2009 27.2.2009

Commission adopts:

    opinion on existence of excessive deficit

126.5 (ex 104.5) 11.11.2009 11.11.2009 15.6.2010 24.3.2009 11.11.2009 24.3.2009 15.6.2010 24.3.2009 11.11.2009 15.6.2010 17.6.2009 11.11.2009 11.11.2009 11.11.2009 11.11.2009 24.3.2009

    recommendation for Council decision on existence of excessive deficit 126.6 (ex 104.6) 11.11.2009 11.11.2009 15.6.2010 24.3.2009 11.11.2009 24.3.2009 15.6.2010 24.3.2009 11.11.2009 15.6.2010 17.6.2009 11.11.2009 11.11.2009 11.11.2009 11.11.2009 24.3.2009

    recommendation for Council recommendation to end this situation

126.7 (ex 104.7) 11.11.2009 11.11.2009 15.6.2010 24.3.2009 11.11.2009 24.3.2009 15.6.2010 24.3.2009 11.11.2009 15.6.2010 17.6.2009 11.11.2009 11.11.2009 11.11.2009 11.11.2009 24.3.2009

Council adopts:

    decision on existence of excessive deficit

126.6 (ex 104.6) 2.12.2009 2.12.2009 13.7.2010 27.4.2009 2.12.2009 27.4.2009 13.7.2010 27.4.2009 2.12.2009 7.7.2009 2.12.2009 2.12.2009 2.12.2009 2.12.2009 27.4.2009

    recommendation to end this situation

126.7 (ex 104.7) 2.12.2009 2.12.2009 13.7.2010 27.4.2009 2.12.2009 27.4.2009 13.7.2010 27.4.2009 2.12.2009 7.7.2009 2.12.2009 2.12.2009 2.12.2009 2.12.2009 27.4.2009

         deadline for taking effective action

2.6.2010 2.6.2010 27.10.2009 2.6.2010 27.10.2009 27.10.2009 2.6.2010 7.1.2010 2.6.2010 2.6.2010 2.6.2010 2.6.2010 27.10.2009

         deadline for correction of excessive deficit

2013 2012 2012 2013 2010 2013 2012 2010 2013 2013 2013 2013 2012

     Commission adopts communication on action taken

     Council adopts conclusions thereon

Commission adopts recommendation for NEW Council recommendation to end 

situation of excessive deficit

126.7 (ex 104.7) 11.11.2009 11.11.2009 27.1.2010 11.11.2009

Council adopts recommendation for NEW Council recommendation to end 

situation of excessive deficit

126.7 (ex 104.7) 2.12.2009 2.12.2009 16.2.2010 2.12.2009

     deadline for taking effective action

2.6.2010 2.6.2010 16.8.2010 2.6.2010

     revised deadline for correction of excessive deficit

2013 2014 2011 2013

Commission adopts recommendations for Council decision establishing 

inadequate action

126.8 (ex 104.8) 11.11.2009

Council adopts decision establishing inadequate action

126.8 (ex 104.8) 2.12.2009

Commission adopts Council recommendation for decision to give notice 126.9 (ex 104.9) 3.12.2009

Council decision to give notice

126.9 (ex 104.9) 16.2.2010

     deadline for taking effective action

15.5.2010

     new deadline for correction of the excessive deficit

2012

Commission adopts recommendation for NEW Council decision to give notice

126.9 (ex 104.9)

with 136.1

4.5.2010

Council decision to give notice

126.9 (ex 104.9)

with 136.1

7.5.2010

    deadline for effective action

n.a.*

    new deadline for correction of the excessive deficit

2014

Country

Starting phase

Steps in EDP procedure

Follow-up of the article 104.7 Council recommendation


	* a sequence of deadlines for specific measures are contained in the Council decision, starting on 30 June 2010
Source: Commission services.
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Commission adopts EDP-report = start of the procedure

126.3 (ex 104.3)

12.5.2010

7.10.2009

12.5.2010

12.5.2004 18.2.2009 13.5.2009 13.5.2009 13.5.2009 11.6.2008

Economic and Financial Committee adopts opinion

126.4 (ex 104.4)

27.5.2010

27.10.2009

27.5.2010

24.5.2004 27.2.2009 29.5.2009 29.5.2009 29.5.2009 25.6.2008

Commission adopts:

     opinion on existence of excessive deficit

126.5 (ex 104.5)

15.6.2010

11.11.2009

15.6.2010

24.6.2004 17.6.2009 17.6.2009 17.6.2009 17.6.2009 2.7.2008

     recommendation for Council decision on existence of excessive deficit

126.6 (ex 104.6)

15.6.2010

11.11.2009

15.6.2010

24.6.2004 17.6.2009 17.6.2009 17.6.2009 17.6.2009 2.7.2008

     recommendation for Council recommendation to end this situation

126.7 (ex 104.7)

15.6.2010

11.11.2009

15.6.2010

24.6.2004 17.6.2009 17.6.2009 17.6.2009 17.6.2009 2.7.2008

Council adopts:

     decision on existence of excessive deficit

126.6 (ex 104.6)

13.7.2010

2.12.2009

13.7.2010

5.7.2004 7.7.2009 7.7.2009 7.7.2009 7.7.2009 8.7.2008

     recommendation to end this situation

126.7 (ex 104.7)

13.7.2010

2.12.2009

13.7.2010

5.7.2004 7.7.2009 7.7.2009 7.7.2009 7.7.2009 8.7.2008

          deadline for taking effective action

2.6.2010 5.11.2004 7.1.2010 7.1.2010 7.1.2010 7.1.2010 8.1.2009

          deadline for correction of excessive deficit

2013 2008 2012 2011 2012 2011 financial year 2009/10

Commission adopts communication on action taken

27.1.2010 3.2.2010

Council adopts conclusions thereon

16.2.2010 16.2.2010

Commission adopts recommendations for Council decision establishing inadequate action

126.8 (ex 104.8) 22.12.2004 24.3.2009

Council adopts decision establishing inadequate action

126.8 (ex 104.8) 18.1.2005 27.4.2009

Commission adopts recommendation for NEW Council recommendation to end excessive deficit situation

126.7 (ex 104.7) 16.2.2005 27.1.2010 8.2.2010 24.3.2009

Council adopts NEW recommendation to end excessive deficit situation

126.7 (ex 104.7) 8.3.2005 16.2.2010 16.2.2010 27.4.2009

     deadline for taking effective action

8.7.2005 16.8.2010 16.8.2010 27.10.2009

     new deadline for correction of the excessive deficit

2008 2012 2012 financial year 2013/14

Commission adopts communication on action taken

13.7.2005

Council adopts conclusions thereon

Commission adopts recommendations for Council decision establishing inadequate action

126.8 (ex 104.8) 20.10.2005

Council adopts decision establishing inadequate action

126.8 (ex 104.8) 8.11.2005

Commission adopts recommendation for NEW Council recommendation to end excessive deficit situation

126.7 (ex 104.7) 26.9.2006 11.11.2009

Council adopts NEW recommendation to end excessive deficit situation

126.7 (ex 104.7) 10.10.2006 2.12.2009

     deadline for taking effective action

10.4.2007 2.6.2010

     new deadline for correction of the excessive deficit

2009 financial year 2014/15

Commission adopts communication on action taken

13.6.2007

Council adopts conclusions thereon

10.7.2007

Council adopts conclusions thereon

Commission adopts recommendations for Council decision establishing inadequate action

126.8 (ex 104.8)

Council adopts decision establishing inadequate action

126.8 (ex 104.8)

Commission adopts recommendation for NEW Council recommendation to end excessive deficit situation

126.7 (ex 104.7) 24.6.2009

Council adopts NEW recommendation to end excessive deficit situation

126.7 (ex 104.7) 7.7.2009

     deadline for taking effective action

7.1.2010

     new deadline for correction of the excessive deficit

2011

Commission adopts communication on action taken

27.1.2010

Council adopts conclusions thereon

16.2.2010

Follow-up of the NEW article 104.7 Council recommendation

Follow-up of the NEW article 104.7 Council recommendation

Follow-up of the NEW article 104.7 Council recommendation

Country Steps in EDP procedure

Starting phase

Follow-up of the article 104.7 Council recommendation


	Source: Commission services.


 TC "3.
Stability and convergence programmes set out the consolidation plans over the medium term" \f \l 2 This section provides an overview of the 2009-2010 updates of Stability and Convergence Programmes (SCP) submitted by Member States by March 2010. It first discusses the macroeconomic scenarios and assumption on sectoral balances presented in the updates, against the background of the sharp economic downturn in 2009. It then examines the time-profile and composition of planned consolidations. Finally, it shows the medium-term objectives (MTOs) that Member States presented for the first time according to the new agreement including implicit liabilities. At the end of this section, table I.3.3 provides an overview of the key projections and budgetary plans in the Stability and Convergence Programmes.

A discussion of the medium-term projections for the government debt in a scenario that incorporates consolidations plans of the SCPs is presented in Section III.2.
3.1.
Macroeconomic scenarios 

At the aggregate level, economic growth assumptions in the programmes turn out to be more favourable than indicated by the Commission services’ Autumn 2009 Forecast. Graph I.3.1 illustrates real GDP growth as projected in the Commission services’ Autumn 2009 Forecast and that in the programmes for the EU27. In 2010, growth according to the programmes is projected to be 0.3 pp. higher than projected by the Commission services, whereas for 2011 the difference increases to 0.7 pp. (a similar picture arises for the euro area, with differences of 0.3 pp. in 2010 and 0.6 pp. in 2011). SCPs also generally assume higher potential growth, as illustrated in Graph I.3.2. Overall, recalculated potential growth in the programmes is around 0.3 pp. higher than in the 2009 autumn forecast for the EU27 (0.2 pp. for the euro area).
All this also appears to suggest that the downturn and the anticipated recovery in 2010 is considered of a slightly more cyclical nature in the programmes than in the Autumn 2009 Forecast, implying that the programmes have a more favourable growth outlook. Moreover, the difference is more significant in the outer years of the programmes: whereas according to the autumn 2009 forecast growth for the EU27 is projected to exceed potential by ½ pp. in 2011, according to the programmes this would be 1 pp. (compared to an already higher potential in the programmes than in the Autumn Forecast), where it remains throughout the programme period. In terms of output gap closure, the programmes foresee a change in the output gap by almost 1 pp. in 2011, falling gradually to slightly above ¾ pp. in 2013 (for the EU27 aggregate). On the other hand, the Commission services’ Autumn 2009 Forecast foresees a reduction of the output gap by only ½ pp. in 2011. The difference suggests that programmes on average count to a greater extent on cyclical conditions to contribute to deficit reduction than what was implied by the autumn forecast. 
	Graph I.3.1:
GDP growth assumptions (EU27)
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	Source: Commission services.


	Graph I.3.2:
Potential GDP growth (EU27)
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	Source: Commission services.


At country level, differences in the growth scenario are illustrated in Graph I.3.3, which also decomposes the difference in GDP growth between the programme scenarios and the 2009 autumn forecast into a difference in potential growth and a cyclical component (i.e. the difference in the growth above/below potential). The figure shows that the aggregate picture of higher growth in the programmes, based on both higher potential growth and higher cyclical contributions is broadly shared across Member States (although to varying degrees and with some notable exceptions). Overall, growth assumptions in the programmes often appear favourable and in a number of cases even markedly favourable, implying also that budgetary outcomes could be significantly worse than projected in the programmes.
Looking at the sectoral balances(
) implied by Member States planned consolidation against the background of external assumption of the programmes’ projections, the aggregate picture shows that towards 2008 there was a slight deterioration in the EU’s net-lending position (see Graph I.3.4).

However, on the aggregate programmes project a slow recovery of the net-lending position throughout the programme period, on the back of growing net exports These generally moderate changes hide widely different developments at sectoral level, with government deficits increasing rapidly towards 2010 (a 7.2% of GDP deficit for the EU27), mirrored by the build-up of a 7.7% of GDP surplus for non-government sectors (reflecting inter alia a rapid slowdown of household and corporate investment and reduced household consumption). At the aggregate level, programme scenarios imply a recovery which is to a limited extent supported by growing net exports (contributing to aggregate real GDP growth for the EU by 0.6 pp. in 2010, gradually slowing down to 0.3 pp. by 2013) and a fall in the net-lending position of non-government sectors towards pre-crisis levels. 

At a country level (and therefore taking also into account intra-EU net-lending positions), the changes during the downturn and the recovery (as projected in the programmes) is illustrated in Graph I.3.5 (
) and Graph I.3.6. They show that during the downturn the net-lending position of several countries improved dramatically (in particular for a number of countries with large imbalances), often as a result of falling imports due to lower domestic demand. On the other hand, in the programme period up until 2013, in the programme period up until 2013, the counterparts of the projected reduction in government deficits are: (i) in some cases further improvement in the external balance, which, to be consistent with the projected growth rates, should be accompanied by gains in competiveness and/or expansion of the export markets; (ii) more significantly, a generalised fall in the net financial position of the private sector, which would imply the end of the deleveraging process triggered by the crisis.
	Graph I.3.4:
Net lending position according to programme scenario (EU27)
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	Source: Commission services.


	Graph I.3.5:
Change in net lending by sector (pp. of GDP, 2010 compared to 2008)
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	Source: Commission services.


	Graph I.3.6:
Change in net lending by sector (pp. of GDP, 2013 compared to 2010)
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3.2.
Time profile of consolidation 

Graph I.3.7 summarises the size and distribution over time of changes in the nominal budget balance presented in the SCPs for the 2010-2012 period, or 2010-2013 if the submitted programmes have a time horizon going beyond 2012. (
) For most countries, the strategy in the programmes is aimed at correcting their excessive deficit, as shown by many deficit targets in 2012/2013 being at or just below the horizontal line marking the 3% of GDP threshold. Some countries have however a deadline for the correction of their excessive deficit that goes beyond 2013 (Ireland the United Kingdom), while others (the Czech Republic and the Netherlands) should correct the deficit by 2013 but presented programmes with a horizon limited to 2012.(
) 

The general government deficits in 2009 varied significantly across Member States: the estimate of an average EU deficit at 7% of GDP in 2009 (6.3% in the euro area) results from estimated deficit figures in the programmes ranging from 12.7% of GDP in Greece, to 1.1% of GDP in Luxembourg. (
) Graph I.3.7 shows that the planned pace of consolidation differs across Member States, with countries that posted a deficit above the EU average in 2009 typically planning to start improving their budget balances, also in nominal terms, already in 2010. However, at EU level the deficit would continue to increase in 2010, reaching an average of 7.2% of GDP (6.7% in the euro area). Fiscal consolidation is planned to start at EU level in 2011, when, according to the SCPs, the nominal budget balances would improve in all Member States but Luxembourg.(
) A comparison of the fiscal adjustment planned over 2010-2011 with the adjustment planned in the outer years of the programmes shows that intentions concerning the degree of frontloading of the consolidation tend to vary across countries, only in part in relation to the initial size of the deficit. 

	Graph I.3.7:
Planned changes in government deficits over 2010-2012/13 in the SCPs  (in % of GDP)
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	Note: The planned annual changes in the nominal budget balances are depicted as bars. The dashes show the estimated nominal deficits in 2009, while the figures are the nominal deficits (surpluses in the case of the negative figures for Estonia and Bulgaria) that the programmes target in 2012 or 2013: they correspond to the lower end of the bars. In countries where the deficit is planned continue increasing in 2010, the higher end of the bar corresponds to the 2010 deficit (2011 in the case of Luxembourg), from which consolidation starts.

Source: Commission services.


In addition to deficit levels, debt levels are a main criterion for differentiation across countries.  Account should also be taken of long-term fiscal sustainability aspects, the strength of national fiscal frameworks, as well as factors relating to the financial situation in the Member States, including any imbalances between domestic savings and investments, contingent liabilities to the financial sector and financial market indicators. The Commission services have developed synthetic budgetary and macro-financial risks indicators that take these factors into account to underpin the objective implementation of broader fiscal surveillance and framing judgement.(
) 

Graph I.3.8 plots countries in 4 quadrants according to the two indicators. The size of the dots shows the degree of frontloading of the consolidation in 2010-2011 with respect to 2012-2013. Countries which plan a fiscal expansion in 2010 not completely offset by a consolidation in 2011 are represented by squares. For Member States which submitted a programme with a horizon limited to 2012, a decline in the general government balance in 2013 equivalent to the one planned in 2012 is assumed. (
) Even for countries that are recommended to correct their excessive deficit in 2012, the assumption of a protracted fiscal effort going beyond the benchmark of 0.5% of GDP per annum in structural terms is consistent with the fiscal exit strategy agreed by the Council.

With the NE quadrant grouping the countries combining high fiscal and macro-financial vulnerabilities, the graph should present all squares as well as smaller dots in the SW quadrant and the size of the dots should gradually increase with their distance from the (0.0) point. A partial correspondence with this ideal picture exists, in particular for countries with lower vulnerabilities. 

The distribution of countries in the other quadrants is less straightforward. The two countries that plan the more frontloaded adjustment are Bulgaria and Greece. (
) They are characterised by a similar degree of macro-economic risk, but present the lowest and the highest fiscal risk indicator, respectively. While Greece has to correct its excessive deficit by 2012, Bulgaria plans to consolidate towards the MTO already in 2010. Outside the euro area, the need to correct external imbalances tends to accelerate the adjustment. The nominal adjustment is particularly frontloaded in Member States receiving Balance-of-Payments assistance (Hungary, Romania and Latvia). In the case of Latvia, this is not reflected in Graph I.3.8, as a significant adjustment was implemented already in 2009. Furthermore, for Latvia and in general for Member States where pre-crisis trend in expenditure and revenue growth were particularly high, e.g. Ireland, the presented characterisation of frontloading only partially reflects the policy effectively pursued, as sizeable measures are being implemented just to stem a further deterioration in the deficit against the collapse in revenue brought about by the crisis and the need to correct the revealed unsustainable expenditure trends.

	Graph I.3.8:
Degree of frontloading of the adjustment and indicators of fiscal and macro-financial vulnerabilities

	 TC "I.3.8.
Degree of frontloading of the adjustment and indicators of fiscal and macro-financial vulnerabilities" \fgraph \l 5 

 TC "I.3.9.
Average annual change in the revenue and expenditure ratios planned over the 2010-2012/2013 period versus the estimated revenue and expenditure ratios in 2009" \fgraph \l 5 [image: image27.emf]PT



CY



DK

RO

AT

BE

BG

CZ

DE

EE

EL

ES

FI

FR

HU

IE

IT

LT

LU

LV

MT

NL

PL

SE

SI

SK

UK

0.00

0.25

0.50

0.75

1.00

0.00 0.25 0.50 0.75 1.00

Fiscal risk

Macro-financial risk

Higher Fiscal risk

Higher Macro-financial risk

Degree of frontloading of fiscal consolidation

Degree of frontloading of consolidation following a fiscal expansion 



	Notes: The size of the round/square represents the average annual change in the fiscal balance planned in the first two years of the SCPs (2010-2011) with respect to the following two years (2012-2013). In countries where data for 2013 were not available a change in government balance equivalent to the one planned in 2012 has been assumed. Given the wide scale of the ratio between the average fiscal balance changes in the two periods among member states (i.e. MT 2,63 vs SE 0,05), the size of the markers reflects the country ranking in terms of distribution of the adjustment in the two different period considered, but does not respect the exact proportions. The squares represent countries where an expansionary fiscal stance is maintained on average in 2010-2011. The smaller the size of the square the bigger is the average amount of the fiscal expansion in 2010-11 compared to the pace of fiscal consolidation in the following years.

Source: Commission services.


3.3.
Composition of consolidation (
)

Economic literature finds that fiscal consolidation based on expenditure cuts is more effective and has a more long-lasting impact than consolidation by tax increases. Tax-based consolidation, especially by broadening tax bases and simplifying tax systems, can also prove efficient when starting tax-to-GDP ratios are relatively low and implementation is gradual. The sheer size of the consolidation requirements in many EU Member States makes it virtually impossible to achieve it by a sustainable reduction of expenditures only. The appropriate mix between expenditures and revenues depends on the characteristics of the country concerned.
The planned distribution between revenue and expenditure based consolidation tends to reflect the initial revenue ratio. This is illustrated in Graph I.3.9, which plots for each country the planned changes in the expenditure ratios with the countries' order (from left to right) corresponding to the current level of the revenue ratio. Countries with relatively high revenue ratios tend to rely on expenditure based consolidation: among those revenue ratios above 45% of GDP, only France and Belgium plan a further increase, while the others plan revenue reduction. Greece, Poland, Latvia, Ireland and Spain plan the largest increases in the revenue ratio, while Estonia plans the largest reduction. 
The negative relationship between level and changes in revenue is confirmed in Graph I.3.10, which plots the current revenue and expenditure ratios against the planned rates of change in revenue and expenditure, respectively. It also shows that countries with the highest deficits (larger squares) tend to have relatively low revenue and expenditure ratios. There are several explanations for this link between revenue ratios and the size of deficits. The size of government tends to increase with GDP/capita. Most of the Member States with low revenue ratios are catching up economies that had the strongest credit- and housing-driven booms. As a result, they suffered most from (i) a large reduction in output and domestic demand (ii) a reversal of revenue windfalls related to housing and credit. As a result of the reduction in GDP, the expenditure ratio strongly increased as expenditure levels need to adjust to lower levels of potential output than previously estimated.

	Graph I.3.10:
Planned changes in revenue and expenditure over 2010-2012/13 in the SCPs  (% of GDP)
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	Source: Commission services.


A planned change in the expenditure ratio can be consistent with different rates of growth of nominal expenditure, depending on the assumption on nominal GDP growth. Graph I.3.11 shows the average change in the nominal expenditure growth planned by governments over 2010-2012 (2013 for programmes with a horizon going beyond 2012) and the nominal GDP growth rates that make these changes consistent with the percentage change in the expenditure ratios presented in the programmes. All Member States except Luxembourg, Malta, and the Netherlands project a reduction in the expenditure-to-GDP ratio over the period considered. However, only Lithuania, Estonia and Latvia plan to cut expenditure in nominal terms. In particular, with a nominal GDP in 2012 expected to remain below the 2009 level, in the case of Latvia a contraction in expenditure in nominal terms is necessary to reduce the expenditure ratio. By contrast, a number of countries plans to achieve a reduction in expenditure consistent with positive changes in nominal expenditure, which in some cases are significant. 
3.4.
Medium term objectives in the 2008-09 and 2009-10 rounds of SCPs
In the 2009-10 stability and convergence programmes, MTOs were presented for the first time according to the new agreement including implicit liabilities, according to the revised criteria as set out in the Code of Conduct. Section II.4 discusses the background to the new MTOs in detail. 

	Graph I.3.11:
Average annual planned change in nominal expenditure over the 2010-2012/2013 period versus average annual planned change in the expenditure ratios over the same period
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	Source: Commission services.


Table I.3.1 shows the MTOs presented in the 2009-10 SCPs and Table I.3.2 presents the assessment of compliance in the respective Council opinion. 

	

	Table I.3.1:
MTOs 2009-10 and 2008-09 round of SCPs

	 TC "I.3.1.
MTOs 2009-10 and 2008-09 round of SCPs" \ftable \l 5 [image: image30.emf]MTO 2009-10 round of 

SCPs

MTO 2008-09 round of 

SCPs

BE 0.5 0.5

BG 0.5 1.5

CZ -1.0 -1.0

DK 0.0 0.75 to 1.75

DE -0.5 -0.5 to 0.0

EE 0.0 0.0

IE -0.5 BP*

EL 0.0 0.0

ES 0.0 0.0

FR 0.0 0.0

IT 0.0 0.0

CY 0.0 0.0

LV -1.0 -1.0

LT 0.5 -1.0

LU 0.5 -0.8

HU -1.5 -0.5

MT 0.0 0.0

NL -0.5 -1.0 to -0.5

AT 0.0 0.0

PL -1.0 -1.0

PT -0.5 -0.5

RO -0.7 -0.9

SI -1.0 -1.0

SK 0.0 -0.8

FI 0.5 2.0

SE 1.0 1.0

UK : :



	Source: Commission services

	


	

	Table I.3.2:
Assessment of the MTOs in the 2009-2010 updates of the stability and convergence programmes

	 TC "I.3.2.
Assessment of the MTOs in the 2009-2010 updates of the stability and convergence programmes" \ftable \l 5 [image: image31.emf]Country MTO Assessment

BE 0.5 Reflects the objectives of the Pact

BG 0.5 More than adequately reflects the objectives of the Pact

CZ -1.0 Reflects the objectives of the Pact

DK 0.0 More than adequately reflects the objectives of the Pact 

DE -1/2 Reflects the objectives of the Pact

EE 0.0 More than adequately reflects the objectives of the Pact

IE -0.5 Reflects the objectives of the Pact

EL 0.0 Is not projected to be attained within the programme horizon

ES 0.0 More than adequately reflects the objectives of the Pact 

FR 0.0 More than adequately reflects the objectives of the Pact

IT 0.0 Reflects the objectives of the Pact

CY 0.0 Reflects the objectives of the Pact

LV -1.0 Reflects the objectives of the Pact

LT 0.5 More than adequately reflects the objectives of the Pact

LU 0.5 Does not appear to take sufficiently into account implicit liabilities

HU -1.5 Reflects the objectives of the Pact

MT 0.0 Reflects the objectives of the Pact

NL -0.5 Adequately reflects the objectives of the Pact

AT 0.0 More than adequately reflects the objectives of the Pact

PL -1.0 More than adequately reflects the objectives of the Pact

PT -0.5 More than adequately reflects the objectives of the Pact

RO -0.7 Reflects the objectives of the Pact

SI -1.0 Does not appear to take sufficiently into account implicit liabilities

SK 0.0 More than adequately reflects the objectives of the Pact

FI 0.5 Appears to reflect the objectives of the Pact

SE 1.0 More than adequately reflects the objectives of the Pact

UK no MTO n.a.



	Source: Commission services
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	Table I.3.4:
Overview of the Council opinions on the SCPs – summary  assessments and policy invitations

	 TC "I.3.4.
 Overview of the Council opinions on the SCPs – summary  assessments and policy invitations " \ftable \l 5 [image: image32.emf]Summary Assessment:

The overall conclusion is that, following the expansion in 2009 in line with the EERP, the budgetary stance turns

restrictive in 2010 and 2011 and more significantly so in 2012. At face value, this should lead to a correction of the

excessive deficit by 2012, in line with the recommendation of 2 December 2009 under Article 126(7) of the TFEU. The

government gross debt-to-GDP ratio, which rose in 2008 as a result of the measures to stabilise the financial system, will

continue its upward movement up to 2011 and start declining again in 2012. This would bring the debt back on a

downward path. However, the budgetary path is subject to some downside risks.

In 2010, potentially optimistic tax estimates may lead to a somewhat higher deficit and may call for additional measures

to be taken in the context of the foreseen budget control exercises. As from 2011, the main risk relates to the fact that the

measures underpinning the target for 2011 are only partly specified and there are no measures specified for 2012. In

addition, the slightly favourable macroeconomic assumptions combined with an average annual fiscal effort that is

somewhat below the ¾% of GDP recommended by the Council, pose further downward risks to the targets.

The Belgian government however committed in the programme to take the necessary exceptional measures if economic

growth is insufficient to achieve the 3% of GDP deficit target in 2012, which may indeed be needed. The adjustment

could also benefit from a stronger focus on expenditure restraint. Finally, while the programme announces a number of

improvements to the fiscal framework, more needs to be done to support the consolidation effort, in particular as regards

the introduction of enforceable, multi-annual expenditure ceilings.

Policy Invitations:

Ensure that the 2010 deficit target of the programme is met; specify the measures underlying the budgetary targets from

2011 onwards in order to achieve the recommended average annual fiscal effort of ¾% of GDP in line with the Article

126(7) Recommendation; and stand ready to strengthen the fiscal effort in case risks related to the fact that the

programme scenario is more favourable than the scenario underpinning the Article 126(7) Recommendation materialise;

Seize, as prescribed in the EDP recommendation any opportunity beyond the fiscal efforts, including from better

economic conditions, to accelerate the reduction of the gross debt ratio towards the 60% of GDP reference value.

Ensure high primary surpluses over the medium term and undertake structural reforms in order to improve the long-term

sustainability of public finances.

Improve the quality of public finances by adopting a more stringent budgetary framework, encompassing the creation of

enforceable, multi-annual expenditure ceilings.

Summary Assessment:

The overall conclusion is that the programme's aim to maintain a sound budgetary position, reflected in planned general

government balanced budgets, is considered adequate at the current economic juncture and in view of the need to contain

the economy's external imbalances. The undertaken consolidation measures and the strong political commitment to fiscal

discipline are expected to partially compensate the risks stemming from the slightly favourable assumptions on growth

and revenue collection. In the short- to medium-term the programme foresees ambitious structural reforms that aim to

strengthen the sustainability of public finances and at the same time to underpin the economic recovery. Subject to the

downside risks from the still high uncertainty in the external environment, the budgetary stance would imply that the

medium term objective of ½% of GDP, although more than adequately reflecting the objectives of the Pact, would be

achieved throughout most of the programme period. Bulgaria faces the challenge of sustaining its catching-up process in 

At the same time keeping tight fiscal policy and restricting wage development in line with productivity growth is 

warranted from the need to enhance competitiveness and correct the external imbalances. In the long-run, improving the 

quality and sustainability of public finances requires vigorous implementation of the planned and long-delayed structural 

reforms and strengthening the administrative capacity.

Policy Invitations:

Strengthen the efficiency of public spending by vigorously implementing the planned structural reforms in the area of

public administration, healthcare, education, and pensions in order to boost productivity and ensure sustainable

convergence within the European Union

CZ Summary Assessment:

The overall conclusion is that the budgetary strategy of the Czech Republic for 2010 is appropriate and in line with the

Council Recommendation under Article 126(7) TFEU. The fiscal strategy for the following years lacks ambition and

fiscal targets are subject to risks both on the revenue and expenditure side. In particular, the expenditure targets are not

backed up by specific measures from 2011 on and the favourable macro-economic assumptions put some doubt on the

revenue projections for 2012. Moreover, while the target date for bringing the government deficit below 3% of GDP

(2013) is in line with the Council Recommendation it is not possible to fully assess the budgetary strategy as the 

Therefore, more information on the broad strategy underpinning the correction of the excessive deficit, including in

particular 2013, would be welcome. With respect to the fiscal framework, there are noticeable weaknesses in several

areas, in particular in budgetary procedures, enforcement of the medium-term budgetary framework. Furthermore, the

long-term budgetary impact of ageing is clearly above the EU average which remains a concern for long-term

sustainability of public finances and points to the need for reforms in the areas of pensions and healthcare.

BE

BG
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	[image: image33.emf]Policy Invitations:

Implement the 2010 budget rigorously and avoid expenditure slippages; in line with the Council Recommendation under

Article 126(7), target, in the context of the 2011 and 2012 budgets, a larger budgetary adjustment than the one planned in

the programme and specify in more detail the measures that are necessary to correct the excessive deficit by 2013 at the 

Implement the necessary reforms in order to improve the long-term sustainability of public finances.

Take action to improve budgetary procedures and to enforce and monitor more rigorously the medium-term budgetary

targets; in particular, avoid upward revisions of expenditure ceilings beyond the revisions permitted by the budgetary

rules.

DK Summary Assessment:

The overall conclusion is that that the severe economic crisis has substantially affected public finances. The programme's

projections, based on current policies, indicate that the general government deficit will exceed the 3%-of-GDP reference

value from 2010 to 2012. Whereas the projected consolidation path foresees that the MTO of a structurally balanced

budget would be reached by the end of the programme period in 2015, the structural balance, as recalculated by the

Commission services' using the commonly agreed method, is projected to be slightly negative.

Taking also account of the downside risks attached to these projections, it would be desirable that the government

specifies the consolidation measures to be taken.

Policy Invitations:

Reinforce efforts ensuring that the planned breach of the 3%-of-GDP reference value would remain contained as well as

to swiftly correct the projected excess of the deficit over the reference value; and to specify the measures to underpin

fiscal consolidation for the MTO to be reached by 2015 as planned.

DE Summary Assessment:

The overall conclusion is that in the wake of the financial and economic crisis, Germany's public finances have

deteriorated substantially on the back of automatic stabilisers and a wide ranging response in line with the EERP to

counter the crisis. The envisaged expenditure-based consolidation from 2011 onwards would lead to a correction of the

excessive deficit by 2013.

However, taking into account the risks, the budgetary strategy from 2011 on may not be consistent with the Council

Recommendation under Article 126(7) of 2 December 2009. This is linked to the lack of specific measures underpinning

the proposed retrenchment path after 2010, uncertainty as to the implementation of further tax cuts envisaged in the new

government's coalition agreement and their reconciliation with the necessary consolidation, risks related to the strength

of the economic recovery and the possible need of further financial market stabilisation measures.

Policy Invitations:

Specify the measures necessary to underpin the envisaged consolidation, implement the budgetary strategy for 2011-

2013 as outlined in the programme to correct the excessive deficit by 2013.

Seize, as prescribed in the EDP recommendation, any opportunity beyond the fiscal efforts, including from better

economic conditions, to accelerate the reduction of the gross debt ratio back towards the 60% of GDP reference value.

Ensure full implementation of the new constitutional budgetary rule at all levels of government, and reverse the deviation

from the pension adjustment formula in 2008 as envisaged.

EE Summary Assessment:

The overall conclusion is that Estonia implemented a decisive consolidation of public finances in 2009 against a

significant deterioration of the economic situation, contributing to the ongoing adjustment in the economy and aimed at

supporting a smooth participation in ERM II, while striving to avoid an excessive deficit situation. The economy is

currently emerging from a severe recession, while average growth is projected to remain considerably lower over the

medium term than in the upswing and peak years of the recent cycle. The consolidation implemented in 2009 already

constitutes a major adjustment of public finances to the expected lower growth in the medium term. However, achieving

stricter expenditure control and improving the medium-term budgetary framework remain work-in-progress. The

programme targets a gradual decline in the general government headline deficit from 2010, reaching a surplus position in

line with the MTO by the end of the programme period, although these budgetary outcomes are subject to downside risks

in the short and medium term.

Policy Invitations:

Ensure that the general government deficit remains below 3 % of GDP and take the necessary measures to underpin the

targeted return to the MTO in the medium term.

Strengthen the medium-term budgetary framework, particularly by improving expenditure planning, and further

strengthen the system of monitoring the strategic targets and reporting on them.

IE Summary Assessment:

The overall conclusion is that Ireland responded swiftly and with determination to counter the widening of the

government deficit. In spite of this, and due to the severe recession, the general government deficit widened further in

2009 but is planned in the programme to stabilise in 2010, at 11.6% of GDP. From 2011 onwards, the programme

envisages a reduction of the deficit to below the 3% of GDP reference value by 2014, the deadline for the correction of

the excessive deficit set by the Council. Debt would peak at around 84% of GDP in 2012 and then decline mildly. The

budgetary outcomes could be worse than targeted throughout the programme period, mainly due to 
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	[image: image34.emf](i) the fact that the consolidation efforts planned after 2010 are not underpinned by broad measures and are stated to be

subject to review in the context of future budgets;

(ii) the programme's favourable macroeconomic outlook after 2010; and 

(iii) the risk of expenditure overruns in 2010 and also beyond, to the extent that the still to be spelled out strategy should

rely on expenditure restraint. This, together with the likely need for further support measures for the financial sector,

implies that also the debt ratio could turn out higher than planned in the programme. While the significant size of the

savings package for 2010 is broadly in line with the Council recommendation issued on 2 December 2009, it will be

important to address the above-mentioned risks, by spelling out the measures underlying the consolidation strategy and

adopting additional consolidation measures if growth turns out weaker than projected in the programme or if the risk of

expenditure slippages materialises.

Building on the significant efforts already made, implementing a credible fiscal consolidation strategy, which should be

facilitated by a stronger budgetary framework, should foster a return to sustainable economic growth. To help achieve

this, there is also a need to regain competitiveness through measures enhancing productivity growth and adequate wage

policies, and to support the re- and up-skilling of the newly-unemployed to prevent them from turning into long-term

unemployed. With a view to improving the long-term sustainability of public finances, further reforms to the pension

system will be important in addition to the fiscal consolidation efforts. These reforms could usefully build on the March

2010 National Pensions Framework.

Policy Invitations:

Rigorously implement the budget for 2010 and back up the envisaged consolidation packages for the following years

with concrete measures within a broad-based consolidation strategy in order to achieve the recommended average fiscal

effort of 2% of GDP in line with the Article 126(7) Recommendation, while standing ready to adopt further

consolidation measures in case risks related to the fact that the macroeconomic scenario of the programme is more

favourable than the scenario underpinning the Article 126(7) Recommendation materialise;

Seize, as prescribed in the EDP recommendation, any opportunities beyond the fiscal efforts, including from better

economic conditions, to accelerate the reduction of the gross debt ratio towards the 60% of GDP reference value;

In view of the significant projected increase in age-related expenditure, and also of the further increase in debt expected

over the programme period, improve the long-term sustainability of public finances by implementing further pension

reform measures;

To limit risks to the adjustment, strengthen the enforceable nature of its medium-term budgetary framework, as well as

closely monitor adherence to the budgetary targets throughout the year;

EL Summary Assessment:

The overall conclusion is that the programme displays an appropriate degree of ambition given the sheer size of the

consolidation need and is frontloaded. The fiscal consolidation in 2010 focuses more on public revenue enhancement and

to a lesser extent, on public spending retrenchment, while the composition of the fiscal adjustment is planned to be more

balanced between revenues and expenditures in the outer years. The programme presents a package of concrete fiscal

consolidation measures for 2010, providing also the estimated quantification of each one of the measures included, as

well as the timeframe of their adoption and implementation. Some of these measures have already been submitted to

Parliament and are to be implemented shortly. However, the plans for 2011, 2012 and 2013 are much less detailed. The

programme provides a wide range of budgetary measures and structural reforms in order to address the structural

imbalances of the Greek economy and to reverse the upward trend of public debt. Potential delays in rigorously

implementing these measures remain a source of risk.

Moreover, the budgetary strategy is also subject to significant downside risks, with the growth assumptions underlying

the central macroeconomic scenario of the programme being favourable.

In particular, general government expenditure by function and information on debt developments and the components of

stock-flow adjustment (differences between cash and accruals, net accumulation of financial assets, valuation effects and

other), liquid financial assets and net financial debts are not provided.

Consolidation relies also, on the results from the improvement of the tax collection mechanism, widening of the tax base

and increase of tax compliance. The proceeds from the fight against tax evasion constitute a large component of the

overall consolidation effort in 2010 and are subject to large risks. Given the several risks bearing on budgetary

implementation, ensuring the fiscal consolidation path by implementing promptly and rigorously the measures presented

in the stability programme and standing ready to adopt sufficient additional measures, appears necessary. In addition, the

structural nature of the factors underlying competitiveness losses and the widening external imbalances urgently requires

the prompt implementation of bold structural reforms, including the ones presented in the programme. In the long term,

the level of debt which remains among the highest in the EU, coupled with the projected increase in age-related

spending, affects negatively the long-term sustainability of public finances.

Policy Invitations:

The Council is also addressing to the Hellenic Republic a recommendation under Article 121(4) and a notice to take

action under Article 126(9) on 16 February 2010.
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	[image: image35.emf]ES Summary Assessment:

The overall conclusion is that the current crisis is severely impacting on the Spanish public finances, with a very high

deficit estimated for 2009 and a rapidly-rising government debt ratio. The stability programme update aims at sizeable

continued fiscal consolidation from 2010 on with a view to reducing the government deficit to 3% of GDP by 2013.

Fiscal consolidation is essential, as mounting fiscal deficits and debt might damage sustained economic growth in the

medium term. In addition, improving long-term fiscal sustainability should be a priority also in the light of the projected

high rise in age-related public expenditure.

Yet achieving the ambitious consolidation path may require additional efforts, notably in the light of the markedly

favourable macroeconomic assumptions and the subsequent risk of a lower-than-assumed contribution of economic

growth to fiscal consolidation, and the revenue performance in the outer years of the programme that might be difficult to

attain. At the same time, the adjustment path is not fully backed up with concrete measures for the years beyond 2010. A

functioning budgetary framework, including the regulation of the relations between the different levels of the general

government sector, is an essential instrument to support the achievement of the ambitious consolidation plans against a

setting of high fiscal decentralisation. In addition, further fostering the quality of public finances is important also with a

view to underpinning a smooth adjustment of the economy in the light of the need to continue the adjustment of the

existing macroeconomic imbalances, in particular the external imbalance, notably by lifting potential GDP, fostering

employment creation and boosting productivity and competitiveness.

Policy Invitations:

Implement with rigour the ambitious fiscal plans envisaged in the programme so as to correct the excessive deficit by

2013, backing it up with concrete measures in the years beyond 2010, and stand ready to adopt further consolidation

measures in case risks related to the fact that the macroeconomic scenario of the programme is more favourable than the

scenario underpinning the Article 126(7) Recommendation materialise;

Seize, as prescribed in the EDP recommendation any further opportunity beyond the fiscal efforts, including from better

economic conditions, to accelerate the reduction of the gross debt ratio towards the 60% of GDP reference value.

In view of the projected increase in age-related expenditure and the rapid rise of the government debt ratio, improve the

long-term sustainability of public finances also by implementing reforms to the old-age pension scheme as proposed by

the Government;

Ensure that the budgetary framework effectively supports the achievement of the outlined medium-term fiscal plans at all

levels of the general government sector, and closely monitor adherence to the budgetary targets throughout the year;

ensure that fiscal consolidation measures are also geared towards continuing the improvement of the quality of the public

finances in the light of the need for further adjustment of existing macroeconomic imbalances;

FR Summary Assessment:

The overall conclusion is that after a significant deterioration of public finances in 2009 triggered by the economic

downturn and measures taken in the context of the EERP, the general government deficit for 2010 is expected to further

increase to 8.2% of GDP. Consolidation measures and the partial phasing out of measures in line with the EERP would

be compensated by further deficit increasing measures with mostly short term costs, including public investment

stemming from a public loan. The budget balance would improve thereafter. The debt ratio is also expected to increase

substantially over the programme horizon. The adjustment path presented in the programme leads to a deficit of 3% of

GDP in 2013 without a safety margin and is based on a markedly favourable macroeconomic scenario from 2011 to 2013

combined with an average annual structural adjustment that is somewhat below the adjustment recommended by the

Council of above 1% of GDP. 

It foresees measures, mostly on the expenditure side, supporting the consolidation strategy, although they are not

specified in the programme and will be identified in the forthcoming months. The budgetary projections are therefore

subject to substantial downside risks and the fiscal consolidation may need to be strengthened accordingly to ensure a

correction of the excessive deficit by 2013. Ensuring higher primary surpluses over the medium term would contribute to

reducing risks to the sustainability of public finances. The programme indicates that a reform of the pension system will

be presented in 2010.

Policy Invitations:

Use, throughout the programme period, windfalls related to an improvement of the macro-economic and fiscal outlook,

as well as the implementation of all envisaged tax measures to accelerate the deficit reduction and the decline of the

gross debt ratio back towards the 60% of GDP reference value; stand ready to adopt further consolidation measures, in

case risks related to the fact that the macroeconomic scenario of the programme is more favourable than the scenario

underpinning the Article 126(7) Recommendation materialise, and further specify the measures necessary to ensure an

average annual fiscal effort of above 1% of GDP over the period 2010 ‑ 2013 and to achieve a correction of the

excessive deficit by 2013.

Ensure that the budgetary framework is reinforced, in particular on the expenditure side, and effectively supports the

achievement of the outlined medium-term fiscal plans at all sub-government levels, as planned by the French

government;
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The overall conclusion is that the programme projects the deficit to narrow slightly, to 5% of GDP in 2010, from 5.3% in

2009, thanks to the expenditure-based adjustment adopted in summer 2008 and confirmed by the 2010 budget.

Thereafter, the deficit ratio is planned to decline to below 3% by 2012, the deadline set by the Council for the correction

of the excessive deficit. The strategy is based on (i) the further implementation of the expenditure-based adjustment for

the period 2009-2011 adopted in summer 2008; and (ii) an additional consolidation effort amounting to 0.4 pp. of GDP

in 2011 and further 0.8 pp. in 2012, which is however not underpinned by broad measures. The gross debt ratio is set to

increase from just above 115% of GDP in 2009 to around 117% of GDP in 2010. Thereafter, it is projected to fall

towards 114.6% of GDP in 2012, consistent with the planned budgetary targets and economic growth assumptions.

However, the deficit  and debt ratios could be higher than targeted. 

Overall, the programme's macroeconomic assumptions appear favourable. In addition, beyond the lack of broad

measures underpinning the planned additional consolidation efforts, achieving the trend projections will be very

challenging as they already envisage a very significant degree of expenditure restraint. In this context, the track record

indicates that expenditure overruns cannot be ruled out. A major challenge for fiscal governance is the implementation of

the budgetary process reform and of rules governing fiscal federalism in such a way to improve the accountability of

local governments and ensure fiscal discipline. Besides fiscal consolidation, which is a condition to keep public finances

on a sustainable path in view also of the very high debt ratio, a further key challenge for Italy's economic policy in the

coming years will be to foster a swift and durable recovery in productivity growth so as to restore competitiveness and

raise the country's low potential GDP growth.

Policy Invitations:

Rigorously implement the planned budgetary adjustment, in particular carry out the fiscal consolidation in 2010 as

planned and back up the planned consolidation for 2011 and 2012 with concrete measures, standing ready to adopt the

required consolidation measures in case the macroeconomic scenario underpinning the Article 126(7) Recommendation

materialises;

Seize, as prescribed in the EDP recommendation, any opportunity beyond the fiscal efforts, including from better

economic conditions, to accelerate the reduction of the gross debt ratio towards the 60% of GDP reference value;

Ensure that the implementation of the reform of the budgetary process improves the conditions for expenditure control

and helps sustain the objective of sound public finances and that the rules governing fiscal federalism improve the

accountability of local governments and foster efficiency

CY Summary Assessment:

The overall conclusion is that Cyprus' public finances deteriorated significantly as a result of the economic downturn and

an expansionary fiscal stance due to the adoption of significant stimulus measures in line with the EERP. As a result, the

budgetary balance turned to a deficit of 6.1% of GDP in 2009 from a surplus of 0.9% of GDP in 2008. The programme

outlines a consolidation path starting in 2010 which aims to bring the general government balance below the 3% of GDP

reference value by 2013. However, the adjustment is planned to be achieved mainly from the revenue side of the budget

while the expenditure-to-GDP ratio remains at historically high levels. Moreover, against the background of a frail global

economic recovery, the budgetary strategy is subject to significant downside risks, as the growth assumptions underlying

the macroeconomic scenario of the programme are favourable. 

In the light of the high domestic and external imbalances, maintaining prudent policies and strengthening fiscal

sustainability should be a priority. Therefore, controlling current expenditure through the implementation of an effective

multi-annual budgetary framework would be an essential instrument to support the achievement of the consolidation

plans and budgetary targets. In addition, fostering the quality of public finances is important also with a view to

underpinning a smooth adjustment of the economy in the light of the imbalances it is faced with, notably by lifting

potential GDP, enhancing competitiveness and further narrowing the external imbalance.

Policy Invitations:

Limit the 2010 deficit to at most 6% of GDP, if necessary by reinforcing the consolidation measures, notably in case

macroeconomic developments proves less favourable than the programme scenario, and take timely action to define a

more expenditure-driven consolidation strategy; seize opportunities beyond the announced fiscal effort to accelerate

fiscal consolidation and the reduction of the gross debt ratio back below the reference value; 

Implement, as envisaged, an effective multi-annual budgetary framework in order to ensure the adherence to the

budgetary targets and to firmly contain expenditure over the medium-term.

LV Summary Assessment:

The overall conclusion is that Latvia is undertaking a significant fiscal consolidation and economic adjustment in line

with the Council recommendations, supported by the adoption of a 2010 budget based on high-quality measures, wide-

ranging reforms in the public sector, an improved absorption of EU structural funds, targeted labour market policies, and

action to strengthen the financial sector. Looking forward, risks pertain to the size of the remaining adjustment in the

context of a sluggish economy, uncertainty on future revenue trends and on the measures which should back the

consolidation, and the scope of the reforms which still need to be undertaken to underpin a sustainable recovery. Further

improvements in the budget framework could facilitate the identification and implementation of the necessary measures,

reducing the risk that the budgetary outcome is worse than planned.
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Fully implement the 2010 budget as adopted on 1 December 2009; prepare a menu of budgetary options producing

savings or additional revenues allowing the adoption of a 2011 budget in accordance with the consolidation needs; adopt

a 2012 budget also consistent with the targeted fiscal path, in line with the Council Recommendation under Article

104(7)

Carry out the thorough and forward-looking analysis needed for a wide-ranging social benefits reform, with a view to

implement such a reform in the course of 2011 together with further measures on the revenue side; improve fiscal

governance and transparency, inter alia by adopting the draft fiscal discipline law, by strengthening the binding nature of

the medium-term budgetary framework, and by putting in place effective sanction procedures for individuals' misuses of

public funds; strengthen control, coordination and sanction mechanisms aiming at tackling the grey economy; foster

economic growth by promoting the shift towards the tradeable sector and productivity improvements, including by

ensuring that the available EU structural funds reach the real economy, and restructuring state-owned banks in a timely

manner, within a medium-term strategy.

LT Summary Assessment:

The overall conclusion is that Lithuania implemented a decisive consolidation of public finances in 2009 against a

significant deterioration of the economic situation, contributing to the ongoing adjustment in the economy and supporting

smooth participation in ERM II and the correction of the excessive deficit. The economy is currently emerging from a

severe recession, while average growth is projected to remain considerably lower over the medium term than in the peak

years of the recent cycle. The consolidation implemented in 2009 already constitutes a major adjustment of public

finances to the expected lower growth in the medium term. Stricter expenditure control and a strengthened medium-term

budgetary framework would support the needed further consolidation.

The programme targets a gradual decline in the general government headline deficit from 2010, aiming at the correction

of the excessive deficit by 2012 as recommended by the Council, although these budgetary outcomes are subject to

downside risks over the whole programme period.

Policy Invitations:

Consider additional corrective measures in 2010 if necessary to achieve the envisaged consolidation, in addition to

implementing rigorously those planned in the budget; specify the necessary measures to underpin fully the required

adjustment over the programme period recommended by the Council under Article 126(7), and stand ready to adopt

further consolidation measures in case risks related to the fact that the macroeconomic scenario of the programme is

more favourable than the scenario underpinning the Article 126(7) Recommendation materialise;

Implement planned social security system reforms, including pension reform, so as to reduce the high risks to long-term

sustainability of public finances due to significant projected increases of pension expenditure during the coming decades;

Strengthen fiscal governance and transparency, by enhancing the medium-term budgetary framework and improving

reporting of budgetary data, ensuring comparability of the budgetary indicators on cash and accrual bases;

LU Summary Assessment:

The overall conclusion is that that in view of the downturn and the sound budgetary starting position of Luxembourg the

temporary deterioration in the general government balance in 2009 and 2010 partly reflecting the adoption of stimulus

measures is appropriate. However, from 2011 the fiscal stance as shown in the programme's "unchanged policy scenario"

cannot be considered in line with the requirements of the Pact, as the government deficit would remain above 3% of

GDP until 2014; there would thus be no consolidation effort to ensure that the deficit is brought below 3% of GDP and

progress towards the MTO would not be adequate either. While the authorities indicate their intention to follow a more

ambitious consolidation path with a view to bringing public finances back to balance in 2014 and to achieve the medium-

term objective in the following years, this adjustment path cannot be properly assessed in the absence of any information

including the underlying measures.

More information on these measures would thus be welcome. Concerns remain about the long-term sustainability of

public finance, which will have to bear a very heavy burden in the coming decades as the increase in age-related public

expenditure is projected to be among the strongest in the whole EU.

Policy Invitations:

Start fiscal consolidation as from 2011 with a view to bringing the deficit below the 3% of GDP threshold and thereafter

progressing towards the MTO and specify to this effect the measures that will be needed to achieve this consolidation;

In view of the significant projected increase in age-related expenditure, improve the longterm sustainability of public

finances by reforming the pension system and set a MTO that takes sufficiently into account the implicit liabilities related

to ageing.

HU Summary Assessment:

The overall conclusion is that despite the sharp economic contraction in 2009 in the context of the financial crisis, the

budget deficit was stabilised. Following the strongly restrictive fiscal stance in 2009 and the previous two years, the

budgetary stance in Hungary turns broadly neutral in 2010 and 2011 and expansionary in 2012. According to the

programme, this should lead to a correction of the excessive deficit by 2011 and attaining the MTO. 
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again in 2011, bringing the debt back on a downward path. In particular, the compulsory information on the nominal

effective exchange rate is missing as well as optional data including on general government expenditure by function and

the breakdown of stock-flow adjustments. However, the budgetary path only foresees a small structural improvement in

2010, none in 2011, and a deterioration in 2012. Moreover, this path is subject to considerable downside risks, especially

in the outer years. In 2010, the elimination of the property tax and the downward risks notably linked to the additional

financing need of the public transport could be compensated to some extent by the freezing of budgetary reserves and

contingency expenditure cuts of 0.2% of GDP. 

Regarding the outer years, risks are linked to the fact the macroeconomic scenario presented in the programme is slightly

favourable and that the bulk of the measures underlying the budgetary path is unspecified and not adopted. Against this

background, the correction of the excessive deficit in 2011 in line with the recommendation of 7 July 2009 under Article

104(7) of the TEC and the subsequent further consolidation is not ensured and it will be necessary to specify the savings

measures and strengthen the consolidation efforts from 2011. The programme presents the main elements of the new

fiscal framework; however, enhanced compliance needs to be ensured.

Policy Invitations:

Ensure that the 3.8% of GDP deficit target for 2010 is achieved through tight expenditure control as well as through a

possible freezing of budgetary reserves and the implementation of contingency expenditure cuts if needed; specify the

measures underlying the budgetary targets from 2011 onwards and stand ready to strengthen the fiscal effort in case risks

related to the fact that the programme scenario is more favourable than the scenario underpinning the Article 104(7) TEC

Recommendation materialise to ensure that the deficit is brought below 3% of GDP in 2011; and considerably strengthen

the strategy for 2012 to ensure an adjustment towards the MTO in line with the requirements of Stability and Growth

Pact;

Improve the quality of public finances by preparing and adopting a 2011 budget in full compliance with the fiscal

framework and by supporting expenditure moderation through a further reform of public administration and by

addressing the situation of loss-making enterprises through structural reforms;

MT Summary Assessment:

The overall conclusion is that, according to the programme, the general government deficit ratio is targeted to broadly

stabilise in 2010 (at 3.9% of GDP), followed by a return to just below the 3% of GDP reference value in 2011, the

deadline for the correction of the excessive deficit set by the Council. In 2012, the final year covered by the programme,

the deficit ratio is again planned to broadly stabilise instead of making progress towards Malta’s medium-term objective

of a balanced position in structural terms. Gross government debt would peak at almost 69% of GDP in 2010 and

thereafter decline marginally. The deficit and debt ratios could be higher than planned throughout the programme period,

mainly due to

(i) assumed tax buoyancy and, especially after 2010, a favourable macroeconomic scenario and

(ii) possible expenditure overruns given recent slippages, the scale of the envisaged retrenchment and the lack of

information on concrete measures underpinning the targeted cut in the spending ratio over the programme period. 

While the deficit target for 2010 set in the budget has been confirmed, as recommended by the Council, it will be

important to address these risks, by spelling out the concrete measures underlying the strategy and adopting additional

consolidation measures if economic growth or revenue increases turn out lower than projected in the programme or if the

risk of expenditure slippages materialises. Furthermore, the envisaged strategy for 2012 should be strengthened

considerably to be in line with the requirements of the Stability and Growth Pact. In addition to achieving a sound

budgetary position and improving long-term sustainability through further reforms to curb the projected rise in age-

related expenditure, Malta faces the challenge of strengthening competitiveness to improve the economy's resilience to

future external shocks. This will require implementing productivity-enhancing measures and promoting an efficient wage

setting process that allows a close link between wage and productivity developments.

Policy Invitations:

Achieve the 2010 deficit target of 3.9% of GDP, if necessary by adopting additional consolidation measures; back up the

strategy to bring the deficit below 3% of GDP in 2011 with concrete measures while standing ready to adopt further

consolidation measures in case risks related to the fact that the macroeconomic scenario of the programme is more

favourable than the scenario underpinning the Article 126(7) Recommendation materialise; and considerably strengthen

the strategy for 2012 to ensure an adjustment towards the MTO in line with the requirements of the Stability and Growth

Pact;

Seize, as prescribed in the EDP recommendation, any opportunity beyond the fiscal efforts, including from better

economic conditions, to accelerate the reduction of the gross debt ratio towards the 60% of GDP reference value;

In view of the significant projected increase in age-related expenditure, improve the long-term sustainability of public

finances by implementing further reforms of the social security system;

Strengthen the binding nature of the medium-term budgetary framework and improve the monitoring of budget execution

throughout the year, and enhance the efficiency of public spending, especially in the area of health.
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The overall conclusion is that the Netherlands is hit hard by the crisis, resulting in a sharp deterioration of the budget

balance in 2009, which turned from a surplus of 0.7% of GDP in 2008 to a deficit of 4.9% of GDP, triggering the

excessive deficit procedure. For 2010, a further deterioration is expected, most importantly due to various lagged effects,

like increasing unemployment. The subsequent withdrawal of the fiscal stimulus and a consolidation package should

improve the budget balance in 2011. For 2012, the improvement in the budget comes from cyclical conditions following

the no-policy change scenario. The debt ratio, which breached the 60% Treaty reference value in 2009, is expected to

increase substantially over the programme horizon. The adjustment path presented in the programme is subject to

downside risks and would benefit from a strengthened consolidation beyond 2011. The main risks are related to the

favourable macroeconomic assumptions combined with an annual fiscal effort that is a narrow ¾% of GDP, which was

recommended by the Council. 

The programme includes a commitment to take additional policy measures in order to meet the 2013 deadline. However,

as 2013 is not covered by the programme, it is not possible to fully assess the budgetary strategy. Therefore, more

information on the broad strategy underpinning the correction of the excessive deficit, including in particular 2013,

would be welcome. Ensuring higher primary surpluses over the medium term and implementing reform measures that

curb the projected increase in age-related expenditure would contribute to reducing high risks to the sustainability of

public finances. The recently proposed pension reform would be considered as an important first step, if adopted.

Policy Invitations:

In the context of the fundamental budget review, specify the measures supporting the consolidation from 2011 and

especially in the following years, further strengthen the consolidation effort to secure the required average annual fiscal

effort to bring the deficit below 3% of GDP by 2013, and throughout the programme period use windfalls related to an

improvement of the macro-economic and fiscal outlook to accelerate the deficit reduction and the decline of the gross 

Further improve the long-term sustainability of public finances by implementing structural reforms that curb the

projected increase in age-related expenditure;

AT Summary Assessment:

The overall conclusion is that in the wake of the financial and economic crisis the situation of Austria's public finances

deteriorated significantly as a result of the operation of automatic stabilisers and a sizeable stimulus package adopted by

the government. As the bulk of the measures aimed at combating the downturn are of permanent nature, there is a need to

introduce consolidation measures as from 2011. The budgetary strategy set out in the programme for 2010 is consistent

with the Council recommendation of 2 December 2009. However, the budgetary strategy for the years 2011-2013 may

not be consistent with the recommendation.

The programme does outline a consolidation path on the expenditure side starting in 2011, but it still needs to be

underpinned by concrete measures. Many significant reforms to public expenditure have been undertaken in Austria in

the recent past. However, there is still room for improvement in areas such as health care and education. Substantial

efficiency gains in these areas could be obtained by reforming the fiscal relations between the various layers of

government.

Policy Invitations:

Substantiate the measures deemed necessary to underpin the planned consolidation from 2011 onwards, in order to

achieve the recommended average annual fiscal effort of ¾% of GDP and bring the general government deficit below

the 3% of GDP reference value by 2013;

Seize, as prescribed in the EDP recommendation, any opportunities beyond the fiscal effort, including from better

economic conditions, to accelerate the reduction of the gross debt ratio back towards the 60% of GDP reference value;

Further improve the budgetary framework to strengthen fiscal discipline at all levels of government through enhanced

transparency and accountability notably by aligning legislative, administrative and financing responsibilities between the

different levels of government and by strengthening enforcement mechanisms under the internal stability pact;

PL Summary Assessment:

The overall conclusion is that while Poland is planning to correct its excessive deficit by 2012 in line with the Council

recommendation under the excessive deficit procedure, the fiscal adjustment is considerably backloaded, most of the

deficit reduction being projected to take place in 2012, and deficit targets in the programme are subject to significant

downside risks, both on the revenue and expenditure side. In view of the recovery projected by the authorities from 2010

and the large structural government deficit a more frontloaded fiscal consolidation strategy would be appropriate. 

Risks to fiscal targets reflect favourable real GDP growth assumptions, the lack of sizeable sufficiently concrete

measures in support of fiscal targets from 2011 on, a history of current expenditure slippages compared to plans and

impact of the electoral cycle. Intentions to strengthen the fiscal framework, in particular backed by expenditure rules, are

welcome. With respect to the "temporary" expenditure rule a higher degree of ambition would be appropriate, notably in

terms of the share of government finances covered by the rule.

Policy Invitations:

Implement the 2010 budget rigorously, under-executing primary current expenditure plans wherever possible and

allocating windfall revenue to deficit reduction; 
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of 1¼ % of GDP in line with the Article 104 (7) Recommendation and stand ready to adopt further consolidation

measures in 2011 and 2012 in case risks related to the fact that the programme scenario is more favourable than the

scenario underpinning the recommendation under Article 104(7) TEC materialise;

Proceed with strengthening the fiscal framework, including through introduction of an expenditure rule covering a larger

share of the general government primary expenditure than the "temporary" rule presented in the Convergence

Programme, with appropriate monitoring and enforcement mechanisms. This would require to reduce the share of

statutory spending in total expenditures;

PT Summary Assessment:

The overall conclusion is that the current crisis impact on Portuguese public finances is severe. Yet the actual budgetary

situation reflects also prior fiscal weaknesses, notably high – even if declining structural deficits before the crisis. The

stability programme update aims at achieving a government deficit below 3% of GDP by 2013 through fiscal

consolidation over the entire period, leading to a stabilisation of the debt ratio at around 90% of GDP in 2012-2013. The

consolidation efforts are back loaded as they are concentrated in 2011 and beyond. Fiscal consolidation is essential as

mounting fiscal deficits and debt are likely to damage medium-term economic growth which is already exposed to

negative feedback effects from the large external debt on domestic income. 

Achieving the ambitious fiscal consolidation path may require efforts beyond those outlined in the programme. First, the

outlined revenue performance and expenditure containment may be difficult to attain on the basis of the announced

measures, already in 2010. Second, there is the risk that a lower-than-assumed GDP growth would dampen revenue

growth and jeopardise the fall in the expenditure-to-GDP ratio over the coming years envisaged in the programme,

endangering the planned fiscal consolidation path. In such a context, a functioning medium-term budgetary framework is

an essential instrument to contain the risks to the budgetary targets, in particular to support the achievement of the

envisaged quasi-freeze of primary expenditure. In addition, fostering the quality of public finances also in the context of

a broader reform agenda is paramount to underpin a much needed lift in productivity and potential GDP growth, and to

address other key challenges the Portuguese economy is faced with such as boosting competitiveness, narrowing the

large external imbalance and supporting employment creation;

Policy Invitations:

Achieve the 2010 deficit target of 8.3% of GDP, if necessary by reinforcing the consolidation by adopting additional

measures; back-up the strategy to bring the deficit below 3% by 2013 by the timely implementation of concrete

measures; stand ready to adopt further consolidation measures in case the macroeconomic scenario proves more

favourable than the scenario underpinning the Article 126(7) recommendation and/or any slippages emerge; seize any

opportunity beyond fiscal efforts, including from better economic conditions, to accelerate the reduction of the gross

debt ratio towards the 60% of GDP reference value;

Implement an effective multi-annual budgetary framework in order to ensure the adherence to the budgetary targets

across the government sector and to firmly contain expenditure over the medium-term;

Enhance the quality of public finances, along the lines envisaged in the programme, notably by improving the efficiency

and effectiveness of public spending in the various areas of government action; decisively address the situation of loss-

making state-owned enterprises; and factor into the fiscal sustainability position the spending commitments and risks

arising from public-private partnerships;

Frame fiscal consolidation measures together with efforts to raise productivity and potential GDP growth in a sustained

way, to boost competitiveness and to narrow the large external imbalances, which will also help improving the

sustainability of public finances.

RO Summary Assessment:

The overall conclusion is that, taken at face value, the consolidation path projected in the convergence programme is

appropriate and in line with the Council Recommendation under Article 126(7) TFEU. However, full implementation of

the consolidation measures foreseen for 2010 is essential to reach the deficit target. In addition, the programme does not

sufficiently specify the consolidation measures to be taken in 2011 and 2012. The Romanian Government has made the

commitment to take contingency measures, if needed, to reach the deficit target set for 2010. Moreover, implementation

of the fiscal governance reforms decided upon within the context of the EU balance of payments assistance programme

to Romania should help in achieving the budgetary targets for 2011 and 2012. Finally, the adoption and implementation

of the draft pension reform will be crucial in improving the long-term sustainability of public finances.

Policy Invitations:

Rigorously implement the fiscal consolidation measures for 2010 agreed as part of the balance-of-payments support

programme and take further corrective action, if needed, to achieve the 2010 target for the general government deficit.

The Romanian authorities are also invited to specify, in the context of the Medium-Term Budgetary Framework to be

prepared by end May 2010, the fiscal consolidation measures necessary to achieve the programme budgetary targets in

2011 and 2012;

Adopt and implement the draft pension law which would contribute to significantly improve the long-term sustainability

of public finances;

Improve the fiscal framework by adopting and implementing the fiscal responsibility law. In particular, take into account

the analysis of the Fiscal Council in the design and conduct of fiscal policy;
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The overall conclusion is that the programme plans the general government deficit ratio to stabilise at 5.7% of GDP in

2010 and to gradually decline thereafter, thanks to an expenditure-based and relatively back-loaded consolidation effort,

to well below 3% of GDP in 2013, the deadline for the correction of the excessive deficit set by the Council. The gross

debt ratio is planned to increase further, from 34.4% of GDP in 2009, until 2011 to then broadly stabilise at some 42% of

GDP. The deficit and debt ratios could turn out higher than targeted throughout the programme period. This possibility

increases over time and is related to: 

(i) optimistic revenue projections in 2010 followed by favourable growth assumptions after 2011; 

(ii) possible expenditure overruns in view of the scale of the envisaged retrenchment coupled with the strong observed

dynamics in recent years of especially the wage bill and social transfers, including pensions; and 

(iii) the fact that the expenditure-containment measures have not yet been fully specified and adopted, with some of them

still subject to the outcome of negotiations with the social partners. Nonetheless, to help support the planned containment

of expenditure growth, the government is adopting measures to strengthen expenditure control and the fiscal framework.

In addition, the planned initiatives to enhance public sector efficiency and rationalise the provision of public services and

of social protection should work towards the same purpose. In particular, data on net lending/borrowing vis-a-vis the

rest of the world are not provided.

Even if the full and consistent implementation of the planned fiscal consolidation implies the return to a primary surplus

by 2013, there remain high risks with regard to the long-term sustainability of public finances. Setting a more ambitious

medium-term objective (MTO) and adopting and implementing the announced change in indexation formula and further

pension reform aimed at curbing the substantial increase in age-related expenditure would allow addressing these risks.

The latter could usefully build on the planned two-step pension reform. Besides returning to sound public finances, key

challenges for the Slovenian economy are strengthening its resilience and regaining competitiveness so as to be able to

benefit fully from the global economic recovery. This requires a better alignment of wage and productivity developments

and the implementation of structural reforms.

Policy Invitations:

Rigorously implement the foreseen consolidation measures in 2010 and bring the deficit below the 3% of GDP reference

value by 2013 as planned by fully specifying, adopting and implementing the indicated expenditure-containment

measures in line with the average annual fiscal effort recommended by the Council Article 126(7), while standing ready

to adopt further consolidation measures in case risks related to the fact that the macroeconomic scenario of the

programme is more favourable than the scenario underpinning the Article 126(7) Recommendation materialise;

In view of the significant projected increase in age-related expenditure, further reform the pension system and set a more

ambitious MTO that takes sufficiently into account the implicit liabilities related to ageing.

Pursue efforts to enhance expenditure control and the enforceable nature of the multi-annual budgetary plans and

improve public spending efficiency and effectiveness;

SK Summary Assessment:

The overall conclusion is that the fiscal strategy presented in the programme is broadly in line with the Council

recommendation under the excessive deficit procedure. It envisages a sizeable, frontloaded fiscal consolidation with a

view to bringing the deficit below 3% of GDP by 2012, one year before the deadline set by the Council, which is

commendable. The budgetary projections are however subject to risks due to favourable growth assumptions for the

outer years and might need more specific measures to achieve the planned savings on the expenditure side. Intentions to

strengthen the fiscal framework are welcome but need to be followed by concrete actions.

Policy Invitations

:

Implement the deficit reducing measures in 2010 as planned in the budget, and back up the consolidation path for the

following years with specific measures to secure the correction of the excessive deficit if possible by 2012, and by 2013

at the latest;

Continue reforms of the pension system with a view to ensuring the sustainability of government finances;

Implement the envisaged measures to further strengthen the fiscal framework, in particular the introduction of

enforceable multiannual expenditure ceilings;

FI Summary Assessment:

The overall conclusion is that that the severe economic crisis has substantially weakened public finances, including the

long-term sustainability position. The planned expansionary fiscal policies in 2010 are in line with the EERP. However,

the programme's projections, based on current policies, indicate that the general government deficit would exceed the 3%-

of-GDP reference value in 2010. Moreover, the projected sluggish medium term fiscal consolidation path would not

ensure progress towards the programme's MTO. Taking also account of the downside risks attached to these projections,

it would be highly desirable that the Government takes timely action to specify a comprehensive and concrete medium

term fiscal strategy to consolidate from 2011 onwards. 

Implement the 2010 fiscal policy as planned in line with the EERP, while ensuring that the planned breach of the 3%-of-

GDP reference value would remain contained and temporary;
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Take timely action to define a comprehensive and concrete medium term fiscal strategy to consolidate from 2011

onwards, also with a view to achieve the MTO and to restore the long-term sustainability of public finances;

SE Summary Assessment:

The overall conclusion is that large surpluses in good times allowed fiscal policy to play an active role in the downturn,

in line with the spirit of the Stability and Growth Pact, not only by boosting demand in the short term but also by

strengthening the economy's long-term growth potential. The fiscal stance is appropriately continuing to be expansionary

in 2010 in line with the EERP. Although partly outdated, the programme projects the deficit to widen to 3.4% of GDP in

2010, from 2.2% in 2009, due mainly to the additional stimulus measures taking effect in this year. Thereafter, the deficit

ratio is projected to gradually narrow to 2.1% of GDP in 2011 and 1.1% in 2012.

This improvement is due mainly to assumed strong economic growth, as the programme does not envisage any

consolidation efforts in these years. Overall risks to the planned adjustment seem somewhat tilted to the upside, with

considerable upside risks in 2010 being partly compensated by downside risks in 2011-12. However, should budgetary

outcomes fall short of the projected ones, the government would have to stand ready to adopt timely discretionary

consolidation measures.

Policy Invitations:

Implement the 2010 fiscal policy as planned in line with the EERP, while aiming to avoid breaching of the 3%-of-GDP

reference value; ensure that the nominal budgetary adjustment projected in the programme is achieved, if necessary by

timely adoption of consolidation measures to ensure that lower-than-expected growth does not derail the envisaged

consolidation of government finances in the outer years of the programme, as well as to ensure progress towards the

MTO;

UK Summary Assessment:

The overall conclusion is that the fiscal strategy in the convergence programme is not sufficiently ambitious and needs to

be significantly reinforced to be consistent with the Council recommendations under Article 126(7) TFEU of 2

December 2009. The combination of the operation of automatic stabilisers, falls in asset prices and the fiscal stimulus

has provoked a major deterioration in UK public finances. However, the position of the public finances was further

weakened by the fact that UK deficits were at risk of breaching the 3% of GDP reference value already in the period

leading up to the crisis. A restrictive fiscal policy in 2010/11 is appropriate. A credible timeframe for restoring public

finances to a sustainable position, as defined in the Stability and Growth Pact, requires substantial additional fiscal

tightening measures beyond those currently planned.



With the greater part of the projected reduction in the deficit in the medium term driven by the tight overall spending

envelope between 2011/12 and 2014/15, the absence of detailed departmental spending limits to back up those

expenditure targets is a source of uncertainty. The achievement of the consolidation forecast by the UK authorities is

further clouded by the risk that the macroeconomic context could be less favourable than envisaged by the authorities, as

well as the uncertainties relating to the banking sector loans and investments insured by government. Taking into account

the negative risks to the UK fiscal projections, a more ambitious consolidation plan for the near and medium-term is

required. Achieving primary surpluses in the medium term would also contribute to reducing the risks to the

sustainability of public finances which were assessed in the Commission 2009 Sustainability Report as high in the United

Kingdom

Policy Invitations:

Avoid any further measures contributing to the deterioration of public finances in 2010/11 and in the event of weaker

economic growth than foreseen in the programme contain the government deficit in 2010/11 to at most that forecast in

the January 2010 programme in case risks related to the fact that the macroeconomic scenario of the programme is more

favourable than the scenario underpinning the Article 126(7) Recommendation materialise;

Target a more ambitious reduction of the government deficit to less than the 3% of GDP Treaty reference value by

2014/15 at the latest, including by strengthening the planned pace of fiscal effort from 2011/12 onwards in line with the

Council recommendation under Article 126(7), and seize any further opportunities, including from better-than-expected

economic and market conditions, to accelerate the reduction of the gross debt ratio towards the 60% of GDP reference

value, thereby also improving the long-term sustainability of public finances;

Publish in 2010 the detailed departmental spending limits underlying the overall expenditure projections for at least the

three-year period beyond 2010/11; implement the expenditure efficiency savings identified in the Operational Efficiency

Programme (OEP) and in other value for money initiatives;



	Source: Commission services.

	


 TC "4.
The long-term sustainability of public finances" \f \l 2 The crisis-related fiscal expansions and the ageing of European Union's population raise questions about the sustainability of the Member States' public finances. As the share of working age people in the population falls and the share of the old increases, economies are faced with lower (potential) economic growth and higher costs associated with providing services for the ageing population. 
Since the launch of the euro in 1999, the Commission has sought to integrate an examination of the sustainability of public finances into the existing EU framework for the surveillance of Member States’ economic and budgetary policies, in line with the conclusions of the Stockholm (March 2001) and Barcelona (March 2002) European Council meetings and the March 2003 Ecofin Council. More recently and importantly, the 22-23 March 2005 European Council put increased emphasis on long-term sustainability issues in the context of the reform of the Stability and Growth Pact.
The assessment of long-term sustainability of public finances is a multifaceted issue and there is not a unique indicator that provides a clear response to what extent a country’s public finances are sustainable in the long run. Hence, the Commission and the Council assess long-term sustainability of public finances by using both quantitative indicators and qualitative information so that panoply of factors affecting the long-run state of public finances in the Member States is reflected. 
4.1.
The approach used to assess the long - term sustainability of public finances

A pragmatic definition of what constitutes a sustainable public finance position is used in the assessment by the Commission and the Council, namely whether on the basis of current policies and projected budgetary trends Member States will: (i) meet the government’s intertemporal budget constraint so that the discounted value of future revenues matches the discounted value of future government expenditures and the level of outstanding debt; and, (ii) continue to comply with the budgetary requirements of EMU, and in particular, the Treaty requirement to keep debt levels below the 60 percent of GDP reference value. 

The main quantitative indicators that meet the above conditions for a sustainable public financer position are the sustainability gaps that measure the difference between the current and projected budgetary positions (S1 indicator) and that ensure sustainable public finances (S2 indicator). 
The Commission and Council approach takes into account several factors to complement the available information on future quantitative budgetary trends. For this purpose, the Commission and the EPC Ageing Working Group produce a set of long-term budgetary projections for several budgetary items, reflecting expected demographic development and already approved reforms. The following section describes the new set of projections that were produced in 2009.  
4.1.1.
New projections of the budgetary cost of ageing

An increase in life expectancy, alongside a fall in fertility rates is leading to an accelerated ageing of the population in the EU and other parts of the world. Over the years to 2060, the EU population is set to age further. Aside from several social consequences, population ageing has significant economic consequences due to a reduction in the working age population and an increase in government expenditure. (
) Consequently, population ageing puts pressure on a country’s public finances primarily through its effects on the labour market and hence economic growth and age-related expenditure. With fewer people being of working age, the potential growth rate of the economy is reduced. Indeed, these changes affect the S1 and S2 indicators, through changes in the estimated rate of economic growth. 

The direct costs of ageing involve increases in age-related expenditure. The sustainability assessments use the estimates of the fiscal impact of these changes as presented in the 2009 Ageing Report. (
) As the aim is to provide an estimate of the long-term effect on sustainability of ageing, the analysis takes the figures for age-related costs starting in 2010. The projections are made on a basis of no-policy change assumption where it is assumed that current tax and spending arrangements continue in the future.  The 2009 Ageing Report considers the public cost of ageing using five expenditure categories, the projected changes to these categories are used to quantify the impact of ageing on the sustainability of the public finances.

Overall, on the basis of current policies, age-related public expenditure is projected to increase on average by 4.6 percentage points of GDP by 2060 in the EU – especially through pension, healthcare and long-term care spending. There are however marked differences in the impact of ageing across Member States:

· The increase in government spending in ageing-related categories is likely to be very significant (7 percentage points of GDP or more) in nine EU Member States (Luxembourg, Greece, Slovenia, Cyprus, Malta, the Netherlands, Romania, Spain, and Ireland), although for some countries the large increase will be from a fairly low level (
).

· For a second group of countries – Belgium, Finland, Czech Republic, Lithuania, Slovakia, the United Kingdom and Germany– the cost of ageing is more limited, but still very high (between 4 and 7 percentage points of GDP).

· Finally, the increase is more moderate, 4 percentage points of GDP or less, in Bulgaria, Sweden, Portugal, Austria, France, Denmark, Italy, Latvia, Estonia, Hungary and Poland. Most of these countries have implemented substantial pension reforms, in several cases also involving a partial switch to private funded pension schemes (Bulgaria, Estonia, Latvia, Poland, and Sweden). (
)
In addition to the budgetary projections above, the quantitative sustainability assessment also takes into account the future development of revenues coming from taxation of pensions and projections on property income. 
4.1.2.
The sustainability indicators

The sustainability indicators provide a firm and objective basis to classify the long-term public finances sustainability risks in the EU Member States. The Commission uses the two core sustainability indicators, the S1 and the S2. The S1 indicator shows the durable adjustment to the current primary balance required to reach a target debt of 60% of GDP in 2060, including paying for any additional expenditure arising from an ageing population. The S2 indicator shows the durable adjustment of the current primary balance required to fulfil the infinite horizon intertemporal budget constraints, including paying for any additional expenditure arising from an ageing population. (
)
In general, the long-term sustainability assessment puts emphasis on the more stringent S2 indicator. This indicator is consistent with the concept of sustainability of public finances over an infinite horizon and is based on regarding budgetary developments and on the most recent comparable information regarding the long-term impact of ageing populations on public expenditure. Alongside the S2 indicator, the relative value of the S1 indicator is considered as it gives an indication of the urgency of any necessary reforms. Where the S1 indicator is markedly lower than the S2, the sustainability constraints will materialise further in the future and therefore allows the Member State a bit more time to implement the necessary reforms without risking as large an impact on their government gross debt. In case of a substantial difference between the S2 and S1 indicators, the country's long-term sustainability position is evaluated more favourably.

The 2010 SCP assessment of risks to long-term sustainability of public finances is based on the Ageing Report budgetary projections.(
) In addition, the assessment reflects developments of public finances as designed in the national stability and convergence programmes by individual Member States. 

4.1.3.
Additional factors

To make an overall assessment on the sustainability of public finances, other additional relevant factors, not (or not sufficiently) reflected in the sustainability indicators, are taken into account in order to better qualify the assessment with regard to where the main risks are likely to stem. Taking into account these other relevant factors may lead to a somehow different overall assessment than the one that would result from evaluating the sustainability indicators only. Next, the additional factors tend to be reflected more once the country of interest is not easy to decide to which group it belongs to. Table I.4.2 presents the elements when reaching an overall assessment for the 27 Member States.

	

	Table I.4.1:
Increase in age-related expenditure, 2010-2060, % of GDP
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2060

BE

10.3 4.5 7.7 1.1 1.5 1.3 7.3 -0.3 26.8 6.6

BG

9.1 2.2 4.8 0.6 0.2 0.2 3.0 0.2 17.1 3.2

CZ

7.1 4.0 6.4 2.0 0.2 0.4 3.3 0.0 17.0 6.3

DK

9.4 -0.2 6.0 0.9 1.8 1.5 8.0 0.1 25.2 2.2

DE

10.2 2.5 7.6 1.6 1.0 1.4 4.6 -0.4 23.3 5.1

EE

6.4 -1.6 5.1 1.1 0.1 0.1 3.2 0.3 14.8 -0.1

IE

5.5 5.9 5.9 1.7 0.9 1.3 5.3 -0.2 17.5 8.7

EL

11.6 12.5 5.1 1.3 1.5 2.1 3.8 0.1 21.9 16.0

ES

8.9 6.2 5.6 1.6 0.7 0.7 4.8 -0.2 20.0 8.3

FR

13.5 0.6 8.2 1.1 1.5 0.7 5.8 -0.2 29.0 2.2

IT

14.0 -0.4 5.9 1.0 1.7 1.2 4.3 -0.2 26.0 1.6

CY

6.9 10.8 2.8 0.6 0.0 0.0 5.8 -0.6 15.5 10.7

LV

5.1 0.0 3.5 0.5 0.4 0.5 3.3 0.3 12.3 1.3

LT

6.5 4.9 4.6 1.0 0.5 0.6 3.5 -0.4 15.1 6.0

LU

8.6 15.3 5.9 1.1 1.4 2.0 4.0 -0.3 19.9 18.2

HU

10.5 0.6 5.8 1.3 0.3 0.4 4.5 -0.3 21.0 2.0

MT

8.3 5.1 4.9 3.1 1.0 1.6 5.0 -0.7 19.2 9.2

NL

6.5 4.0 4.9 0.9 3.5 4.6 5.6 -0.2 20.5 9.4

AT

12.7 1.0 6.6 1.4 1.3 1.2 5.2 -0.2 25.7 3.3

PL

10.8 -2.1 4.1 0.8 0.4 0.7 3.8 -0.6 19.1 -1.1

PT

11.9 1.5 7.3 1.8 0.1 0.1 5.6 -0.4 24.9 2.9

RO

8.4 7.4 3.6 1.3 0.0 0.0 2.7 -0.2 14.7 8.5

SI

10.1 8.5 6.8 1.7 1.2 1.7 5.1 0.7 23.1 12.7

SK

6.6 3.6 5.2 2.1 0.2 0.4 2.9 -0.6 14.9 5.5

FI

10.7 2.6 5.6 0.8 1.9 2.5 6.4 0.0 24.7 5.9

SE

9.6 -0.2 7.3 0.7 3.5 2.2 6.6 0.0 27.1 2.7

UK

6.7 2.5 7.6 1.8 0.8 0.5 4.0 0.0 19.2 4.8

EU-27

10.2 2.3 6.8 1.4 1.3 1.1 4.9 -0.2 23.2 4.6

EA

11.2 2.7 6.8 1.3 1.4 1.3 5.0 -0.2 24.5 5.1

Total Pension spending Healthcare Long-term care Unemployment 



	Source: Commission services and Economic Policy Committee.

	


The level of the outstanding government debt is arguably the most important additional factor. Indeed, while the sustainability indicators already include information on the current level of debt, they do not incorporate all the specific risks faced by countries with a large initial level of debt. First, high-debt countries are more sensitive to short/medium term shocks to economic growth and to interest rates changes. Second, a high level of debt may lead to higher interest rate than assumed in the projections and increase further the risks to public finance sustainability. Third, when calculating the sustainability indicators, it is assumed that all countries are able keep their primary balance as a share of GDP at its current level in the future. This factor is used symmetrically as a risk-increasing factor for very high debt countries (notably Belgium, Greece, Italy, Hungary and Portugal) and a risk-decreasing factor for very low debt countries (notably Bulgaria, Estonia, Luxembourg and Romania). 
A country's primary balance is also informative with regards to changes to its debt level. A negative primary balance is associated with a rising debt burden while a positive one with falling debt as a share of GDP. The Commission 2009 autumn forecast is used to look at the structural primary balance evolution over the years 2008 to 2011.  The forecast deterioration of the structural primary balance is seen as risk increasing factor for twelve Member States (Denmark, Germany, Ireland, Spain, France, Cyprus, Luxembourg, Netherlands, Portugal, Finland, Sweden and United Kingdom), of which three (Denmark, Cyprus and Finland) have a particularly marked deterioration which should be flagged as a strong risk-increasing factor. 

The evolution of the benefit ratio is strongly driven by the pension system. The benefit ratio is the average benefit for public pension and public and other pensions, respectively, as a share of the economy-wide average wage (gross wages and salaries in relation to employees), as calculated by the Commission. (
) A decrease in the public benefit ratio usually leads to a reduction (or slowdown) in government expenditure in pensions. However, it can also lead to other risks to public finances, if: (i) it leads to a substantial increase in the poverty rate of older people, which may require government assistance; (ii) moreover, the projected fall in the benefit ratio may be associated with a large increase in the relative share of social contributions that are diverted from social security or other public pension schemes to private schemes, which may affect public revenue. The sustainability indicators in Poland are clearly dependent on such a marked decrease in the benefit ratio that there is significant upward risk to the sustainability gap from political pressure. For Austria, Portugal and Sweden the decrease is also an additional risk. Conversely, the high and increasing benefit ratio for Greece must be seen an indication of the types of reforms that are necessary in the country to address its very large sustainability gap.

A high current tax ratio leaves limited room of manoeuvre for using tax increases to finance additional public expenditure as compared to a lower tax ratio. This is the case for Belgium, Denmark, Italy and Sweden, with Belgium combining a high tax ratio with a need to reduce its very high debt.  By contrast, low tax ratios are not considered to be a risk-reducing factor, since a possible decision regarding an increase of the tax ratio would not only take into account the financing needs resulting from ageing but would depend on the size of public procurement of good and services, the effectiveness of tax systems, the structure of the tax system and its impact on growth. 

4.2.
Overall assessment

There is a large variation in the degree of risks that the Member States are facing and where they mainly come from. Overall, compared with last year's assessments and taking account of the Commission's Spring 2010 Forecast, more Member States showed larger sustainability gaps only few improved their long-term sustainability position. 

It should be noted that countries with different characteristics can overall face a similar degree of risks to fiscal sustainability. For example, the projected cost of ageing can be high while the budgetary position is relatively sound. By contrast, a country might have a projected cost of ageing which actually improves its long-term sustainability while its sustainability difficulties arise mainly from its weak budgetary position. In deed the priorities in the two cases are different; in the former case reforms to the social security systems that would curb the increase in age–related expenditure are needed, while in the latter case consolidation efforts would be appropriate. 
Countries that have come furthest in coping with the sustainability challenge

Bulgaria, Denmark, Estonia, and, Sweden have in general come furthest in coping with ageing, which implies a strong budgetary position (running large surpluses prior to the crisis, reducing debt and/or accumulating assets) and/or comprehensive pension reforms, sometimes including a shift towards private funded pension schemes, and present therefore a low long-term risk.

For Bulgaria, Denmark, Estonia and Sweden the forecast increases in age-related expenditure are amongst the lowest in EU and their current structural primary balances are either in or close to surplus. This does not mean that in these countries there are no risks regarding the long-term sustainability of public finances however, but that their social protection systems (pension and healthcare) at present appear able to deal with the pressures of an ageing population on current estimates. In particular, in case of Bulgaria and Estonia, a positive impact of low debt level and implemented pension reforms should be seen in the context of the ongoing convergence to the levels observed in the rest of EU.
The intermediate group of countries

The intermediate countries (Germany, Italy, Luxembourg, Hungary, Austria, Poland, Portugal and Finland) consist of Member States with very different characteristics but three distinct categories can be distinguished:
· Belgium, Germany, Austria and Finland are countries with a significant cost of ageing and where measures might be needed to curb these costs, but which currently have relatively strong budgetary positions. For these countries, reforms to address the rising cost of ageing are a priority and these can be undertaken without waiting for the end of the financial crisis, insofar as the reforms do not adversely affect the recovery. This is also the case for Luxembourg which faces the highest increase in age-related expenditure of all EU countries, but which is included in the medium long-term risk category due to its low level of debt, high stock of assets and lower ageing costs at the beginning of the period as shown by its lower S1 indicator. 
· Poland and Portugal are countries that need to consolidate, though to different degrees, their public finances over the medium-term but for which the costs of ageing are relatively less of a concern, usually as a result of reforms made to their pension systems. It may be that the government accounts improve when the recovery comes, but where this is not the case budgetary consolidation will be necessary and should be undertaken as soon as the time is right in order to reduce risks to public finance sustainability. In Poland’s and Portugal’s cases, there is an added risk in relation to the sharp reduction in the benefit ratio.

· For Italy and Hungary neither the budgetary position nor the long term cost of ageing are particularly high. However the initial levels of debt give cause for concern. In both Italy and Hungary, rapid budgetary consolidation is required to ensure a steady reduction of the currently very high level of debt, although it will need to be undertaken at a time when it does not adversely affect the recovery from the economic and financial crisis. 

	

	Table I.4.2:
Main factors considered in reaching an overall assessment of the public finance sustainability risks
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scenario

Level of debt in 

2009

Change in the structural 

primary balance 2008 - 

2011

Tax ratio

Difference between 

the S1 and S2 

Benefit ratio 

BE 6.5 98 -2.0

-

0.4

BG 2.8 15 1.9 2.0

CZ 9.8 35 -0.3 2.1

DK -1.4 39 -4.7

-

0.4

DE 4.5 73 -2.2 0.9

EE 1.2 8 2.9 1.2

IE 14.8 65 -2.4 2.0

EL 20.3 113 -2.0 2.9

ES 15.3 55 -2.6 2.5

FR 7.1 77 -2.4 -0.2

IT 2.6 115 -0.1

-

-0.7

CY 12.5 56 -5.9 3.4

LV 9.0 35 -0.5 0.5

LT 10.4 30 0.8 1.7

LU 12.7 15 -3.0 7.1

HU -1.3 78 1.3 0.9

MT 6.4 67 0.7 1.9

NL 8.5 62 -2.9 1.8

AT 4.6 67 -1.6 1.0

-

PL 5.6 51 -1.2 0.4

-

PT 8.9 77 -3.5 0.4

-

RO 9.7 23 5.1 2.7

SI 12.2 34 -0.3 3.4

SK 8.5 37 0.7 1.8

FI 4.3 42 -5.0 1.3

SE 0.5 43 -2.8

-

1.2

-

UK 13.5 73 -4.0 0.1



	Note: A value preceded by a negative sign indicates that the corresponding factor tends to increase the risk to long-term sustainability.

Source: Commission services.

	


Countries facing the largest sustainability challenges

Countries with the most challenges (Belgium, the Czech Republic, France, Ireland, Greece, Spain, Cyprus, Latvia, Lithuania, Malta, Netherlands, Romania, Slovenia, Slovakia and United Kingdom) are generally characterised by a very significant rise in age-related expenditure over the long-term, underlining that measures aimed at curbing them will prove necessary. This is not, however, the case for Latvia, where age-related expenditure is forecast to be just 1.3 percentage points (p.p.) of GDP higher in 2060 compared with 2010. For Greece and Slovenia (as well as Luxembourg) the increase in these expenditures is over 10 p.p. of GDP. Conversely, Romania is characterised by very low levels of debt which stand at below 20% of GDP, while for Czech Republic, Latvia, Lithuania, Slovenia and Slovakia debt ratios stand at below 40%. At the other end of the spectrum, Greece has a government debt of over 100% of GDP, which is combined with one of the highest increases in age-related expenditure grouping the whole EU. Latvia, while characterised by very low debt levels, is forecast to have a very large increase in debt by 2010. For Belgium, the strong budgetary position in recent years is counterweighted by very high levels of debt ratio-to-GDP which is forecast to reach 100% by 2010. 

For most of the Member States in this group it will be necessary to address both the long-term costs of ageing through reforms to pension systems and the weakness of the budgetary positions. For some Member States the deficits may return to surplus when the recovery comes, but where this is not the case budgetary consolidation will be necessary and should be undertaken as soon as the time is right in order to reduce risks to public finance sustainability.

Conversely, the reforms to the pension and healthcare system which will not adversely affect the recovery of the Member States' economies should be approached with urgency (
). This is particularly the case for countries where age related expenditure is a significant source of unsustainability: Ireland, Greece, Spain, Cyprus, Malta, Netherlands, Romania and Slovenia. As not all pension and healthcare reforms are neutral with respect to the recovery, care should be taken to consider the effect of any changes undertaken. (
)
 TC "5.
Current domestic fiscal framework reforms across the EU" \f \l 2 5.1.
Introduction

The Maastricht Treaty and the Stability and Growth Pact (SGP) impose budgetary obligations on Member States. In order to ensure the respect of objectives, they also stress the importance of national rules and institutions for budgetary discipline. The report on the SGP reform endorsed by the European Council on 22 March 2005 says that national budgetary rules should be complementary to the Member States’ commitments under the Stability and Growth Pact. It also says that national institutions could play a more prominent role in budgetary surveillance to strengthen national ownership, enhance enforcement through national public opinion and complement the economic and policy analysis at EU level. This political orientation has been reiterated in subsequent Council conclusions and statements. 

In the context of the current crisis, the role national fiscal frameworks may play in sustaining budgetary retrenchment is gaining more importance in the fiscal policy debate. For instance, the last year's EFC report on fiscal exit strategy acknowledges that fiscal frameworks can provide suitable incentives and constraints for policy makers to commit to lasting fiscal consolidation and sustainable policies, and recommends to further work on this issue. In the same vein, in the October 2009 Council Conclusions, the Ecofin stated that important flanking policies to the fiscal exit will include strengthened national budgetary frameworks for underpinning consolidation strategies and support long‑term sustainability. In the same conclusions, the Council also recalled that this should be reflected in the SCPs to be transmitted by Member States to the Commission by the end of January 2010. 

Against this background, the Commission has been carrying out a number of analyses and research projects in the area of fiscal governance over the latest years. For instance, recent past issues of the PFR include several analytical chapters dealing with different aspects of domestic fiscal frameworks. Most of this research is based on information provided directly by Member States, and has notably led to the dissemination of a comprehensive database on domestic fiscal rules, independent institutions and medium term budgetary frameworks across EU countries, which is now available at the external DG Ecfin website.(
) The 2010 PFR also deals with these issues in the analysis included in Chapter 3 of Part II, which provides policy guidelines related to the appropriate and desirable institutional reforms more conducive to the strengthening of fiscal governance at national level. 

This chapter also focuses on fiscal governance but from a different perspective. Specifically, it takes stock of recent and envisaged reforms of domestic fiscal frameworks that have been included by Member States in the last round of the SCPs, and presents and discusses the main features of these announced measures. In line with previous analyses, domestic fiscal frameworks are defined as the set of elements that form national fiscal governance, i.e. the overall system of arrangements, procedures and institutions that underlies the planning and implementation of budgetary policies. The main elements of domestic fiscal frameworks are numerical fiscal rules, independent public institutions acting in the field of budgetary policies, medium‑term budgetary frameworks for multiannual fiscal planning (MTBFs) and budgetary procedures governing the preparation, approval and implementation of the budget. 

The chapter is structured as follows. Section 2 provides an overview of the informational content of the 2009‑2010 SCPs as regards the reform of national fiscal governance. For those countries that included this information in their updates, Section 3 describes more in detail these measures according to the elements of domestic fiscal framework (i.e. rules, institutions, MTBFs and budgetary procedures). Section 4 focus on the link between the recommendations included in the Council Opinions and the policy initiatives announced in the SCPs. Finally, Section 5 summarises the main conclusions of this analysis. 

5.2.
Overview of the information contained in the 2009‑2010 SCPs 

A majority of Member States included in their 2009‑2010 SCPs information related to the reform of national fiscal frameworks.(
) Specifically, 21 countries have already implemented and/or envisage to implement changes in their respective systems of fiscal governance, which can only be considered a positive feature of the last round of SCPs (see graph I.5.1).(
) As for those countries that do not foresee any substantial reform of the fiscal framework in the coming years, most of them declare to stick to the prevailing fiscal framework to redress the current fiscal imbalances (e.g. BE, DK and ES) while others announce future reform or strengthening measures but no details are provided (e.g. LU, MT and FI). 

	Graph I.5.1:
Information on national fiscal frameworks included in the 2009‑2010 updates of the SCPs
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	Source: Commission services, 2009‑2010 updated SCPs.


However, both the level of detail of this information and the stage of implementation or the degree of advancement of reform plans vary widely across countries (see graph I.5.2 below). Thus, only 10 Member States included detailed information in terms of concrete measures and calendars. While the updates of DE, EE, IT, HU, NL, AT, PL SI, SE and UK contain exhaustive information about ongoing and future reforms, the programmes of  BG, CZ, IE, EL, FR, CY, LV, LT, PT, RO, and SK only provide scant and generic information.  

	Graph I.5.2:
Detailed information on reform plans included in the 2009‑2010 updates of the SCPs
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Arguably, the level of detail provided in the SCPs is somewhat related to the degree of implementation. Indeed, among the 10 Member States giving comprehensive information only one of them (NL) reports the introduction of reform measures from 2011 onwards, while all the remaining countries have already put into operation (at least partially) the announced policy initiatives between 2009 and the 1st quarter of 2010. By contrast, most of Member States reporting a limited amount of information announce the introduction of their reform actions only from 2010 or 2011 onwards. 

5.3.
Type of measures according to the main elements of domestic frameworks

As said in the previous section, 21 Member States report recent and/or future changes to their national fiscal frameworks. These measures address the reform of different elements of these frameworks, namely rules, independent institutions, MTBFs and budgetary procedures.

According to this classification, changes to the existing budgetary procedures are the most frequent policy initiatives and are foreseen by 19 Member States. These are closely followed by the reform and/or introduction of numerical fiscal rules in 13 EU countries.(
) Finally, reforms to MTBFs and institutions rank more distantly with 10 and 3 Member States envisaging changes, respectively (see graph I.5.3 below).

	Graph I.5.3:
Type of reforms according to the main elements of domestic fiscal frameworks
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Table I.5.1 provides a general overview of the measures considered by Member States in their respective Stability and Convergence Programmes. These policy actions are classified both according to the elements of the fiscal framework and by country.

Subject to the comprehensiveness of the information submitted by Member States, the next sub‑sections describe more in detail these reform measures for each building block of domestic frameworks.   

5.3.1.
Reforms of numerical fiscal rules

Measures addressing reforms in the field of fiscal rules are primarily implemented through the establishment of 19 new rules constraining the conduct of fiscal policy, whereas only 2 of the prevailing rules are expected to be reformed (see graph I.5.4 below) (
). 

	Graph I.5.4:
Reformed and new fiscal rules
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	Source: Commission services, 2009‑2010 updated SCPs.


The degree of implementation of these reforms diverges across Member States. For instance, DE and HU have already introduced, respectively, a budget balance rule on a cyclically‑adjusted basis for the Federal government and the Länders; and a debt rule defined in real terms for the central government. In both cases, not only the target definition and the coverage of the rules are known but also their monitoring mechanisms. By contrast, FR announces its intention of establishing a new budget balance rule on a multiannual basis for the whole of the general government sector. A working group, analyzing and assessing various forms of rules, has been established in order to adopt this new rule over the next years. This working group is expected to provide its report by next summer. Similarly to FR, SK announces the introduction of expenditure limits and a debt brake with a strong legal basis but no further information on these policy initiatives is contained in the update. Finally, other countries such as EL also envisage the introduction of fiscal rules in the short‑term but neither details nor calendars are provided.

By type of rule, 8 out of the 19 new numerical fiscal rules are expenditure rules, whereas new budget balance and debt rules amount to 6 and 5, respectively. No new revenue rule obliging the government to allocate higher‑than‑expected revenues to debt reduction is announced (see Graph I.5.4 below).

Finally, two countries, PL and EE, plan to reform their existing fiscal rules. In the case of PL, the reform of the existing debt rule for the general government through more stringent corrective mechanisms is accompanied by the establishment of 4 new rules according to the update: a budget balance rule and a debt rule both for local governments to be implemented in 2011 and 2014 respectively, and two expenditure rules constraining non‑mandatory expenditure.(
)

5.3.2.
Reforms of medium‑term budgetary frameworks (MTBFs)

In 2008, a large majority of Member States declared to have in place a domestic MTBF for fiscal planning, and only EL, CY, LU, HU and PT reported not to have such fiscal arrangement in their respective fiscal governance systems.

According to the information provided in the 2009‑2010 SCPs, 10 Member States report changes to their national MTBFs. Specifically, in 4 Member States the existing MTBF is being reformed while in the remaining 6 countries a new framework is announced (see Graph I.5.5 below). 

In 3 cases (AT, RO and UK), newly introduced MTBFs replace the existing frameworks. In the case of HU, by contrast, a new MTBF has been set for the first time in the form of a fiscal responsibility law introducing medium‑term fiscal plans covering at least three years. This is also the case for CY and PT, which did not have such fiscal arrangement in place and now announce its implementation. By contrast, neither EL nor LU envisage the establishment of a domestic MTBF. 

As a result, the total number of domestic frameworks is expected to increase from 22 in 2008 to 25 at present.

	Graph I.5.5:
Reformed and new MTBFs according to the SCPs
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Finally, the 4 reforms of the existing frameworks (IT, PL, SK and SE) mainly consist of the reinforcement of the binding nature of fiscal targets and the extension of the period covered by the framework. The latter applies particularly to SE, which has recently set a legally binding three‑year period for the existing framework.

5.3.3.
Reforms related to independent public institutions

The resort to independent public institutions acting in the field of fiscal policy is by far the less popular policy option to reform national fiscal governance. Thus, only 3 new independent bodies have been (or will be) set up compared to the situation prevailing in 2008, when the number of these institutions in the EU amounted to 27. Besides, no reforms of the existing institutions in 2008 are announced in the 2009‑2010 SCPs. 

The newly introduced independent bodies have been established in HU and SI. In HU, the new body has been entrusted with the mandate of assuring the transparency of fiscal planning and is supported by a secretariat. In turn, the new institution in SI acts as a consultative body for the assessment of fiscal policy and budgetary developments as well as structural reforms (see the country specific annex for further information). Finally, the recently approved Fiscal Responsibility Law in RO will entail the establishment of a new independent institution. 

Overall, these 3 new institutions help rebalance to some extent the earlier uneven distribution of these bodies across the EU. In 2008, the 27 existing institutions were spread across 17 EU countries, of which 13 belonged to the former EU15. At that time, SI was one of the four new Member States having already introduced an independent body (i.e. the IMAD, which notably provides independent forecasts for the budget preparation).         

5.3.4.
Changes to domestic budgetary procedures

Changes to domestic budgetary procedures account for the largest number of measures addressing the reform of national fiscal governance, particularly at the planning stage.(
) According to the 2009‑2010 SCPs, 19 Member States have already implemented, or will do it in the next future, policy measures targeting the upgrading of the current budget process.

However, only a limited number of countries report having designed and/or implemented measures strengthening the centralisation of the budget process or the introduction of top‑down budgeting (see graph I.5.6). These are the two elements of domestic budgetary procedures most conducive to fiscal discipline as they act to address the common‑pool problem. Finally, the other reported measures aim mainly at performance and programme budgeting and, to a lesser extent, the reinforcement of monitoring mechanisms and the improvement of reporting procedures to increase transparency.

	Graph I.5.6:
Reforms of budgetary procedures in the SCPs
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5.4.
The assessment of the domestic fiscal frameworks reforms

This section summarises key features of the assessment on the domestic fiscal frameworks reforms. It does so, first, by comparing policy invitations in the Council Opinions (COs) made on the two last rounds of SCPs. It then compares the reforms reported in the 2009‑2010 SCPs with the policy invitations issued by the Council on the previous round of SCPs. Finally, it briefly comments the Commission services' Macro Fiscal Assessments. 

5.4.1.
Last year’s COs and the current COs on the 2009‑2010 SCPs

This sub‑section looks at the nature of the policy invitations issued by the Council on the last two rounds of SCPs. Graph I.5.7 shows how the policy invitation issued last year, on the 2008‑09 SCPs, were distributed by type of measure. Overall, the graph shows that over 25% of the invitations concerned weaknesses in domestic budgetary procedures. These policy invitations mainly referred to concerns about the transparency, the performance and programme budgeting and the level of centralisation of the budgetary process. 20% of the invitations concerned multi-annual planning while 22% of the invitations related to issues of expenditure control and/or expenditure limits. Grouping together the invitations concerning expenditure with those on the implementation of rules and binding targets and those on the reinforcement of monitoring and/or enforcement mechanisms, shows that 45% of the advice given was directly concerned with fiscal discipline.

Graph I.5.8 shows the distribution of policy invitations issued on the current round of SCPs, by type of measure. Compared with the previous year, there is a significant increase in the share of invitations concerning a reinforcement of the monitoring or enforcement mechanisms (from 9% to 17%) and the coordination across government tiers (from 4% to 10%). There is a countervailing decrease in the share of recommendations requesting a strengthening of budgetary procedures and those concerning multiannual planning. However, in absolute terms, the number of invitations falling in these two categories remained roughly the same between last year and this.   

	Graph I.5.7:
Council policy invitations on last year’s SCPs by type of measure  (as a % of total measures)
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The group of measures addressing fiscal discipline more directly, i.e. the invitations on rules, monitoring and enforcement procedures and the overseeing of public spending developments, increased further. In this year's round, 55% of the advice given covered these issues, compared with 45% last year.

	Graph I.5.8:
Council policy invitations on this year’s SCPs by type of measure (as a % of total measures)
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5.4.2.
Last year’s COs and policy initiatives contained in this year’s SCPs

A relevant question when analysing and assessing the reform measures included in the 2009‑2010 SCPs is to what extent they follow the policy invitations issued by the Council in last year’s COs.

Last year, 19 Member States received a policy invitation relating to the reform of fiscal frameworks.(
) Of these, 7 Member States included measures in the 2009‑2010 SCPs which follow (at least partly) their policy invitations, while the initiatives of the remaining 12 Member State are not in line with the recommendations. 

In conclusion, in spite of the significant number of invitations addressing the reform of domestic fiscal frameworks, the fulfilment of the policy invitations included in the previous round of Council Opinions is rather limited.

5.4.3.
The 2009‑2010 SCPs and the Commission’s assessments

Finally, an additional interesting exercise consist of looking at the Macro Financial Assessment of the last round of SCPs to see how the Commission has evaluated the reforms announced in the updates.(
) 

The assessment is somewhat negative (or mixed in same cases) with respect the measures included in the SCPs of 10 Member States. For instance, the assessment of the recent initiatives in BG points to likely counterproductive effects in terms of transparency. While in the case of BE, ES and MT the update does not foresees major reforms, the assessment underlies the need for further improvements in their national fiscal frameworks. As for CZ, EI, EL, FR, LV and UK the assessment considers that progress has been made recently. However, in all these countries there is significant room for additional improvements and the assessment puts forward some policy proposals to strengthen the current framework. 

Although there is still margin for further progress to effectively strengthen fiscal governance, the Commission concludes that important improvements have been achieved (or can be achieved if the envisaged measures are implemented) in 10 Members States (i.e. DE, EE, IT, HU, AT, LT, PL, RO, SI, and SK). 

Finally, no significant weaknesses are identified in the case of DK, LU, NL, FI and SE.   

5.5.
Main conclusions

Following the 2009 Council Conclusions, a majority of Member States have included in their respective SCPs information related to the reform of domestic fiscal frameworks. Specifically, 21 EU countries report recent and/or future changes to be implemented in the next years. However, detailed information on the scope of these measures and/or an implementation calendar is only provided in 10 cases. 

 By type of measure, changes to the existing budgetary procedures are the most frequent policy initiatives and are foreseen by 19 Member States. As for reforms related to numerical fiscal rules, they are envisaged in 13 SCPs, and the amendment of MTBFs or the introduction of new frameworks is reported by 10 countries. Finally, policy initiatives in relation to independent institutions are limited to 3 Member States.

Most of the measures targeting the upgrading of the existing budgetary procedures are related to transparency issues, programme and performance budgeting and monitoring mechanisms. By contrast, those elements of the budget process most conducive to fiscal discipline (i.e. the centralisation of the budget process and the use of top‑down budgeting) are hardly addressed.

The announced reforms of fiscal rules are for the most part based on the introduction of 19 new rules, while only 2 countries announce the reform of existing rules. 8 of these new rules establish constraints on expenditure developments while new budget balance and debt rules amount to 6 and 5, respectively. No new revenue rules are foreseen.

Changes to MTBFs consist of both the reform of the existing frameworks and the introduction of new ones (4 and 6 Member States respectively). Three countries not having in place a MTBF in 2008 announce now the introduction of a new framework. Overall, the total number of MTBFs currently amounts to 25.

The resort to independent fiscal institutions is by far the less frequent policy initiative according to the updates. In only 3 Member States the introduction of such bodies acting in the field of fiscal policy is announced.

Similarly to the previous round of the Stability and Convergence Programmes, the draft Council Opinions on the 2009‑2010 SCPs continue to show a majority of policy invitations targeting the improvement of the prevailing budgetary procedures. However, there has been now a significant increase in recommendations requesting a reinforcement of monitoring and enforcement mechanisms of fiscal targets. In addition, the sum of those policy invitations more directly linked to fiscal discipline (i.e. rules, monitoring and enforcement procedures and the overseeing of spending developments) represents by far the main area of this year’s policy invitations. 

In spite of the significant number of recent or announced reforms of domestic fiscal frameworks, compliance in relation to the last year's policy invitations is rather limited. Only in 7 cases the measures contained in the 2009‑2010 SCPs follow (at least partly) last year’s policy invitations. 

To conclude, the Macro Financial Assessments of the programmes are somewhat mixed with respect the measures included in the SCPs of 10 Member States. By contrast, the evaluation of the recently implemented or envisaged measures is rather positive in other 10 EU countries. However, the Commission considers that supplementary policy initiatives would be needed with a view to effectively strengthening fiscal governance. Finally, only in 5 countries, the existing frameworks do not seem to present major weaknesses. The assessments for CY and PT were not yet ready at the time this analysis was conducted. 

 TC "Part II:
Evolving budgetary surveillance" \f \l 1 
 TC "Summary" \f \l 2 Budgetary surveillance is a key factor in improving the management of the public finances. At a time with increased debt and deficits, and larger than usual uncertainty about the short and medium term evolution of the underlying macroeconomic fundamentals, the structure within which fiscal policy is set will be key in guiding policy making. Addressing the upcoming challenges successfully will require strong fiscal frameworks at both EU and national level.

At an EU level, the implementation of budgetary surveillance was deeply affected from the start of the crisis, due to the need to support aggregate demand around Europe through fiscal policy, as monetary policy reached its lower bound. The European rules-based fiscal framework, which requires Member States to avoid excessive deficits and to achieve their medium-term budgetary objectives (MTOs), was not conceived to cater for such extraordinary circumstances. However, the Stability and Growth Pact, following the changes of the 2005 reform has proved flexible enough to accommodate a coordinated budgetary stimulus via the European Economic Recovery Plan (EERP), while anchoring Member States' medium-term policies by requiring commitment to timely budgetary consolidation beyond reversing the budgetary stimulus.  

Section II.1 discusses how the Stability and Growth Pact was implemented through the crisis and what it means for the exit strategies which are beginning to be implemented. Taking account of the principles agreed for fiscal exit by the ECOFIN Council in October 2009, country-specific circumstances are key to its implementation. For countries under the Excessive Deficits Procedure (EDP), the fiscal effort required and the timeline over which it is to be implemented have been modulated in light of the overall fiscal situation, including primarily deficit and debt levels but also other indicators of fiscal and macro-financial risk. There has been closer attention paid to long-term sustainability issues and the quality of the national fiscal frameworks, which provide the structure within which fiscal policy is implemented, through the issuance of specific recommendations on these issues. 

Applying the EDP under the circumstances of a financial crisis with large capital injections and support measures for the financial sector requires consistent measurement of the cost of these measures. Section II.2 reviews the 15 July 2009 Eurostat decision, which set out accounting guidelines for public interventions carried out in the context of the financial crisis. The need for elaborating on the applicable accounting rules became evident, as measures taken by Member States in support of the financial sector often involved innovative and complex financial transactions, the statistical treatment of which could not have been fully foreseen by the ESA95 rules. Section II.2 devotes particular attention to two special cases, the recording of which can be particularly intricate. These are the liquidity schemes and the majority privately-owned special purpose entities. 

Both the principles of the EU fiscal framework and the experience with past consolidations confirm the importance of strong national fiscal frameworks for achieving the maintaining sound public finances. Section II.3 looks into the components of fiscal frameworks in more detail in order to draw conclusions about desirable reforms against the unprecedented challenge of fiscal consolidation stemming from the crisis.

Domestic fiscal frameworks comprise the arrangements, procedures and institutions governing the planning and implementation of budgetary policies.  Their main components are numerical fiscal rules, independent fiscal institutions and budgetary procedures including medium-term budgetary frameworks for multi-annual budgetary planning. The exact combination of these that will ensure optimal policy will differ on a country by country basis, but expenditure rules and an emphasis on mechanisms to enforce medium term plans effectively appear to be key to successfully managing fiscal policy. What is clear, is that the interaction of the various facets of domestic fiscal frameworks is of central importance and all the elements that comprise and influence them should be considered together in a holistic way when changes are implemented. In parallel, in order for the fiscal framework to function effectively, statistical reporting, accounting and monitoring issues must function up to minimum standards; the strengthening of these fundamentals must take place before the fiscal framework becomes more constraining. Finally, despite the importance of domestic frameworks and the need to adjust and strengthen them to aid the consolidation process, they are not a panacea and cannot be a substitute for political commitment to fiscal discipline. 

Within the European framework, budgetary targets should reflect the medium-term objectives (MTOs) of the SGP. These set out the position that each Member State should aim to reach in order to ensure medium and long term sustainability while maintaining an adequate safety margin with regard to the 3% deficit limit and allowing room for budgetary manoeuvre. The 2005 reform of the SGP explicitly recognised the need for the MTOs to take into account implicit liabilities related to ageing, but left the modalities of its implementation to be defined. Section II.4 presents the principles that have been recently agreed for incorporating the budgetary cost of ageing in the MTOS while also giving appropriate weight to the initial level of debt.

The final two sections of Part II look at the measurement of the underlying fiscal stance in more detail. The ability to adequately assess the underlying budgetary position is important to both EU surveillance and overall policy setting. The experience of the crisis has highlighted some of the weaknesses of the methodologies used; in particular additional revenues received during the boom were in many cases considered to be structural improvements in the underlying position rather than temporary additions due to exceptional conditions.

Despite persisting problems, in recent years there have been important developments in the measurement of the cyclically adjusted budget balance (CAB). Section II.2 discusses these developments within the context of the work undertaken at the European Commission with Member States, through the Output Gap Working Group and the Economic Policy Committee. A first aspect is the improvement in the measurement of potential output. The current production function approach can only yield accurate estimates after a considerable lag, leading to frequent revisions in the estimates. By including real-time capacity utilisation data in the estimation of the output gap, it is possible to improve the accuracy and reduce ex post revisions. Another problem is posed by variations in tax elasticities. The assumption of constant tax elasticities relative to the tax bases may have contributed to EU governments overestimating their underlying or structural tax revenues. In turn, these overestimations of revenues supported either tax cuts or increases in spending that proved unsustainable in retrospect. By using data collected at a national level on the discretionary changes made to tax categories, it is possible to improve our understanding of how net tax elasticities vary and to analyse EU governments' discretionary fiscal policy choices in the run-up to the 2008/2009 crisis.
The methodology used to estimate the CAB also implicitly assumes that all tax bases are linked to output. However, recent experience highlights the importance of deviations of domestic demand from output for tax revenues. This can be particularly important in booms involving buoyant domestic demand and widening current account deficits. Section II.6 presents a complementary indicator, the cyclically and absorption adjusted budget balance (CAAB), which considers deviations in absorption, as well as output, from its 'potential' level. This 'potential' corresponds to the level of absorption when the country's current account balance is in line with fundamentals. 
Overall, the CAB and the CAAB move in parallel. However, in countries with large deficits or surpluses in the current account, there can be substantial divergences between the two measures. This is evident in looking at the pre-crisis period. The CAAB of Member States with large current account deficits was in many cases more than 1 percentage point (and up to more than 3 percentage points for Bulgaria) lower than the CAB. Use of the absorption adjusted measure for the budget balance during the boom could have helped prevent the loosening of fiscal policy, which then resulted in the need for greater consolidation once the deficits deteriorated with the onset of the crisis. Conversely, in countries with large current account surpluses, the CAAB was considerably higher than the CAB (up to 1 percentage point for Germany and the Netherlands and more for Sweden). 

 TC "1.
Implementation of the Stability and Growth Pact throughout the crisis" \f \l 2 The unprecedented economic and budgetary developments profoundly affected the implementation of fiscal surveillance in the EU. Since the first signals that economic and financial crisis started in the late summer of 2007 would have had significant implications for the European economies, some commentators rose doubts about the opportunity to continue applying the rule-based fiscal framework, which they considered an obstacle to the adoption of a fiscal policy aimed a macroeconomic stabilisation. However, the flexibility introduced by the 2005 reform has allowed pursuing an expansionary fiscal policy at the EU and euro area level, without suspending the fiscal policy framework enshrined in the Treaty.(
) 
Despite some difficulties, the implementation of the Stability and Growth Pact (SGP) not only continues playing a key role in anchoring expectations of sustainability, but has also provided a highly useful framework for co-ordination during a crisis that has exposed the need for a enhanced co-operation at European and global level. It has been recognised as particularly important to guide the exit phase from the extraordinary fiscal measures adopted in response to the crisis. Confirming the Conclusions of the October’s Council of finance ministers (Ecofin), in December 2009, the European Council emphasised that “the fiscal exit strategy will be implemented within the framework of the SGP, which remains the cornerstone of the EU's budgetary framework” (See Box II.1.1). 
While the rules and principles of the SGP are relevant and valid, the existing mechanisms have failed to induce countries to build up adequate buffers in good times. To the end of improving economic governance in the EU, the Commission has adopted on 12 May 2010 a Communication on 'Reinforcing economic policy coordination (See Box II.1.3).

1.1.
Fiscal expansion over 2009-2010, conditional on fiscal space

Based on the requirements for Member States to avoid excessive deficits as well as to achieve and maintain their medium-term budgetary objectives (MTO), the EU fiscal framework was conceived to be implemented in a context significantly different from the exceptional ones unleashed by the current crisis. Its raison d’être is to secure fiscal discipline and the sustainability of public finances that are necessary to maintaining an economic environment in which monetary policy can effectively purse price stability. However, the financial nature of this crisis weakened the traditional monetary transmission mechanism and the zero rate interest bound came in sight. In the distinctive context of unusually large output gaps and unusual reduction in the potency of monetary policy, fiscal policy has been called to supporting a plummeting aggregate demand.
The European Economic Recovery Plan (EERP), launched by the Commission in November 2008 and confirmed by the European Council in December 2008, envisaged a co-ordinated budgetary stimulus.(
) The EERP noted that Member States should take advantage of the framework offered by the SGP and anchored to it the counter-cyclical macro-economic response, specifying that Member States should commit to reverse the budgetary deterioration and return to the aims set out in the medium term objectives. The EERP also indicated that, to maximise its impact, the budgetary stimulus should take account of the different room for fiscal manoeuvre of each Member State. For Member States facing significant external and internal imbalances, budgetary policy should essentially aim at correcting such imbalances.

For some Member States outside the euro area, the reversals of international capital flows and the ensuing financing difficulties made soon evident the need for urgent fiscal correction. In particular, Hungary, Latvia and Romania have undertaken adjustment programs supported by financial assistance for their balances of payment from the EU, the IMF and other bilateral and multilateral sources (See Box II.1.2). 

	

	

	 TC "II.1.1.
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1.2.
The SGP and the fiscal exit stategy
In October 2009, the Ecofin Council agreed on principles for the fiscal exit strategies making explicit that the exit strategy should be coordinated across countries in a framework of a consistent implementation of the SGP (See Box II.1.1). In particular, the differentiation of fiscal consolidation on the basis of the different countries’ situations is one of the key principles of fiscal exit strategy agreed by the Council. This point has also to be seen in relation to the expansionary fiscal policy that the EERP called to be implemented over 2009-2010: in some countries the structural fiscal balance will still be deteriorating in 2010, while, in view of the higher fiscal risks, other Member States, even if not subject to EDP, should be already consolidating. By ensuring a horizontal consistency across countries that does not imply equalisation of the effort required but, instead, an effort coherent with the fiscal and macrofinancial situation, the implementation of the SGP allows for a coordination of fiscal policy through the exit from the crisis, which, in turn is aimed at balancing stabilisation and sustainability concerns. 

Based on a macroeconomic scenario in the Commission forecasts that expects real GDP growth returning positive while the fiscal stimulus is gradually withdrawn, all Council recommendations for the correction of the excessive deficit, as well as the Council invitations in the Opinions on the 2009-2010 Stability and Convergence Programmes, envisage fiscal consolidation to start in 2011 at the latest. To the extent that the recorded output losses reflect supply shocks and adjustment needs (commodity prices, risk premia increases, overinvestment, construction capacity, etc.), it is illusory and counterproductive to try to use fiscal policy to stabilise output at a pre-crisis level, as this would bring the economy further away from its adjustment path and endanger fiscal sustainability. 

As indicated by the Council, in most Member States the pace of fiscal consolidation goes well beyond the benchmark of 0.5 of a percentage point of GDP per annum. In fact, the structural deterioration in deficit and debt position induced by the crisis has been such that a recovery in the economy and a withdrawal of the stimulus measures adopted in line with the EERP will be in most cases insufficient to put public finances back on a sustainable path (see illustrative projections for the government debt-to-GDP in Section III.2).

The Council recalled that the intensification of structural reforms is desirable to foster potential output growth, which would contribute to a reduction of the debt-to-GDP ratio. As indicated above, where they could have a more direct impact on public finances, the Council has addressed to some countries recommendations and invitations to implement structural reforms, particularly with regard to the social security system. Different reforms aimed at enhancing productivity also feature as invitations in the Council Opinions on the SCPs. Last but not least, strong national fiscal rules and institutions are essential for implementing the fiscal strategy with the best mix of enhancing sustainability, strengthening the supply side of the economy and minimising the output loss. Anchoring the consolidation in medium-term budgetary frameworks with strong expenditure control enhances credibility, which may positively affect demand and reduce the risk of high spreads and market turbulence. Accordingly, the Council included the strengthening of fiscal frameworks among the agreed flanking policy to exit. 
1.3.
Ongoing implementation of the fiscal exit strategy through the EDP recommendations

As a result of the budgetary impact of the crisis, as well as of the adoption of fiscal stimulus measures, a majority of Member States recorded a deficit above the 3% of GDP reference value in the Treaty in 2009, with several countries breaching the threshold already in 2008. Ensuing from a severe economic downturn, the excess of the deficit over the 3% of GDP can be considered as exceptional. However, excessive deficit procedures had to be opened to recommend a fiscal adjustment, as the deficits did not remain close to the reference value, and the excess over the reference value could be expected not to be temporary.(
) In December 2009, the number of countries subject to excessive deficit procedure (EDP) reached twenty. On the basis of the 2009 deficit outturns and the 2010 planned deficit notified in April 2010, Reports under Article 126(3) will have to be prepared/have been prepared for other five Member States.  

According to the SGP, where special circumstances exist, the Member State may be allowed to correct its excessive deficit in a medium-term framework, rather than in the year following its identification. This provision has permitted granting relatively long deadlines for the correction of the excessive deficit, allowing implementing corrective action in time frames consistent with the recovery of the economy, except for cases of immediate sustainability risks. Furthermore, differently from past practice, in the recommendations for the correction of the excessive deficit the fiscal effort that the concerned Member State should ensure over the programme period has been specified in terms of an annual average, thus leaving some room for adjusting the degree of frontloading/backloading of the adjustment path. This is also in line with recommendations paying attention to the quality and the sustainability of the consolidation rather than only the achievement of a nominal or structural benchmark for the deficit. The lack of a firm annual benchmark should not be taken to mean that countries can backload all the adjustment to the outer years of the correction, particularly as the year when the consolidation should start is specified. (
) 

	

	Table II.1.1:
Recommendations under the Excessive Deficit Procedure
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(1) Council Decision under articles 126(9) and 136 adopted on 10 May 2010. 
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The flexibility introduced by the reform in 2005 has notably permitted extending some of the originally deadlines recommended when the economic downturn turned out even more pronounced than initially expected. Namely, all the deadlines for the correction of excessive deficit set in spring 2009 (for Greece, Ireland, France, Spain and the United Kingdom (
)) were revised following the assessment of effective action (inadequate action in the case of Greece), as the impact of the deeper-than-expected contraction on the government accounts qualified as an “unexpected economic event with major unfavourable consequences for government finances”.  Deadlines for Malta and Lithuania, set in July 2009 were also revised in February 2010. Instead, there was no reason to change the deadline for correction recommended, also in July 2009, to Poland and Latvia. The target years for correction were normally postponed by one year, except for Greece and Hungary, which were granted an extension by two years. In the case of Greece, the postponement was consistent with a stepping up of the excessive deficit procedure. For Hungary, it concerned the revision of a Council recommendation issued back in 2006, which targeted a correction of the excessive deficit by 2009. 

Table II.1.1 highlights some key features of the ongoing EDPs. In particular, it shows that the different deadlines recommended do not aim at ensuring an identical annual fiscal effort across Member States. Quite the opposite, in line with the principle agreed by the Council that specificities of country situation should be taken into account, the recommended fiscal effort vary significantly, reflecting the starting budgetary position and, to some extent, the very different degree of fiscal and macroeconomic vulnerabilities. 

Table II.1.1 also shows that some Member States have received recommendations to strengthen the fiscal framework and/or implement reforms with a direct bearing on fiscal sustainability, such as pension reform. In particular, with regard fiscal frameworks, the consolidation experiences in the run-up to EMU and over the past decade have shown that countries with strong medium-term budgetary frameworks and expenditure rules managed to meet budgetary plans and sustain consolidation efforts. (
) Accordingly, where frameworks are currently less performing, their strengthening is recommended to support the implementation of the sheer fiscal adjustment needed over the relatively long period envisaged for the correction. Recommendations addressing long-term sustainability normally require the implementation of reforms capable of curbing age-related expenditure growth for those countries having a poor performance according to the sustainability gap indicator, specifically its cost of ageing component (see Section I.4). These reforms ensure a reduction in the size of the further adjustment needed to put public finances on a sound footing beyond the correction of the excessive deficit and have a positive effect on potential growth.

The case of recommendations going beyond the simple specification of a deadline for correction of the excessive deficit and related fiscal effort sees its farthest application in the case of Greece, for which for first time the budgetary and economic surveillance instruments foreseen in the Treaty have been used simultaneously and in an integrated way. On recommendation by the Commission, (
) on 12 February 2010,  the Council (i) stepped up the excessive deficit procedure for Greece by adopting a decision under Articles 126(9) and (ii) issued a recommendation under Article 121(4) to Greece with a view to bringing its economic policies into line with the EU's Broad Economic Policy Guidelines (BEPGs). The Council called on Greece to implement specific consolidation measures and adopt a comprehensive structural reform package to increase the competitiveness of the economy by indicated deadlines.(
) All these elements were further developed and specified in the Council decision under Articles 126(9) and 136 (
) addressed on 10 May 2010 to Greece with a view to reinforcing and deepening fiscal surveillance and giving notice to take measures for the deficit reduction judged necessary to remedy the situation of excessive deficit. (
)  The Decision sets nominal targets for the government deficit over 2010-2014 and specifies in detail the measures, including structural reforms, to adopt in 2010 and 2011. The stability support provided to Greece (See Box I.2.2) is conditional on Greece respecting this Decision.  
As the sovereign debt crisis risked spreading across other euro-area economies, the Council of 9 and 10 May also decided on the establishment of a European Stabilisation Mechanism (See Box II.1.2). In the same meeting, the Council agreed that plans for fiscal consolidation and structural reforms would be accelerated, where warranted, and welcomed the commitment of Portugal and Spain to take significant additional consolidation measures in 2010 and 2011.

On 12 May the Commission issued a Communication on 'Reinforcing economic policy coordination. It suggests reinforcing fiscal surveillance and recognises the need to expand economic surveillance and deepen the analysis beyond the budgetary dimension to address other macroeconomic imbalances (See Box II.1.4).
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Establishing a European stabilisation mechanism" \fbox \l 5 [image: image55.emf]  Box II.1.2:  Establishing a European stabilisation mechanism As the risk of contagion of the sovereign debt crisis spread towards vulnerable euro - area Member States, the  Council and the Member States decided on 10 May 2010 on a comprehensive package of meas ures to  preserve financial stability in Europe, including a European Financial Stabilisation Mechanism (EFSM) and  a European Financial Stability Facility (EFSF), able together to provide support for a total volume of up to  EUR 500 billion.    The EFSM is bas ed on Art. 122.2 of the Treaty, which foresees that Union financial assistance may be  granted to Member States threatened by severe difficulties caused by exceptional occurrences beyond their  control. This instrument allows the Commission to borrow in fina ncial markets up to about EUR 60 billion  on behalf of the Union under an implicit EU budget guarantee. The Commission then on - lends the proceeds  to the beneficiary Member State. This lending arrangement implies that there is no debt - servicing cost for  the  Community: all interest and loan principal is repaid by the beneficiary Member State via the  Commission. The EU budget guarantees the repayment of the bonds in case of default by the borrower. The  mechanism, which is open to all EU countries, will operate  without prejudice to the existing facility  providing medium term financial assistance for non euro area Member States' balance of payments (see Box  II.1. 3 ) .     Euro area Member States stand ready to complement the resources of the EFSM through the EFSF, up t o a  volume of EUR 440 billion. The EFSF takes the form of a Special Purpose Vehicle that will (if and where  needed) issue bonds on the markets with the pro rata guarantee of euro area Member States, in accordance  with their share in the paid - up capital of  the European Central Bank. The EFSF then on - lends the proceeds  to the beneficiary Member States.    The  activation  of these mechanisms is subject  to strong  policy  conditionality,  i.e. in order to receive the  instalments of assistance the concerned Member Sta te has to implement a wide ranging set of policy  measures designed to restore its fiscal viability and competitiveness.  The IMF will participate in financing  arrangements and is expected to provide at least half as much as the EU contribution through its u sual  facilities ,   jointly  with the European programmes.  



	

	


	

	

	 TC "II.1.3.
Balance-of-payments assistance and policy conditionality" \fbox \l 5 [image: image56.emf]  Box II.1.3:  Balance - of - payments assistance and policy conditionality The Community can provide balance - of - payments support to non - euro area Member States  through its medium - term financial assistance facility under Article 119 of the Treaty. The  assistance   (

1

) aims to overcome short - term liquidity constraints while, through policy  conditionality, supporting the correction of underlying macroeconomic and financial imbalances.  The funds for the loans under the Facility are raised by the Commission (on behalf o f the  Community) on financial markets, and are on - lent to the recipient country at the same conditions  (i.e., the borrowing country benefits from the AAA credit rating of the Community).     In order to be able to respond effectively to the crisis environmen t , the ceiling for the EU  balance - of - payments Facility was raised from €12 to €25 billion in late 2008 and further to €50  billion on 5 May 2009. A total €14.6 billion has been committed under the Facility, following the  approval of loans to Hungary (€6.5 bi llion, Latvia (€3.1 billion) and Romania (€5 billion).   While the facility is in principle a free - standing instrument, in practice the Community financial  assistance is provided in the context of broader concerted financing packages, involving other  stakeho lders as appropriate (IMF, World Bank, other IFIs, bilaterals). This enhances the leverage  and effectiveness of the financial support.    Policy conditionality in the context of the EU balance - of - payments assistance focuses on the key  challenges that need to  be tackled to restore a sustainable external position; in the ongoing  programmes for Hungary, Latvia and Romania these have been fiscal policy, fiscal governance,  financial stability (including rescue packages and strengthening of supervision and regulati on)  and structural reforms. Policy conditionality is enshrined in a Memorandum of Understanding  agreed with the authorities.  The fiscal targets in the Memorandum reflect the Member States’  obligations under the SGP, particularly in terms of compliance with  EDP recommendations.  The  reforms of the budgetary framework and of the pension systems recommended under the EDP are  specified more in detail in the Memorandum of Understanding.   The Commission monitors  compliance with conditionality and decides on the release of subsequent instalments, following  consultation of the Economic and Financial Committee (EFC).   Up to April 2010, disbursements under the three ongoing programmes have amoun ted to  €10.7  billion (see Table 1).     

Table 1: Balance-of-payments assistance 

Hungary Latvia 

1/

Romania

Total assistance package



€20 bn €7.5 bn €20 bn

EU (Art. 119) €6.5 bn €3.1 bn €5 bn

IMF €12.5 bn €1.7 bn €12.95 bn

Other multilaterals  €1 bn €0.5 bn €2 bn

Bilaterals … €2.2 bn/1 …

p.m. Disbursements by the EU    2/ €5.5 bn €2.7 bn €2.5 bn

Notes: 1/ Contributions by Sweden, Denmark, Finland, Norway, the Czech Republic, Poland and Estonia.

            2/ Disbursements as of 15 April 2010.

Sources:  European Commission and IMF.
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)   The f acility is governed by Council Regulation (EC) No 332/2002 .  
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Reinforcing compliance with the Stability and Growth Pact and deeper fiscal policy coordination: The Commission Communication of 12 May 2010" \fbox \l 5 [image: image57.emf]  Box II.1.4:  Reinforcing compliance with the Stability and Growth Pact and deeper fiscal  policy coordination: The Commission Communication of 12 May 2010 The global economic crisis has challenged the current mechanisms of economic policy coordination in the   European Union and revealed their weaknesses.   The functioning of the Economic and Monetary Union has  been under particular stress,  as highlighted by the recent experiences with Greece in particular,  due to  insufficient coordination during the crisis and e arlier failure to comply with the underlying rules and  principles. The existing surveillance procedures have not been comprehensive enough.    To the end of improving economic governance in the EU  and remedying the said situation with measures  that should be  taken in the short term on the basis of the Treaty ,   the Commission has adopted  a  Communication on  12 May  2010, entitled 'Reinforcing economic policy coordination' .   (

1

)   That   Communication , apart from suggesting a strengthening  of compliance with  the Stabil ity and Growth Pact ,  also proposes to extend  surveillan ce to macro - economic imbalances in euro area Member States using a  scoreboard with key indicators and to set up  a crisis resolution mecha nism  for the same  countries .  Its main  messages and suggestions f or improving budgetary surveillance  under title III.1  regarding fiscal policy are  as follows:   The rules and principles of the Stability and Growth Pact are relevant and valid.   But, the Pact has failed to  induce countries to build up adequate buffers in goo d times. Reinforcing the preventive dimension of  budgetary surveillance must be an integral part of closer coordination of fiscal policy.   Also, compliance with  the rules needs to be improved and more focus needs to be given to  the  sustainability of public  finances.      The preparation and assessment of Stability and Convergence Programmes forms the core of the  preventive work under the Pact.   Its impact and effectiveness should be decisively strengthened by  increasing the ex - ante dimension of the process, and by  giving it teeth. The former is addressed below  through the introduction of a "European semester". The latter could be done, for example, by including  the possibility of imposing interest - bearing deposits when Member States make insufficient progress   towar ds their budgetary Medium  T erm   Objectives in good economic times.       National fiscal frameworks ,  i.e. the country - specific institutional policy setting s that shape  fiscal  policy - making at  the  national level , should  better reflect the priorities of EU budgeta ry surveillance.  To  give concrete meaning to the complementarity between the EU and national fiscal frameworks, the  obligation in Protocol Nr 12 TFEU for Member States to have in place budgetary procedures that  ensure compliance with their Treaty obligatio ns on budgetary discipline could be specified through  legally binding instruments. Such instruments would for instance require national frameworks to reflect  multi - annual budgeting procedures.      The Excessive Deficit Procedure (EDP) forms the cornerstone of  the corrective part of the Stability and  Growth Pact.   But, the corrective dimension embedded in the EDP comes into play too late to provide  the right incentives for Member States to tackle emerging fiscal imbalances. The functioning of the  EDP could be imp roved by speeding up the procedures, in particular with regard to countries in  repeated breach of the Pact.       More prominence should be given to public debt and sustainability ,  in v iew of mounting threats  deriving from  bank rescue packages and  ageing popula tions  in particular .   Recent events have  highlighted not only the vulnerability of Member States servicing a very large public debt burden, but  also the potentially negative cross - border repercussions. High indebtedness weighs on medium -  and  long - term growt h prospects and deprives governments of the ability to run credible counter - cyclical  policies when   needed.   The debt criterion of the excessive deficit procedure should effectively be 
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)   COM (2010) 250 final, 12/05/2010: 'Reinforcing economic policy coordination'  
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	[image: image58.emf]  risks stemming from explicit and implicit liabilities should be taken into account as relevant factor.  Symmetrically, the abrogation of the EDP for Member States with debt in excess of the 60% of GDP  threshold should be conditional on an assessment of proj ected debt developments and risks.  Indeed t he  EDP should better take into account the interplay between debt and deficit to improve incentives to run  prudent policies.        To ensure better compliance with the  Pact , more attention should also be paid to the us e of EU  funds .  Currently this  only comes i n  at a relatively late stage of the Excessive Deficit Procedure, when a  country has already failed to comply with recommendations to correct the excessive deficit ( Art.  126.8  of the TFEU), and then only for recipie nts of  c ohesion  f unds, which are subject to the possible  suspension of the commitments under the instrument . Moreover , this provision does not help the   country  concerned to address the underlying reasons  of   the  excessive deficit.  So in order  to support  Mem ber States  to  s afeguard  the sustainability of the public finances, action should be taken  much  earlier than  currently  envisaged , and a broader  range  of EU funds should be consider ed .    For example, conditionality could be enhanced or Member States could be  asked to redirect funds to  programmes and projects that would support revenue - raising or improve the quality of public finances, once  a report on the existence of an excessive deficit  has been prepared  (Art. 126.3 of the TFEU). Changes in the  use of EU fun ds in this regard could realistically only be introduced in the context of the next Financial  Framework. Nevertheless, some  related  measures should be i mplemented  still within the current period ,  such as accompanying  recurrent breac h es of the Pact by a mor e rigorous application of the existing clause  o n  the suspension of  c ohesion  f und commitments.  



	

	


 TC "2.
Statistical treatment of government support to financial institutions" \f \l 2 This section briefly discusses statistical issues in government sector accounting arising in the context of public interventions that were carried out in response to the financial crisis. In particular it reviews the 15 July 2009 Eurostat decision (the Decision) and its implications for the recording of government deficit and debt. The need for further elaborating the rules of ESA95 (
) emerged, as measures taken by Member States in support of the financial sector often involved innovative and complex financial transactions, the statistical treatment of which could not have been foreseen by the original ESA95. Two specific cases are explored in more detail in order to take a closer look at the application of these new rules, namely, the liquidity schemes (such as the Special Liquidity Scheme of the UK) and the classification of special purpose entities (such as the SFEF of France).
2.1.
Accounting issues in the context of the crisis

ESA95 provides a comprehensive accounting framework that gives clear guidance on how to record the effects of tax and spending decisions by governments as well as governments' financial transactions. However, the complexity of some of the newly invented measures deployed to alleviate stress in financial markets called for the clarification of the existing accounting rules as to ensure appropriate statistical treatment. 
The new Eurostat decision considers seven types of transactions that were seen as particularly relevant with respect to 'public interventions to support financial institutions and financial markets during the financial crisis'. (
) While the specific characteristics of the individual interventions need to be assessed for statistical recording, the Decision set out guidelines, for each transaction type, on how the existing ESA95 accounting rules should be applied. (
)

The consistency of treatment across the whole range of measures deployed by governments is particularly important when very different arrangements are used to achieve very similar economic purposes. In this respect, it is useful to remind that, according to ESA95, transactions are recorded according to their economic substance, rather than on the basis of their legal or administrative arrangements. For instance, one of the most pressing problem during the crisis was the general mistrust among monetary financial institutions (MFIs) stemming from the fact that it was impossible to know how much impaired assets affected the balance sheet of each institution. One option was to permanently remove these assets from the banks' balance sheets by selling them to a special body, a 'bad bank', which would therefore assume all risks associated with these assets. Another permanent solution was used in the Netherlands, where the government took over large part of the risks associated with these assets by 'exchanging' a preset stream of payments for the gains banks received from holding the impaired assets. Special liquidity schemes, like the one used in the UK, offer a more temporary solution. In this case the government or the central bank, for the duration of the crisis, would exchange the 'infected' assets with trusted government bonds. Another temporary solution was found by France, where a designated institution, backed by state guarantees, was set up to provide medium-term funding to banks, this way buttressing the improperly functioning market. 

2.2.
The Eurostat decision

The appropriate accounting treatment of recapitalisation, loan and guarantee type of transactions, as referred to by the Decision, were in general less controversial among the statisticians for the reason that the existing rules were not called into question by the practices followed during the financial crisis. However, some specificities regarding the application of the rules deserve some attention.

The accounting treatment of recapitalisations focuses on whether the government acts in a way comparable to a private investor; that is, whether or not the price paid for the shares or other equity bought exceeds their market price or fair value, or, equivalently, if the expected rate of return on the financial investment is deemed or not to be in line with the markets. ESA95 rules prescribe that the amount paid in excess of what would be a justifiable value has to be recorded as a deficit-increasing transaction. The Decision recalls that EU State Aid rules could provide an appropriate benchmark for the valuation of the transactions.

Similarly to the case of purchase of equity, in the statistical recording of purchase of assets (including securities and loans) and defeasance (
) the proper valuation of the transaction is crucial. During a financial crisis, however, when markets do not function normally or even may cease to exist, it may be difficult to determine the market price or the expected rate of return of the asset bought. To this end, the Decision set forth a decision tree to determine whether the price paid for these assets should be considered to reflect their fair market value. For the valuation of assets at the time of the purchase one could use the market value if a functioning market exists or if the assets were acquired in a way equivalent to a market (e.g. through auctions), or one could use the book value of the assets as a benchmark. If the above methods fail, the value should be determined based on an independent valuation, founded on a market-based approach. However, the so derived value of the assets has to be re-examined when they are eventually sold. If the price received for the assets by the government is higher than the determined market value, taking into account the market conditions under which the purchase and sale take place, a capital transfer must imputed at the time of the sale.
Granting a loan to a financial institution is normally recorded as a financial transaction and hence has no direct and immediate impact on the government deficit. On the other hand, when other than only economic considerations play a role and thus it is very likely that the loan will not be repaid, the funds transferred to the corporation by the government are recorded as a non-financial transaction (capital transfer). However, systematic future losses are hard to be inferred in times of financial crisis and thus this deficit-increasing case is likely to be less relevant for financial sector support measures.

Contrary to the previous transaction types, guarantees are not recorded (
) and therefore have no impact on government accounts, until the moment they are actually called. As a corollary to this principle, guarantees must be recorded at issuance as a liability, with an accompanying capital transfer, when there is written or other irrefutable evidence that they will be called. 

The Decision also considered the accounting rules for exchange of assets and the classification of certain new bodies. These transaction types are discussed in the next subsection.

2.3.
Applying the rules to special cases

Some of the rescue measures taken in the context of the financial crisis included operations that were not clearly covered by the existing accounting framework or were used in a clearly different manner. Two examples are worthwhile mentioning: (i) special liquidity schemes and (ii) special purpose entities set up in the context of the financial crisis.
Liquidity schemes

The presence of illiquid or impaired assets on banks' balance sheets created problems when banks wanted to use their assets as collateral in normal financing operations. To address this problem, authorities temporarily exchanged these illiquid assets for liquid government securities agreeing to swap them back when the market for these assets has recovered. (
) Such an operation, however, not only required issuing large quantities of government securities, but needed to be arranged in such a way that the large risks associated with the illiquid assets would not be transferred to the government or the central bank.

Typically, in such a liquidity scheme, the government lends newly issued (but never sold on the market) government securities to the central bank with no intervening payments in return, except for some service fee. The central bank then exchanges these securities for the impaired assets held by the financial institutions and agrees with them that the reverse exchange would take place before the issued government securities mature. This way, the balance sheets of the banks are 'cleaned' of these illiquid assets, at least temporarily. To reduce the risk borne by the authorities, participating banks are requested to provide more illiquid assets in value than the value of the government securities they receive in exchange.

The statistical recording of this complex operation was not clearly defined before the Decision. In a conventional stock-lending transaction without a flow in cash the ownership of the exchanged assets is not transferred, which implies that these transactions are not recorded in the system. Transactions within a liquidity scheme can be viewed as a sequence of 'stock-lending with no cash' operations. First, the government lends its own liabilities to the central bank and then the central bank lends these government securities on to other banks without any cash payments in return. These banks also lend their illiquid assets to the central bank without receiving offsetting cash collateral. In this interpretation no transaction would have to be recorded in the system (apart from the associated fees).

Although a number of questions arise regarding the stock-lending interpretation of this operation, we will focus on one specific aspect here. Namely, should the government securities, issued for the special purpose of this scheme, be viewed as part of the outstanding stock of government gross debt?

The question is relevant, since in the above interpretation the economic ownership of the government securities is not transferred, and thus it still lies with the government, in which case government debt should not be affected. This is exemplified by the fact that the so issued government securities must be returned (re-exchanged) to the central bank some time before their maturity. Consequently, no interest or principal payments are made related to these securities. (
) On the other hand, while being in the possession of the participating banks, these government liabilities can, in fact, be used as collateral or could be traded on the market. Hence, in reality they are indistinguishable from other government securities, which constitute the government debt.

There is an alternative interpretation of liquidity schemes which would result in including these government securities in general government gross debt. This involves either assuming that the government securities do not remain in the economic ownership of the government (relevant for schemes operated via central banks) or that the operation is recorded as two parallel repurchase agreements, called back-to-back repos (for schemes operated directly by the government).

The Decision has resolved this issue by stating that a liquidity scheme is to be recorded as a stock-lending transaction (i.e. not affecting the consolidated gross debt) only when the exchange of assets is temporary and the risk of loss is expected to be small. In cases where the liquidity scheme is of indeterminate or not short duration (
) and/or the risk of loss is not expected to be small, the second interpretation should be used and hence government debt will be affected.

Special purpose entities

The other interesting case to be explored here in more detail is how special purpose entities (SPE), set up explicitly to address specific aspects of the financial crisis, are to be recorded in government accounts, especially in the case when private sector corporations hold the majority stake. 

Special purpose entities were typically used during the crisis as a substitute for a deteriorating segment of financial markets. (
) Given the substantial uncertainty regarding the asset quality of banks' balance sheets and consequently high counterparty risk in interbank markets, banks were reluctant to make business with each other. To compensate for this, special financial institutions were set up which would intermediate between banks to revive the failing market segment.  
The degree of autonomy with regard to the decisions and transactions the institution carries out is decisive in recording it in either the public or private sector. For instance, a government decree obliging the unit to enter into certain transactions or the government bearing the institution's losses or the fact that its operations are covered by a government guarantee could imply that the unit's economic interest lies with the government, in which case the entity should be classified in the public sector.

However, in an attempt to treat the different public interventions with akin economic purposes similarly, namely to alleviate financial market stress, the Decision allows certain majority privately-owned entities to be recorded outside the general government sector. The conditions include that the SPE is established for a short duration, has a sole purpose to address the financial crisis and its expected losses are small in comparison with the total size of their liabilities.  Nevertheless, if the body continues to acquire assets after the financial crisis then it may be reclassified in the public sector.

In accordance with the Decision, in order to improve the quality of data available regarding public interventions during the financial crisis, The European Commission (Eurostat) has started to collect information on guarantees, liquidity support measures, and special purpose entity operations in a supplementary table, which will be published alongside the EDP notifications.

 TC "3.
National fiscal frameworks" \f \l 2 3.1.
Introduction

The current economic crisis has called for huge fiscal efforts to avoid a deflationary spiral. This resulted in large structural deficits and growing debt ratios EU-wide, putting at risk fiscal sustainability. The resulting need for fiscal consolidation means that a well‑designed fiscal policy exit strategy once the recovery is firmly underway is necessary. At the same time, to facilitate the exit and sustain budgetary consolidation, domestic fiscal frameworks need to be strengthened and adapted in the light of the lessons of the crisis. The importance of strong and resilient fiscal frameworks has been emphasised by the October 2009 Council conclusions on the fiscal exit strategy. Specifically, the Council stated that "…important flanking policies to the fiscal exit will include strengthened national budgetary frameworks for underpinning consolidation strategies and support long‑term sustainability."

Domestic fiscal frameworks can be defined as the set of elements of the institutional policy setting that shape fiscal policy making at the national level. They comprise the arrangements, procedures and institutions governing the planning and implementation of budgetary policies. The main components of domestic fiscal frameworks are (1) numerical fiscal rules, (2) independent fiscal institutions (i.e., specific public bodies acting in the field of budgetary policy), and (3) budgetary procedures governing the preparation, approval, and implementation of budget plans. As part of the latter category, (4) medium‑term budgetary frameworks (MTBFs) for multi-annual budgetary planning are specifically considered apart because of their importance in fostering medium term horizons for fiscal policies. 

This chapter analyses what elements and considerations should be taken into account more carefully in designing resilient fiscal frameworks so as to support optimal policy-making during the needed fiscal retrenchment, to avoid repeating past policy mistakes in the period of expansion, and to promote the respect of the Stability and Growth Pact provisions. It is organised as follows. First, the stylised facts on the contribution of fiscal frameworks to budgetary consolidation are reviewed (section II.3.2). In the next section, a comprehensive overview of the main elements of domestic fiscal frameworks as well as different policy options for their strengthening are provided (section II.3.3).  Next follows a discussion on how best to ensure the successful implementation of domestic fiscal framework reforms and the implications of recent institutional developments at both national and EU levels on the appropriate design of country‑specific fiscal governance (section II.3.4). Thereafter, policy lessons are drawn from successful country experiences to outline an ideal fiscal framework (section II.3.5). Finally, a summary of the main arguments is provided (section II.3.6). 

3.2.
Did domestic fiscal frameworks play a role in previous consolidation episodes?
In the past twenty years, a sizeable body of literature has elaborated on the determinants of successful fiscal consolidation. The first wave of these analyses – between the late 1980s and the mid-1990s –focused primarily on the composition of the adjustment and the role played by the political and institutional setting (such as coalition versus single‑party governments and the prevailing electoral system). According to this research, successful fiscal consolidations were preponderantly expenditure‑based, particularly through primary current expenditure cuts based mainly on public wages and transfers. Fiscal adjustments following this strategy were generally longer‑lasting than those based on tax increases and investment cuts (Alesina and Perotti (1995), ibid. (1996), Alesina and Ardagna (1998)). More recent studies, based on the experience of EMU, have qualified these findings, highlighting the role of revenue increases as part of a successful mix of consolidation measures (European Commission (2007)). These findings are likely to reflect the specific situation in the run-up to EMU that prompted efforts to reduce the size of government and therefore reduced the margin to implement "easy" expenditure cuts on less sensitive spending programmes. At the same time, many countries faced sizeable fiscal adjustments to qualify for EMU, leading them to resort to tax hikes to supplement the expenditure containment efforts. Under those circumstances, the success of consolidation plans was particularly dependent on policy‑makers' ability to maintain both expenditure cuts and revenue increases over time. These results are particularly relevant in the current scenario, in which the huge fiscal efforts required to restore budgetary discipline seem only attainable through a combination of measures. 
Importantly, this recent research has also highlighted the prominent role that some elements of domestic fiscal frameworks seem to have played in the fiscal consolidation episodes since the early 1990s. While some research shows that fiscal rules have sustained fiscal discipline in a significant number of countries (Larch and Turrini (2008), Guichard et al. (2007)), other papers emphasise the importance of well‑designed budgetary procedures in ensuring the centralisation of the budget formulation (von Hagen et al. (2002)). Other contributions have analysed the effect of specific characteristics of fiscal frameworks on budgetary performance. For example, countries implementing stronger rules over a larger share of general government finances are found to register better budgetary outcomes (Debrun et al. (2008)), whilst effective medium‑term budgetary planning appears instrumental in sticking to budgetary plans (European Commission (2007)). The quality of domestic budgetary procedures is also shown to contribute to better budgetary performance (Fabrizio and Mody (2006)).
3.3.
Reviewing the main elements of fiscal frameworks: some guidelines

This section addresses the reform of the main building blocks of national fiscal governance in more detail, following the taxonomy considered in the introduction. Notwithstanding the separate analysis of these elements (i.e. numerical fiscal rules, independent public institutions, medium term budgetary frameworks and budgetary procedures), their complementarities and an overall perspective on the reform of the whole fiscal framework should be kept in mind, as stressed in the previous section. 

3.3.1.
Numerical fiscal rules 

According to the most commonly agreed definition, numerical fiscal rules provide a permanent constraint on fiscal policy expressed in terms of a summary indicator of fiscal performance, such as the government budget deficit, borrowing, debt or a major component thereof (Kopits and Symansky (1998)). This definition thus excludes fiscal targets which may be revised frequently without any restriction, such as those included in most medium‑term budgetary frameworks in many EU countries. The main objective of fiscal rules is to establish constraints on the use of policy discretion in order to promote sound budgetary policy‑making. In 2008, there were 67 rules in place in EU Member States, of which more than one third were budget balance rules; debt and expenditure rules represented about one quarter each, and revenue rules accounted for less than 10%.
Recent research provides ample evidence on the influence of numerical fiscal rules on budgetary outcomes (Debrun at al. (2008); European Commission (2009)). The extent of this influence depends strongly on a number of features which have been extensively analysed (e.g. Bohn and Inman (1996)). The findings of this research suggest that elements such as the statutory basis of the rule, the monitoring of budgetary developments against the fiscal targets, and the existence of corrective mechanisms in case of non‑compliance should be carefully taken into account in the design of fiscal rules to ensure their effective influence on the conduct of fiscal policy. According to available evidence, features related to the enforcement and corrective mechanisms are particularly relevant for the effectiveness of fiscal rules (Ayuso‑i‑Casals et al. (2009)). Box I summarises the key elements in the design of effective fiscal rules.   
The influence of fiscal rules on fiscal outcomes can be seen under two angles: budgetary discipline and macroeconomic stabilisation. The contribution of fiscal rules to the first objective, improving fiscal discipline, is well‑documented by a large number of country‑specific consolidation episodes and confirmed by the literature (IMF (2009)). A potential drawback of their use, however, is their possible adverse effects in terms of weak macroeconomic stabilisation. In the design of rule-based fiscal frameworks, an appropriate balance between these two objectives needs to be sought. The following sub-sections sketch out the features of budget balance, debt, expenditure, and revenue rules and discuss their implications with regard to both fiscal discipline and stabilisation.
Budget balance rules 

Budget balance rules are by far the most widespread fiscal rules in force across the EU Member States, accounting for twenty‑six out of the sixty-seven fiscal rules in force in 2008. Recent empirical research suggests that budget balance rules are effective policy tools as, on average, they are linked to better budgetary outcomes – that is higher surpluses or lower deficits. They therefore seem to address satisfactorily the deficit bias and are generally appropriate in terms of budgetary discipline (Debrun at al. (2008)). However, they might entail risks for the quality of public expenditure. If no item is excluded from their coverage, fiscal adjustment may rely excessively on cuts to growth‑enhancing, but politically less sensitive, expenditure categories (e.g., R&D spending). This has prompted some countries to introduce budget balance rules that exclude investment expenditure, so-called golden rules. In practice, though, this concept is difficult to operationalise, and conventional definitions offer scope for opportunistic behaviour to circumvent the rule (European Commission (2003)). 

A major criticism of budget balance rules concerns their potential adverse effect on macroeconomic stabilisation. Specifically, budget balance rules defined in nominal terms (either in level or as a percentage of GDP but not cyclically‑adjusted) may introduce a pro‑cyclical bias in the conduct of budgetary policy. 
The extent to which deficit rules interfere with the stabilisation function of fiscal policy depends on their design. For example, multi-annual deficit rules defined over the cycle are likely to be more stabilisation‑friendly than budget balance rules operating on a single year basis. The most frequent problem of rules defined over the cycle is the correct assessment of the cyclical position of the economy. Alternatively, cyclically‑adjusted budget balance rules may provide flexibility to account for the cycle while ensuring discipline. However, these rules are also vulnerable to uncertainties on the measurement of the output gap, which renders real‑time monitoring difficult. Still, the current EU fiscal framework relies on cyclically adjusted medium‑term objectives, not least against the background of recent improvements in the measurement of the cyclically-adjusted balance (see Larch and Turrini, 2009). In addition, some Member States such as Germany have recently implemented new budget balance rules following the same approach as at EU level. 

Further complications of the stabilisation function of fiscal policy by budget balance rules arise from their distribution across levels of government. In the EU Member States, most of these rules apply to territorial governments; they are defined in nominal terms with annual time horizons, implying risks of pro-cyclicality. However, rules defined in cyclically‑adjusted terms similar to those applied to general and central governments are hardly feasible at territorial level. Therefore, against the risk of pro-cyclicality, well-defined coordination mechanisms between the various levels of government are required. Coordination should be implemented during the preparatory phase of the budget process, and it should be based on a medium‑term perspective that explicitly takes the implications of the sub-national rules for fiscal stabilisation into account.     

An additional option to endow budget balance rules with flexibility to cater for cyclical fluctuations is the incorporation of escape clauses allowing the temporary suspension of the rule. This provisional suspension should be conditional on exceptional events such as natural catastrophes or a sharp output contraction. However, the definition of these escape clauses must be clear and confined to strictly specified circumstances in order to preserve credibility (see Box II.3.1). The GDP contraction experienced in 2008 and 2009 would presumably fall in any conceivable definition of exceptional circumstances.     

A further possibility to counter the risk of pro-cyclicality is to supplement budget balance rules with the so-called "rainy day funds". Such stabilisation funds require that fiscal surpluses resulting from economic booms be set aside as contingency reserves that may be withdrawn during slowdowns to finance deficits. For the USA, where they are much more widespread than in the EU, such funds have been found to considerably reduce expenditure volatility and enhance the counter-cyclicality of fiscal policy (Hou and Moynihan (2008), Wagner and Elder (2005)). In the EU, however, the introduction of "rainy day funds" is discouraged by the definition of budget deficits adopted for assessing compliance with the rules forbidding excessive deficits. The introduction of such funds would therefore first require a review of the current ESA95 rules applied both at EU and national level. Then clear rules regulating the use of these funds would also be needed (see Balassone et al. (2009)).     
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Key elements in the design of fiscal rules" \fbox \l 5 [image: image59.emf]  Box II.3.1:  Key elements in the design of fiscal rules Statutory base:   Ideally ,  any  rule should be backed by strong legal provisions signalling the importance  attached by the government to fiscal consolidation (e.g. ,   a  law of fiscal responsibility).  T he le gal statutory  base should clearly establish the requirements  for  amend ing  the rule,  in order to enhance  credibility.  It  should also specify t he monitoring mechanisms and the pre - established enforcement procedures in case of  non -  compliance.   Multi - annual ch aracter:   R ules embedded into a medium term budgetary framework, as a part of a  comprehensive fiscal strategy, may better adapt to economic and country specific circumstances , and may  facilitate  the internalisation of  the budgetary effects of current polici es over the medium term.  A   multi - annual  timeframe   may  limit the potential circumvention of the rule by postponing the record ing  of  expenditures or the implementation of structural adjustments.     Accounting system:   The use of the ESA95 methodology  is  consis tent with the EU fiscal surveillance  framework.  However, data are more readily available on a cash basis. The  need for timely monitoring  therefore  suggests a dual approach : a  rule could  be  defined in cash terms with translation in to  ESA95  done  on a quarter ly basis.   Monitoring:   The effectiveness of monitoring relies on two elements . First, in order to monitor compliance  with the rule in an effective manner, updated and reliable data must be available. Where they are not,  compliance can only be assessed with  considerable delays. Second, an independent monitoring body is more  likely to result in necessary adjustments of budgetary trends being implemented once they have been  identified.    Enforcement mechanisms:   T he design of corrective and enforcement mechanisms   is  an important feature to  ensure  the proper  functioning of  fiscal  rule s .  The a ctions  to be taken  in case of non - compliance should  always be defined ex - ante so as to make the rule credible and enforceable.  Otherwise,  the cost  of  non - compliance  would be on ly  reputational, which  is insufficient  i n the presence of  acute fiscal distress  and  weak budgetary institutions.  T he enforcement of corrective measures ought to be ensured by a non - partisan  institution , legally endowed  with  the requisite  competencies . Moni toring and enforcement could be carried  out by the same independent body.    Sanctions:  In  the  case of non - compliance with the rule, pre - established sanctions may supplement the  enforcement mechanisms. The y  may adopt two different forms.  In developed nations , non - compliance  sanctions typically apply to institutions, comprising fines, automatic withholdings of transfers, restrictions  on debt insurance, etc.   (
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) In developing countries, personal sanctions prevail, including dismissal  procedures, obligations to  resign, fines, or lower wages.    Escape clauses:   Well - defined escape clauses  constitute a key feature of good fiscal rules.   They  specify  the  circumstances  under which  departures from the rule are  admissible: usually these include  natural disasters or  acute  economic slowdowns or recessions.  Precise  escape clauses may reinforce credibility , while v ague and  non - concrete clauses   may  render  the  rule  ineffectiv e . Overall, the   definition  of escape clauses  requires  particularly attention : they should only allow for  a limited number of  circumstances.  
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)   For example,  in Spain the existing law establishes that in case the 3% deficit threshold of the EU fiscal framework is  breached, all government layers have to contribute to the payment of a possible fine in proportion  to their share over  the overall deficit.  



	

	


Debt rules 

In 2008, eighteen domestic debt rules were in operation across EU Member States; the large majority applied to sub‑national governments. They typically limit debt according to the debt repayment capacity measured by the debt service-to-current revenue ratio (Bernoth et al. (2004)). For higher levels of government, the target definition usually follows the EU debt threshold formulation, with a ceiling being set as a percentage of GDP. Given the challenge of debt reduction in the years ahead, debt rules may gain importance across the EU Member States.

Similarly to balance budget rules, debt rules are found to have a strong influence on fiscal discipline (Debrun et al. (2008)). Their effectiveness depends on the ambition of the target and on a number of design features, in particular monitoring and enforcement (see Box I). Besides possible adverse effects on the quality of public expenditure, the same potential shortcomings identified for budget balance rules with respect the stabilisation function of fiscal policy apply to debt rules. Debt rules which are embedded in a medium‑term framework may be better able to take into account stabilisation concerns, thus limiting their potential pro-cyclical bias. In addition, strong policy coordination across government tiers when setting fiscal targets is the most appropriate way to offset possible pro‑cyclical effects stemming from debt rules applied to sub-national authorities. The counter‑cyclical stance of debt rules may be further enhanced by escape clauses and "rainy day funds". 

Expenditure rules 

In 2008, seventeen domestic expenditure rules were in place in the EU. They represent around one third of all fiscal rules and predominantly concern central governments and social security spending. Most of these rules are embedded into a medium-term budgetary framework. 

Expenditure rules serve to address two frequent pitfalls in fiscal policy making: recurrent primary spending overruns and pro-cyclical budgetary policies. They foster accountability by targeting the part of the budget that is under more direct government control, particularly if specific items not fully under the influence of government, such as interest payments are excluded from their coverage. This strong accountability may promote not only the respect of the target but also transparency in the course of the budget process (Deroose et al. (2006)). Spending rules and limitations of their coverage bear similar problems with regard to the quality of public expenditure as do budget balance rules (see above).

However, expenditure rules are effective in sustaining fiscal discipline, as proven by their extensive use during large budgetary consolidations. Moreover, they are consistent with the stabilisation objective as well as they hardly prevent the automatic stabilisers from operating and they may curb pro-cyclical spending stemming from pressures in the presence of revenue windfalls in good times. 

Admittedly, the functioning of this type of rules may also be associated with some pitfalls. For instance, a pro‑cyclical bias could result if the expenditure target is defined as a share of GDP. In practise, this is however rarely observed. Another possible shortcoming of expenditure ceilings is the incentive to use tax expenditures for various policy objectives to which direct spending might be better suited. At worst, the result can be that large tax expenditures do away with a significant part of the benefits of spending restraint due to lower tax receipts, while at the same time these tax exemptions may be inappropriate policy instruments i.e. less targeted instruments for the ultimate purpose. Once significant tax expenditures have been introduced, it is politically very difficult to withdrawn them, which may eventually lead to an erosion of the tax base and a complicated tax system. This makes advisable to supplement spending ceilings with budget balance rules and/or clear regulations constraining the resort to tax expenditures. 
Despites this potential disadvantages, expenditure rules represent the cornerstones of the most resilient domestic fiscal frameworks in some EU Member States, namely those of the Netherlands, Denmark, Sweden, and Finland.

Experience in these EU countries shows that binding spending ceilings can play a crucial role in the functioning of the whole fiscal framework (Kopits (2007)). Expenditure rules may also prompt the adoption or strengthening of sound budgetary procedures, such as top‑down budgeting and more centralised budgeting processes. Well‑designed expenditure rules appear decisive to ensure the effectiveness of budget balance rules (Guichard et al. (2007)). Ideally, such rules should cover the whole of the general government sector, which requires proper coordination across levels of governments (see sub-section II.3.4.2). Such co-ordination could enhance ownership of fiscal targets and increase their respect, particularly in highly decentralised countries.
Revenue rules

Revenue rules are not common across national fiscal frameworks in the EU: in 2008, only six EU Member States had such rules. 

Revenue rules can aim at a wide range of objectives relating to the revenue side of the budget, such as establishing a ceiling on the tax burden or constraining specific tax revenue developments. The most widespread objective is the avoidance of pro‑cyclical policies. In the pursuit of this objective, an important issue is how to deal with budgetary revenues that exceed budgeted figures and forecasts. One possibility is to oblige fiscal authorities to specify the allocation of higher‑than‑expected revenues ex ante in the budget law. One obvious example is to allocate such revenues to the purpose of debt reduction, thereby mitigating expenditure pressures in good times. At present, France, Lithuania, and the Netherlands operate such revenue rules. However, only the latter systematically assigns unexpected revenues to deficit reduction. Other fiscal arrangements can, of course, supplement revenue rules to implement countercyclical fiscal policies during economic booms. For example, the previously mentioned "rainy day funds" can help resist political and social pressure to spend windfalls in good times. Finland is an example of a country operating such a fund for unemployment insurance contributions since 1999. 

A crucial issue in the functioning of the above rules is how to distinguish transitory from permanent revenue increases. Here,   the current economic crisis offers important lessons to be drawn in particular in connection with asset price increases (Joumard and André (2008)). Owing to the technical difficulties inherent in differentiating permanent from temporary revenues, higher than anticipated tax proceeds from booming property and asset prices were considered permanent in many cases. This allowed for additional public expenditure, leading to risk of pro‑cyclicality and unsustainable fiscal policies. Spain is a telling example in this respect. Ex post analysis has shown that since the mid-1990s about half to three quarters of tax revenue increases it experienced were transitory and caused by the exceptional economic growth at the time. However, conventional techniques of cyclical adjustment overestimated structural revenues and provided an incorrect assessment of the fiscal stance at the time (Martinez-Mongay et al. (2007)).(
) 

3.3.2.
Independent fiscal institutions  

· A complementary policy option to reinforce fiscal governance is the establishment of independent fiscal institutions (also called fiscal councils). These are non‑partisan public bodies acting in the field of budgetary policy that are financed by public funds and are functionally independent vis-à-vis fiscal authorities. The definition excludes the central bank, government or parliament. These independent bodies are entrusted with some technical tasks relating to fiscal policy, such as the preparation of macroeconomic forecasts or the assessment of budgetary measures, while the final decision on budgetary targets and the fiscal stance remains under the sole authority of the elected government.(
)  
In 2008, twenty seven independent institutions were established in seventeen EU countries. These public bodies have been contributing positively to fiscal policy making through one or several of the following three channels.  

· The provision of unbiased inputs for the annual budget preparation, such as macroeconomic forecasts on which budgetary projections are based. 

· The provision of independent analysis on fiscal policy issues. This may include monitoring budgetary developments, assessing compliance with the existing fiscal rules and/or estimating the budgetary cost of specific policy measures. 

· The issuing of regular assessments and recommendations relating to different aspects of fiscal policy, such as recommendations addressing long‑term sustainability issues or proposals containing fiscal targets for the different tiers of general government. 
In a number of cases, these institutions have been successful in disseminating their policy advice and effectively influencing the conduct of fiscal policy. Such successful institutions include the Netherlands Bureau of Economic Policy Analysis (CPB), the National Account Institute (NAI) and the High Council of Finance (HCF) in Belgium, the Institute of Economic Research (WIFO) in Austria, the Institute of Macroeconomic Analysis and Development (IMAD) in Slovenia and the recently established Swedish Fiscal Policy Council. In four of these cases (i.e. the CPB, the NAI, the WIFO and the IMAD), the government has entrusted the independent institutions with the provision of macroeconomic forecasts for the budget preparation. Overall, these public bodies enjoy a good reputation, which generally has been acquired through a long period of time and are highly respected by the political establishment. 

In addition to the tasks mentioned above, new proposals to enhance the scope of the activities entrusted to independent fiscal institutions have recently emerged. In the aftermath of the economic crisis, the introduction of fast decision-making mechanisms to trigger measures for crisis prevention has been suggested, including mechanisms which aim to reduce the lags that usually constrain the effectiveness of discretionary policy. Examples of such mechanisms are clear escape clauses allowing the temporary suspension of fiscal rules in the presence of a marked deterioration of economic conditions, the specification of state-contingent one-off fiscal stimulus measures in consolidation plans to safeguard short-term growth, or predefined stabilisation measures automating the discretionary policy reaction to sharp cyclical fluctuations (Solow (2005)), Feldstein (2007)). National independent fiscal bodies could be involved in the implementation of such mechanisms by assessing the suitability and the timing of the measures foreseen – for example, whether and when to temporarily suspend fiscal rules, implement a one-off fiscal stimulus, or adopt any pre-established stabilisation measures – thereby counteracting the credibility risks that arise from political interference in their operation. In the European context any measures introduced by or due to independent fiscal institutions still have to comply with the Stability and Growth Pact. In addition, if independent fiscal institutions are given a role in implementing one-off stimulus measures, this raises the risk of asymmetric fiscal expansions. Such mechanisms should therefore be accompanied by appropriate measures for good times, to counter-act the risk of creeping debt accumulation. These could include "rainy day funds" to allocate revenue windfalls (see section II.3.3.1). 

National independent fiscal institutions can also be instrumental in addressing credibility problems relating to budget balance rules defined in cyclically-adjusted terms or over the cycle. Technical difficulties in identifying the cyclical position of the economy and estimating the output gap as well as the shortcomings of preliminary data at the time when budgetary decisions are taken may harm the credibility of fiscal policy. One remedy might involve fiscal councils providing cyclically adjusted indicators and assessments of the fiscal room for manoeuvre.

Unlike fiscal rules, which can be operational immediately, the setting up of new fiscal institutions is less straightforward and more time is required until they are fully functional. First, the tasks assigned to these bodies generally require specific technical and methodological skills, which may be scarce in some countries, particularly in some small new EU Member States. In such cases, the assignment of tasks to the new institution should be preceded by an assessment of the available technical expertise to decide what technical tasks can be effectively delegated. Second, independent fiscal bodies usually need time before their mandate is completely developed: their performance has been found to improve from a long "learning by doing" process and, more importantly, time is also needed for the build-up of a reputation which is an essential asset of such institutions. For this latter reason, some proposals suggest to widen the mandates of existing institutions – provided that they have the capabilities and reputation to effectively play the role of a fiscal council – instead of setting up new fiscal bodies. This has been done with the courts of auditors in some EU Members such as the United Kingdom. 

The actual establishment of national fiscal bodies depends on domestic institutional characteristics and preferences. Still, existing experience provides some useful guidance for the design of such institutions that focuses on the following elements. These are summarized in Box II.3.2.
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Important elements in the design of independent fiscal institutions" \fbox \l 5 [image: image60.emf]  Box II.3.2:  Important elements in the design of independent fiscal institutions The mandate :  The mandate should be clear and unambiguous, specifying the tasks assigned to the  institution and the scope of its activities, and backed by strong legal provision s. In this respect the following  remarks are pertinent:      The mandate should ensure that the tasks assigned to the institution will be carried out on a regular basis  and not only occasionally. Forecasts, monitoring tasks and assessments should be comprehensi ve and  not limited to partial aspects.(
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)       Should the mandate include the provision of forecasts and/or monitoring tasks, the institution should be  given access to internal information in the national statistical office, ministries and other governmental  b odies.        Finally, where the institution is entrusted with the enforcement procedures of fiscal targets and rules, the  scope of the measures this independent body can take and the possible connections with the judiciary  branch should be unequivocally specif ied in its mandate and supported by legal provisions.   Functional independence:  A high degree of autonomy and functional independence vis - à - vis fiscal  authorities are important preconditions to ensuring the institution is not hampered by political interfere nce.  This can be ensured by:      Public financing, preferably stipulated in a legal text.      Specific appointment procedures, particularly for the governing board, ensuring its functional  independence.   Involvement in the budget process:  The involvement of the ins titution in the budget process emerges as the  most crucial element determining its influence on the conduct of fiscal policy. The arrangements in some  EU countries have proved to be effective in conveying the policy messages issued by independent bodies.  T hese include, for example, regular hearings in the parliament during the budget preparation, consultation  by the government in the course of the budgetary process, or the obligation of fiscal authorities to justify  departures from the forecasts or recommen dations released by the institution. Delegation of macro forecasts  for the budget preparation is an example of strong of involvement in the budget process. Country  experiences show that independent forecasts result in more realistic macroeconomic scenarios  being used to  adopt policy decisions, with biases in the growth assumptions due to government optimism being reduced  (Jonung and Larch (2006)).  
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)   For  example , in s o me EU countries  government revenue projections  are provided by an independent  body . Howev er,  these forecasts are based on the macroeconomic assumptions prepared by the government. This is likely to  hamper   the quality of the  revenue forecasts as  optimistic bias in the macro projections  would reverberate into  tax revenue  forecasts.    



	

	


3.3.3.
Medium-term budgetary frameworks 

Medium‑term budgetary frameworks are fiscal arrangements whereby the horizon of fiscal planning is extended beyond the annual budgetary calendar. Their importance stems from the fact that most fiscal measures have budgetary implications going well beyond the yearly budgetary cycle. A well‑designed MTBF reflects the impact of past budgetary commitments as well as the future cost of new policy measures. In 2008, twenty‑two EU countries had a MTBF. 
Medium‑term budgetary objectives incorporated into a MTBF represent a weaker form of commitment than a rule including binding targets. Still, by shedding light on the future costs of ongoing policies, they may enhance fiscal discipline. They also facilitate monitoring by providing benchmarks against which budgetary developments can be assessed over time. Despite the country‑specific character of these fiscal arrengements, the existing literature on MTBFs provides some guidance on the appropiate design of such frameworks. Box II.3.3 sumarises these desirable design features.

In addition to the elements contained in Box II.3.3 some succesful country policy experiences provide a number of valuable insights into how best to design MTBFs. Specifically, the two following elements are relevant.

First, complementarities between  multi-annual expenditure rules and MTBFs should be exploited in order to adhere to medium-term budgetary objectives. In particular, expenditure rules cannot exclude risks related to the revenue side of public budgets, such as non‑financed tax cuts or systematically upbeat revenue forecasts. Therefore it is advisable to supplement expenditure rules with medium term objetcives for the budget balance based on cautious growth assumptions and plausible revenue projections. 

Second, MTBFs should preferably adopt the form of a fixed framework relying on binding spending ceilings. Fixed frameworks imply that budgetary objectives, for example spending targets, are set once for all and are not adjusted over time unless unexpected exceptional events arise during the period covered by the framework. Telling examples of this approach are the frameworks implemented in the Netherlands, Sweden, and Finland. Most of these MTBFs are based on a multi‑annual spending rule providing binding expenditure limits. Fixed frameworks represent a constraint on discretionary fiscal policy and contrast sharply with flexible frameworks, which allow for (annual) target revisions according to policy changes.
Apart from the country examples mentioned in the previous paragraph, most MTBFs implemented in the remaining EU Member States tend to show some common shortcomings (European Commission (2009)). These include the non-binding character of the fiscal targets and their frequent revision, the lack of political commitment,(
) unrealistic macroeconomic assumptions on which the budgetary projections are based, and the absence of independent monitoring and corrective mechanisms in case of deviation from the projected fiscal path. These weaknesses call for a reform of the MTBFs, especially given the need for time-consistent long-run consolidation plans under the present budgetary imbalances. While there is no one-size-fits-all design of an appropriate MTBF, experience suggests that the principles presented in Box III can be a useful starting point to strengthen the current MTBFs and ensure an effective medium‑term fiscal planning. 
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Key elements in the design of MTBFs" \fbox \l 5 [image: image61.emf]  Box II.3.3:  Key elements in the design of MTBFs Coverage :  MTBFs should ideally cover the general government sector, or at least the central government  plus the social - security sub - sectors, over a period of three or four years. A breakdown of the general  go vernment budgetary projections into sub - sectors should also be provided, particularly for highly  decentralised countries.   Expenditure projections:  As explained in the main text, effective MTBFs are usually based on binding  expenditure limits. An appropriat e breakdown of these projected spending ceilings according to the main  expenditure areas is required in order to incorporate spending policy priorities and the envisaged expenditure  adjustments in the medium - term fiscal planning.   Revenue projections :   Expe nditure projections should be complemented by plausible revenue projections  based on cautious macroeconomic assumptions. Similarly to the expenditure side, an adequate breakdown  by main type of revenues should also be provided in order to show the budgetar y impact of tax policy  measures.   Analysis of departures from the envisaged fiscal path:  The previous year's actual budgetary outcomes  should be compared to the projections initially set out in the MTBF. Differences and deviations should be  explained and ju stified. Likewise, measures implemented to offset deviations from the medium term path of  fiscal projections should also be spelled out. All this information should be included in the MTBF  documentation.   Macroeconomic assumptions:  The baseline projections  and the corresponding macroeconomic assumptions  should be supplemented by the inclusion of alternative scenarios. This should allow the identification of  budgetary priorities in case an unforeseen increase or decrease in revenues materialises, which in tur n could  also be instrumental in reducing the need to resort to ad - hoc supplementary budgets   (
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).    Accounting system:  The correspondence between fiscal projections on a cash basis and their values based  on ESA 95 concepts should be clearly specified. While  the cash figures allow more timely monitoring, the  corresponding ESA95 data increase transparency and the consistency of the current medium term budgetary  planning in relation to the fiscal targets relevant for compliance with the SGP to be checked.   Input  into the annual budget law:  The projections and objectives included in the medium term framework  should form the basis on which the budget law is prepared. In this respect, the role played by the Parliament  in the MTBF preparation should be strengthened: t he projected fiscal path, particularly the expenditure  targets, should formally be presented, discussed and approved in the Parliament before the submission of the  annual budget law.   (

2

)   Monitoring and corrective mechanisms:  Monitoring mechanisms should be  specified with respect to the  frequency of assessments and the body responsible for undertaking these and corrective procedures  pre - defining actions in case of deviations from the envisaged fiscal path should be clearly stipulated. Where  a MTBF relies on  a multiannual spending rule, these mechanisms should be closely linked to those for the  monitoring the expenditure ceilings. The same institution should monitor and enforce both elements of the  fiscal framework where these tasks are assigned to an independ ent body.  
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)   This specific aspect is closely linked to the introduction of a revenue rule pre - establishing the allocation of  higher - than - anticipated revenues.   (

2

)   A  significant shortcoming  of most MTBFs in operation  is the ir  weak influence on the annual b udget law. Ideally,  fiscal targets included in the budget law should be based on the targets considered in the first year of the MTBF. In  the same vein, the fiscal strategy adopted in the MTBF should form the basis for the main fiscal measures contained  in  the budget. In  a number of Member States , this link is established in the opposite direction (i.e. targets considered  in the first year of the MTBF are revised annually according to the figures of the annual budget law). This approach  places fiscal policy  making in a very short - term perspective and renders the implementation of a time consistent  budgetary strategy  difficult .  



	

	


3.3.4.
Budgetary procedures

Domestic budgetary procedures encompass all the procedural rules laid down in law covering the planning, approval and execution of the budget process. According to the literature, seven budgetary dimensions  are conducive to the quality of the budget process (von Hagen et al. (1999)); these dimensions are set out in Box II.3.4.

 Given the focus of the present review on the contribution of elements of fiscal frameworks to budgetary consolidation, below we focus on the three dimensions that are most relevant in this respect. These are transparency and realistic economic assumptions, budgetary centralisation, and top-down budgeting. Comprehensive information on the budgetary procedures in the EU Member States is available from the OECD dataset on the subject that includes 20 EU Members (the Baltic countries, Cyprus, Malta, Bulgaria and Romania are excluded); this dataset has been most recently updated in 2007. In terms of the dimensions of budgetary procedures discussed above, it shows the following. 

First, concerning prudent economic assumptions and transparency, half of the EU countries surveyed do not have any independent review of the economic assumptions used in the budget preparation. Additional sources to the OECD database show that the EU Members not covered by the survey do not have any independent review of the macroeconomic assumptions for budgetary forecasts either. Importantly, one third of the EU countries surveyed by the OECD do not release the methodology used for establishing the economic assumptions to the public; this appears to be the case for the other seven EU countries as well. Also, only in three EU Members are the economic scenarios for budget preparation provided  by independent bodies; in all other cases, they are descided upon by the respective ministry of finance or other governmental bodies. 

Second, in terms of the degree of centralisation of the budget process, in two thirds of the EU countries considered in the survey and apparently in the countries left out as well, neither the minister of finance nor the prime minister have the final say to resolve disputes between spending ministries and the central budget authority. In twelve Member States out of the twenty, the legislature has unrestricted power to amend the budget proposed by the executive, including its overall size. 

Third, as concerns the implementation of top-down budgeting, only a limited number of Member States impose a binding expenditure ceiling at an early stage of the budgetary planning. In the large majority of EU countries, overspending may occur before a supplementary budget law has been approved by the legislature.
Thus, in most EU Member States there is considerable scope for improvement of their budgetary processes along these three important dimensions. For the sake of unbiasedness, the elaboration of macroeconomic projections for budget preparation should be assigned to an independent body, as practiced by Belgium among others, where the National Accounts Institute provides a good example of an independent body being based on existing institutions and technical capabilities. Next, a higher degree of centralisation of the budget preparation should be considered a priority in countries exhibiting insufficient central control over the budgetary process. Stronger centralisation can be implemented by strengthening the fiscal rules and the medium term budgetary framework (including the implementation of binding spending ceilings in particular), or by reinforcing the role played by the minister of finance. This can include granting him or her a veto on spending decisions. Finally, the introduction of top-down budgeting should be considered an essential element of fiscal framework reforms. This can be expected to foster the centralisation of the budget process as well. In any case, the successful implementation of top-down budgeting goes hand in hand with the establishment of effective binding spending ceilings and the existence of a strong minister of finance. 
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3.4.
The strengthening of domestic fiscal frameworks: general considerations 

The findings summarised in the previous sections have given rise to a commonly accepted view that fiscal discipline needs to be backed by adequate domestic fiscal governance. National fiscal frameworks should therefore be reformed where necessary to provide the right incentives for fiscal policy making to favour sound and sustainable fiscal policies. Policy experiences show that the success of such reforms is subject to a number of preconditions. In addition, in the context of EMU, the reform of domestic fiscal governance must be consistent with Member States' commitments under the EU fiscal framework, while any reform also has to be adapted to the domestic institutional set‑up and the degree of fiscal decentralisation in the country in question. The following sub‑sections elaborate on these issues in more detail.  

3.4.1.
Preconditions for a successful reform of domestic fiscal frameworks

Reforms of fiscal frameworks have to address country specific fiscal problems within the specific national institutional and political setting. Therefore, there is no one-size-fits-all solution for their reform. When planning such a reform, the specific domestic circumstances to be taken into careful consideration. Nevertheless, experience provides important lessons about common elements, as discussed in the following paragraphs.

First and most importantly, the reform of fiscal governance must comprehensively address all the main institutional pitfalls. Partial or fragmented reforms usually fall short of delivering the expected improvements. For example, the establishment of an independent monitoring body and the introduction of fiscal rules are complementary rather than substitutive measures, displaying strong feedback effects. Policy‑makers should pay attention to these interplays. 
A second common element to all reforms is the need to secure the functioning of the most basic fundamentals of the fiscal framework. In particular, statistical reporting, accounting and monitoring issues must function up to minimum standards. A common standardised accounting methodology in the whole public administration and the regular availability of reliable budgetary statistics are key pre‑conditions for well-functioning fiscal frameworks, as are regular monitoring and timely reporting of the main expenditure and revenue categories. Some EU countries currently suffer from these fundamentals being insufficiently developed. In this context, the appropriate sequencing of the reforms is also relevant: the strengthening of these fundamentals has to take place prior to the introduction of more elaborated elements such as constraining fiscal rules or medium‑term fiscal planning. Failure to do so would render the latter ineffective. 
Finally, explicit tools such as rules or medium‑term budgetary frameworks do not substitute for political commitment to fiscal discipline. A strong political willingness to restore fiscal stability and a broad social consensus on the need to conduct sound fiscal policies must necessarily support the establishment of any reform to ensure its success.
3.4.2.
Reforming domestic fiscal governance: national and EU perspectives 

In the last decade, the management of the public finances in EU countries has been affected by two major changes in the economic and institutional setting. These are deeper European integration notably including the establishment of EMU, and progressive fiscal decentralisation in a significant number of EU Member States, which implies the assignment of greater fiscal powers to sub-national governments. The reshaping of national budgetary competencies has not only affected the conduct of fiscal policy domestically, but it has significant implications for the fulfilment of fiscal requirements at EU level as well. The Treaty and the SGP obligations apply to the general government as whole, i.e. to central, regional, and local governments, and the social security sub-sector. Against the background of growing decentralisation, the role of territorial governments in ensuring the respect of the SGP provisions has considerably increased. The close link between national fiscal governance and the fulfilment of Member States' commitments at EU level has been repeatedly stressed by the Council. The reform of national fiscal governance should thus take into account the growing budgetary decentralisation and its implications for sustained fiscal consolidation within the EU framework; fiscal relations across levels of government should be designed to promote stability‑oriented policies. In this context, the following elements appear relevant.  
First, the distribution of fiscal responsibilities across government tiers should be transparent. Transparency should apply to all stages of intergovernmental relationships. This implies that policy responsibilities across layers of government should be clearly established, to allow for the clear assignment of spending functions to government tiers and to avoid responsibility shifting. The distribution of expenditure powers should be accompanied by a stable financing system for territorial governments. The funding mechanisms should be based on transparent rules governing the transfers to sub‑national authorities and the working of tax‑sharing schemes. In addition, in accordance with their spending powers, a reasonable extent of tax autonomy should also be provided to lower levels of government, to avoid vertical fiscal imbalances. Transparency should also be present in the monitoring and enforcement mechanisms in force. Particular tasks might be assigned to state audit offices or other specific independent bodies. In this context, the timely availability of reliable budgetary data for the lower tiers of public administration is crucial. 

A second feature to support a fiscal decentralisation process compatible with sound public finances concerns fiscal rules and independent fiscal institutions. All levels of government must respect spending limits to ensure budgetary discipline; fiscal rules serve to foster the respect of the prevailing institutional fiscal framework and to support policy makers' accountability. In turn, independent fiscal institutions can play a role in enhancing fiscal sustainability by promoting strong and efficient coordination across different layers of general government. 

There is also a view that the disciplining effect exerted by financial markets could be more supportive to sound fiscal policies at all levels of government than fiscal rules. It is argued that as sub‑national governments gain greater budgetary autonomy, they should also have access to domestic and international credit markets, which in turn could impose fiscal discipline through differentiated risk premia. This could reduce the need for fiscal rules. However, so far, experience shows that credit markets fail to exert disciplining pressure on sub-national governments; since these have only limited tax autonomy, they are receive to transfers from the central government. Just the possibility of these transfers may be considered by the markets an implicit guarantee of debt. Further, controls imposed by financial markets tend to be sudden and abrupt, imposing additional costs that would be best avoided. For these reasons, the market mechanism does not appear to be a suitable replacement for fiscal rules in terms of maintaining fiscal discipline at a territorial level. 
One final element to ensure sound fiscal relations across levels of government is a fluent political dialogue supported by appropriate institutions. In this context, the commitment of all general government tiers to co-operate in such coordination is crucial. A disciplinary framework proven to foster co-ordination across levels of government is provided by the so-called "domestic" or "internal stability pacts" currently in place in several EU countries, notably Belgium, Italy, Spain, and Austria. In these countries, in spite of some obvious shortcomings (e.g., weak monitoring and enforcement mechanisms), domestic stability pacts and the rules or working agreements that assist their implementation have played an important role in coordinating government tiers' efforts to support the respect of the SGP.    

3.5.
Is there an ideal model of fiscal frameworks? 

When planning a reform of the national fiscal framework, it is important to consider the fact that policy setting will adapt to the particular specifications of the new framework and that how this will occur will depend on political, legal, and cultural factors. Therefore, no particular fiscal framework can be ideal for all countries. However, with a view to strengthening existing domestic frameworks, some common principles stemming from successful country experiences and reflecting the overarching objective to restore fiscal sustainability may be identified.  

Specifically, multi-annual spending rules embedded into a MTBF have generally been adopted as a cornerstone of ambitious consolidation plans and are currently one of the main building blocks of the most successful and resilient domestic fiscal frameworks across EU countries. The Netherlands, Denmark, Sweden and Finland, which can be considered the most successful Member States in terms of fiscal discipline, have rule-based systems in place which are based upon an expenditure rule combined with revenue or cyclically adjusted budget balance rules. While in all of them the centralisation of the budget process is supported by these expenditure ceilings and top‑down budgeting, the role played by independent fiscal bodies (e.g. the CPB in the Netherlands and the Swedish Fiscal Policy Council) is also crucial to enhancing transparency and promoting sound fiscal policies.    
Following these countries' experiences, the following lessons concerning the interplay among the different targets and rules can be drawn to aid the reversal of unsustainable debt trends:

· Regardless of whether a debt rule is in place or not, the central objective of fiscal policy over the next years across the EU should consist in halting and reversing the growing debt ratio. This demands the formulation of a path for debt developments consistent with a prudently defined sustainability objective and macroeconomic scenario.

·  The path for the evolution of the debt ratio should be underpinned by operational (primary) budget balance targets, which might be translated into a budget balance rule, ideally applying to the whole of the general government sector (or at least the central government and the social security sector). This should be consistent alongside the achievement of the medium‑term objectives of the SGP. 

· These budget balance targets should in turn be operationalised through binding expenditure ceilings based on a multi‑annual spending rule for the general government. Expenditure thresholds would reflect the envisaged debt reduction path be based on cautious macroeconomic and revenue projections for the relevant period. The expenditure rule could be supplemented by a revenue rule to ensure that higher‑than‑expected receipts are allocated to debt reduction.

· Finally, a budget balance and/or debt rule consistent with the envisaged overall expenditure ceilings should be applied to sub‑central governments. 

The following illustration encapsulates the main relationships among fiscal rules and other elements of domestic fiscal frameworks according to this ideal model.
	Graph II.3.1:
Domestic fiscal frameworks based on the expenditure side
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3.6.
Main conclusions 

In the context of the current crisis, the huge fiscal effort put in place by EU countries seems to have helped avoid a deflationary spiral in the short term. However, the other side of the coin is that large structural deficits and growing debt ratios will have to be addressed in the next future. This places fiscal issues at the core of current and future policy initiatives to restore stability and promote a growth-oriented macroeconomic framework. In this context, well-designed domestic fiscal frameworks can enhance policymakers' commitment to a lasting fiscal consolidation and sustainable budgetary policies. The appropriate features of fiscal frameworks are, however, country specific and there are no one-size-fits-all solutions.

Despite the importance of these country-specific circumstances, economic analysis and policy experience provide a number of insights on how the main elements of domestic frameworks should be designed and implemented. The reform of these elements, namely numerical rules, independent fiscal institutions, medium term budgetary frameworks and budgetary procedures, should be regarded as a single process. All these fiscal arrangements are closely interconnected, and the functioning of one of them affects the working of the remaining elements. Partial or fragmented reforms usually fall short of providing the needed improvements. For example, the strengthening of fiscal rules and the upgrading of budgetary procedures are complementary rather than substitutive measures. Policy makers should be mindful of these interplays. With this in mind, the strengthening of domestic fiscal frameworks should focus on their four key elements. 

First, national fiscal governance should primarily rely on a rule‑based framework. There is a large body of empirical evidence suggesting that numerical fiscal rules can considerably strengthen fiscal discipline. While, in the end, their effectiveness depends on a number of characteristics and on the monitoring and enforcement mechanisms in particular, potential shortcomings relating to the stabilisation function of fiscal policy may be addressed by adequate design and target definition. This could involve rules defined on a cyclically adjusted basis or over the cycle. Expenditure rules exhibit a number of properties that could adequately tackle some of the observed pitfalls in the domestic fiscal policy making: recurrent spending overruns and the pro cyclical policies. Rule-based systems, consisting of an expenditure rule supplemented by a revenue rule and/or a budget balance rule, appear to have yielded positive budgetary outcomes in terms of both discipline and stabilisation in a number of EU countries (e.g. the Netherlands, Sweden, Denmark, and Finland).
Countries with a high degree of fiscal decentralisation should pay due attention to the interactions between their rules and how fiscal policy is implemented across government levels.   In particular, most fiscal rules applied to territorial governments are budget balance or debt rules, which may imply a pro cyclical bias of fiscal policy. A feasible solution to address this shortcoming should be based on a close coordination of all government layers and on the adoption of a multi-annual perspective to take into account the effects of the cycle. This coordination should take place at an early stage of the budget process, and preferably when fiscal targets for all government tiers are set.   
A complementary policy option to reinforce fiscal governance is the establishment of non‑partisan public bodies acting in the field of budgetary policy. In some Member States, such as Belgium and the Netherlands, these institutions play an important role in promoting sound and sustainable fiscal policies. The main fields in which these bodies carry out their activities are the preparation of macroeconomic forecasts for the budget preparation, the analysis of budgetary developments vis-à-vis the respect of fiscal targets, and the estimation of the budgetary impact of specific policy measures.
A third policy option to reinforce national fiscal governance and supplement rules and institutions is the strengthening of national medium term budgetary frameworks for multi-annual fiscal planning. Most EU Member States currently have a MTBF in place. However, a large majority of them also display significant shortcomings that hamper the use of this fiscal arrangement as an effective policy instrument for time‑consistent fiscal planning. These weaknesses mainly consist of the non-constraining character of fiscal targets (i.e. budgetary figures considered in the MTBFs are merely projections and are not binding), and a lack of political commitment.  Likewise, budgetary projections are frequently based on unrealistic macroeconomic assumptions resulting in credibility problems. Finally, the absence of independent monitoring and regular reporting, together with the absence of corrective mechanisms further weaken the use of this fiscal arrangement. All these shortcomings should be addressed in order to render domestic MTBF an effective fiscal planning tool in the current context of fiscal consolidation measures over the medium‑term.

Finally, available information suggests there is still some margin to further improve the existing budgetary procedures at national level. These procedural rules cover the three stages of the budget process, namely planning, approval and execution. A significant number of Member States show weaknesses, which mainly relate to transparency, the centralisation of the budgetary process, scant use of top down budgeting and the use of overly optimistic economic assumptions. 

The lack of centralisation at the budgetary planning stage emerges as one of the main problems in the domestic budget process in a number of Member States, particularly in some new ones. This potentially enhances the deficit bias through the common pool problem and may hamper fiscal discipline. This shortcoming should be addressed by the reinforcement of the ministry of finance with a veto over other ministries' requests, the implementation of expenditure rules providing binding spending limits, and the constraining of the power of the parliament to modify the overall size of the budget. 

 TC "4.
Including implicit liabilities in the medium-term budgetary objectives" \f \l 2  TC "II.4.1.
Triple aim of the MTOs" \fgraph \l 5 In the original SGP, all Member States were expected to pursue the attainment of a budgetary position close-to-balance or in surplus in the medium-term. The reform of the SGP in 2005 clarified that medium-term budgetary objectives (MTO) should be interpreted in structural terms and established that they should be differentiated to take into account differences in Member States economic fundamentals and risks to budgetary sustainability. Each Member State therefore sets its own medium-term budgetary objective (MTO). As a rule, this is the position a Member State aims to reach within the period of its stability and convergence programme and the programme sets out the steps it will take over that period to reach the position.

4.1.
MTOs in the revised SGP 

The revised SGP specifies that MTOs pursue a triple aim: a) provide a safety margin with respect to the 3 % of GDP deficit threshold; b) ensure rapid progress towards sustainability; and c) taking the first two objectives into account, allow room for budgetary manoeuvre, in particular taking into account the needs for public investment. Additional provisions were agreed for euro-area and ERM II Member States. For these countries, the country specific MTOs are specified within a defined range between –1 percent of GDP and balance or surplus, in structural terms (cyclically adjusted balance net of one-off and temporary measures). The Council considered in 2005 that making the aim of ensuring rapid progress towards sustainability fully operational required further work. Accordingly, in a transitory phase until criteria and modalities for taking into account implicit liabilities were established, MTOs were to be differentiated on the basis of the debt ratio and potential growth, while preserving sufficient margin below the reference value of -3% of GDP. Setting out MTOs fully reflecting the reform of the Pact was therefore effectively conditional on reaching a common approach on how to incorporate implicit liabilities (increases in public expenditure due to ageing populations) in the definition of the medium-term budgetary objectives.

4.2.
New MTOs take into account implicit liabilities due to ageing populations

Following a technical agreement ultimately reached in the Economic and Financial Committee, the 7 July 2009 Ecofin Council Ministers took note of the new approach to be used for setting MTOs in line with the provisions of the reform Stability and Growth Pact(
). This followed the conclusions of the 9 October 2007 and the 5 May 2009 Ecofin Council, which had stressed the aim of arriving at an agreement in connection with the updating of the long-term projections of age-related expenditure by the Commission and the Ageing Working Group of the Economic Policy Committee, due in the course of 2009. The 10 November 2009 Ecofin Council endorsed the incorporation of the new approach in the Code of Conduct (
) and, in line with earlier conclusions, confirmed that the new MTOs were implemented starting from the 2009-10 round of Stability and Convergence Programmes. 

The relevant provisions in the code of conduct are reported in Box II.4.1. 

In order to measure the respect of adequate safety margin with respect to the 3 percent to GDP deficit the Commission introduced in 2000 the concept of minimal benchmark. Since the EU fiscal framework requires the 3 percent reference value for deficits are to be respected even in the event of adverse cyclical developments, automatic stabilisers can be allowed to play freely over the cycle without breaching the 3 percent reference value only when the structural fiscal position incorporates a sufficient cyclical safety margin. With a view to provide Member States with an indication on the minimal structural budgetary position consistent with a sufficient safety margin, the Commission introduced in 2000 the concept of 
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 ‘minimal benchmark’, which has been regularly updated by  the Working Group on Output Gaps (OGWG) of the Economic Policy Committee(
).
The debt rules mentioned under (i) and (ii) in  BOX 1 reflect the need to differentiate between low- and high-debt countries by taking as a starting point the debt-stabilizing balance for a debt at 60% of GDP, and imposing a more demanding objective on high-debt countries in proportion t the distance to the 60% of GDP reference value, so as to ensure that the debt is rapidly brought to below the reference value. Concerning the final, and more innovative, component of the MTO, reflecting the need to partially frontload the budgetary cost of ageing, the reference long-term projections on age-related expenditure(
) are those produced by the Commission and the Working Group on Ageing of the Economic Policy Committee(
). The same growth projections enter also the calculation of the debt-stabilising balance. 

Table II.4.1. shows the relevant variables for the MTOs for the EU27 Member States. High debt ratios, low potential GDP growth and high increases in the cost of ageing would respectively contribute to a higher MTO, while the minimum benchmark and a structural deficit of one (for the Euro area and ERM2 countries) act as minimum bounds. The new MTOs that Member States have presented in their stability and convergence programmes are presented in section I.3.
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)  One - off and temporary measures are measures having a transitory budgetary effect that does not  lead to a sustained change in the intertemporal budgetary position.   (

2

)    The MTO pursues a triple aim:       providing a safety margin with respect to the 3%  of GDP deficit limit.  This safety margin is assessed for  each Member State taking into account past output volatility and the budgetary sensitivity to output  fluctuations.      ensuring rapid progress towards sustainability.  This is assessed against the need t o ensure the  convergence of debt ratios towards prudent levels taking into account the economic and budgetary  impact of ageing populations.      taking (i) and (ii) into account, allowing room for budgetary manoeuvre, in particular taking into  account the needs  for public investment.   The MTOs are differentiated for individual Member States to take into account the diversity of economic  and budgetary positions and developments as well as of fiscal risk to the sustainability of public finances,  also in face of pro spective demographic changes. The country - specific MTOs may diverge from the  requirement of a close to balance or in surplus position.   Specifically, the country - specific MTOs should take into account three components: i) the debt - stabilising  balance for a  debt ratio equal to the (60% of GDP) reference value (dependent on long - term potential  growth), implying room for budgetary manoeuvre for Member States with relatively low debt; ii) a  supplementary debt - reduction effort for Member States with a debt ratio  in excess of the (60% of GDP)  reference value, implying rapid progress towards it; and iii) a fraction of the adjustment needed to cover the  present value of the future increase in age - related government expenditure. This implies a partial  frontloading of  the budgetary cost of ageing irrespective of the current level of debt. In addition to these  criteria, MTOs should provide a safety margin with respect to the 3% of GDP deficit reference value and,  for euro area and ERM II Member States, in any case not ex ceed a deficit of 1% of GDP. The examination  of the country - specific MTOs by the Commission and the Council in the context of the assessment of  Stability and Convergence programmes should indicate whether they adequately reflect the objectives of the  Stabi lity and Growth Pact on the basis of the above criteria. Potential growth and the budgetary cost of  ageing should be assessed in a long - term perspective on the basis of the projections produced by the  Working Group on Ageing attached to the Economic Policy  Committee. MTOs can be revised when a major  structural reform with impact on the cost of ageing is implemented and in any case every four years  preferably after a new set of projections is produced by the Working Group .   Member States may present more ambi tious MTOs than implied by these criteria if they feel their  circumstances call for it.    For Member States outside of the euro area and not participating in ERM II, country - specific MTOs would  be defined with a view to ensuring the respect of the triple ai m mentioned above.  

                                                          

  (

1

)   Due to data problems, a different method may be used for the estimation of potential output in the case of recently  acceded member states (RAMS). The method used should be agreed by the Economic Policy Committee on the basis  of a pro posal of the Output Gap Working Group.   (

2

)   Examples of one - off and temporary measures are the sales of non - financial assets; receipts of auctions of publicly  owned licenses; short - term emergency costs emerging from natural disasters; tax amnesties; revenue s resulting from  the transfers of pension obligations.  
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 TC "5.
Developments in cyclically-adjusted budget balance measurement" \f \l 2 The assessment of EU governments' structural budget position has led to sometimes sizeable ex-post revisions due to sharp reversal in economic conditions that affected potential output estimates. Also discretionary actions taken by EU countries' governments affected CAB measurement. 

This section reviews two strands of recent methodological work by Commission services dealing with these issues in the context of the Output Gap Working Group (OGWG) of the Economic Policy Committee (EPC). First, this section describes recent work on to the assessment of the output gap using real-time information on capacity utilisation. It shows that by including information contained in capacity utilisation alongside its statistical characteristics, estimates of potential output can be enhanced, thereby improving the assessment of the structural budgetary positions in real time. Second, the section deals with the role played by discretionary fiscal policy measures to explain short-term variations in tax revenues by exploiting data collected in the context of the OGWG. In the run-up to the global 2008/2009 financial crisis some countries have introduced generous tax breaks in the wake of large tax revenue windfalls which, with hindsight, proved to be unsustainable. Results are presented providing evidence on the pro-cyclical nature of discretionary policy changes affecting tax revenues in the EU.

5.1.
The potential output estimation and the problem of revisions 

The use of univariate statistical techniques (such as the Hodrick Prescott filter, thereafter HP) to derive measures of the level of potential output (and of the output gap) have been recognized to have at least two serious drawbacks, see in particular Kuttner (1994). First, potential output measures generated with these techniques lack a substantive economic foundation. Second, such techniques generally allow for identifying turning points in the potential output trajectory only with a considerable lag and can thus lead to large ex-post revisions. This can substantially exacerbate the uncertainty associated with real-time potential output estimates.
The estimation method currently applied by Commission services is based on the so called Cobb-Douglas production function approach. (
)  This approach relates potential output to the capital stock, hours worked, the Non-Accelerating Inflation Rate of Unemployment (NAIRU) and the permanent component of Total Factor Productivity (TFP). It is hence better grounded in economic theory than a univariate type of approach. However, the NAIRU and TFP are themselves unobservable and have to be estimated. The introduction of a bivariate procedure linking unemployment and inflation in a Phillips curve relationship to disentangle the permanent and cyclical components of labour has allowed enhancing the reliability of the NAIRU estimates so far. Yet, the permanent and cyclical components of TFP have been extracted with the Hodrick-Prescott filter, and hence can be argued to be themselves susceptible to Kuttner's critiques. In particular, the fact that the method utilizes only limited information, see Baxter and King (1995) and D'Auria et al. (2010) for a discussion of these issues in the recent EU context.
A direct consequence of the high uncertainty around the estimates of TFP components at the end of the sample is that the estimates of potential output and of the cyclically adjusted budget balances (CAB) are frequently revised. This makes real-time fiscal policy assessment, especially in the vicinity of business cycle turning points difficult. Taking these factors into considerations, the European Commission has proposed to replace the HP method of the TFP components extraction with a new bivariate model that exploits the theoretical link between TFP cycle and capacity utilisation that arises in the Cobb-Douglas production framework. The new method has been applied officially applied for the first time in parallel to the HP filter in the 2010 Spring forecast round. (
) The general structure of the new model is presented in Box II.5.1. A more detailed technical description of the method can be found in D'Auria et al. (2010, forthcoming).
CAB revision analysis

The usefulness of capacity utilisation data for disentangling TFP components is justified on two grounds: first, capacity utilisation is measured with acceptable precision and, crucially, without revisions. This can be expected to be helpful in reducing TFP trend estimate revisions due to the updates of the underlying series. (
) Second, capacity utilisation indicators have been found to strongly co-move with the unobserved cyclical component of TFP, hence enabling unbiased extraction of the TFP cycle even at the end of the sample. (
) Mechanically, one should expect a similar effect of the new method on the real-time estimates of national CABs, since their construction requires the TFP cycle estimates as one of the input arguments. 

Following Planas et al. (2010) the two different methods used here, i.e. the HP and capacity-utilisation affect all years of estimation of the CAB. One can exploit this feature to measure the sensitivity of CAB estimates to ex-post revisions. Graph II.5.1 does this by reporting the standard deviations of revisions of CAB measurement recorded for 11 EU Member States calculated over the period 2000-2008. (
) The revisions are computed on CAB estimates using the different autumn vintages of DG ECFIN Ameco database running from the autumn 2000 to the autumn 2009 vintages over four different time horizons. The number of time horizons considered is conditioned by the data needed to compute meaningful statistics (i.e. standard deviations are used here) over sufficiently long time span to calculate differences in the CAB estimates recursively for years 2008 till 2000 using the different autumn vintages of the Ameco database. The numbers on the x-axis correspond to the different time horizon considered to calculate the standard deviations. (
) As can be seen, the average standard deviation of the revisions of the CAB estimates based on TFP cycle estimates obtained with the bivariate method is in general smaller than the average standard deviation of revisions on HP filter for every time-horizon considered in nine out of eleven Member States. (
) Only for two Member States (Spain and UK) the result is ambiguous and depends on the time horizon. It is also worth noting that for a number of Member States (Denmark, Germany, Ireland, Italy and Portugal), the bivariate method produced standard deviation of the revisions which are smaller by at least 20% across all time horizons. This result therefore provides supporting evidence in favour of the use of the capacity utilisation as this method significantly reduces the ex-post CAB revisions compared to the HP method. Ongoing work in this area by the Commission services will allow to extend the method to other Member States once data availability becomes sufficient for this purpose.
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  where the constant α represents the labour share of income. Since efficiency is a persistent process whereas  capacity utilisation depends on the  current economic condition, equation (1) suggests a TFP - decomposition  into a trend P and a cycle C such that  TFP = P × C  with:        
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  The first relationship has no empirical relevance since efficiency is not measured. Capacity utilisat ion  measures are instead available, although so far without discriminating between the different production  factors. It follows that o nly aggregate capacity  utilisation  series  ( U ) can be readily obtained .  B y construction   we expect  U L  and  U K  to be significa ntly correlated. Given   that average hours worked per employee already  contain some   cyclical movements, the link with labour  utilisation  should be   somewhat looser. But if there  are fluctuations in the degree of   labour hoarding that are not captured by  the n umber of  hours  variable , a  correlation   between labour and capital  utilisation  may nevertheless be   present.  It is  thus assume d that :  
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  where lowercase letters denote logarithms and  ε  is   a random shock.   Hence  log - TFP is related to capacity  utilisation  through:  
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    This link  is  exploited  t o  detrend  TFP  through the following  bivariate model:   (2)      
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  where  the small - case letters indicate log - lev els of their large - case letter   counterparts.   Given that both  α  and  γ  lie in the (0,1) - interval,   the loading coefficient  β  should be greater than one.  The value of β can be  considered a formal quantitative measure of the link between the capacity utilisatio n and TFP. The term e Ut   in the second equation of system (2) stands for a random shock. System (X.2) must be completed with  assumptions about the  unobserved components dynamic s .  Their general structure as well as specific  assumptions made for every Member  States are discussed in  D'Auria et al.  (2010, forthcoming).   Construction of the capacity utilisation composite indicator   Data on c apacity  utilisation   for the EU can be obtained from : the Capacity  Utilisation  Indicator (CUI),  which is available for manufact uring only, and the Business Survey Capacity Indicator (BS) collected for  both manufacturing and services as a part of the EC Business and Consumer Survey Programme,  see the  European Economy Special Report 5/2006 . Due to its wider scope, BS is thought to b e a superior measure of  capacity  utilisation  for the total economy. It has th e disadvantage however that data on the Service sector  has  been collected  only  since years 1995 - 1998 for most Member States. For this reason, CUI , suitably rescaled,  



	

	(Continued on the next page)


	Box (continued)

	

	[image: image68.emf]  is used for the period when BS is not available,  while  BS  is used  for the remaining years.   Only CUI is used  for Luxemburg as business surveys are not conducted for this country. Ireland has interrupted business  surveys in 2009.   Model estimation    The model  can be estimated using the standard maximum likelihood method or applying a Bayesian  approach.  The latter is preferred as it overcomes a stability problem that can occur with  maximum likelihood  estimation  whereby 0 - coefficient estimates are obtained for st ructural shock variances.   Another advantage of  Bayesian approach is that the additional information possessed by modellers and policy makers that is not  captured in the data can be easily incorporated into the analysis.  For instance, some information is  a  priori   available about the periodicity of the TFP cycle or the inertia of its trend. In the Bayesian framework all  parameters are considered as random variables with an initial distribution that reflects the prior knowledge.  The estimation procedure aims a t delivering posterior distributions of all unobserved quantities given both  prior assumptions and observations. The likelihood is evaluated by casting model (2) into a state space  format in order to apply the Kalman filter. More details about the methodol ogy and the prior distributions  are given in  D'Auria et al.  (2010, forthcoming).   (
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)  
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)   All computations are made by programme GAP developed in the Joint Research Centre and downloadable from  CIRCA   website     http://circa.europa.eu/Public/irc/ecfin/outgaps/library?l=/method/nawru_estimation&vm=detailed&sb=Title  



	

	


	Graph II.5.1:
One to four-step ahead revision standard deviations (x 100) for four different time horizons (1)
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	(1) The time horizons in the x-axis correspond to the years considered to calculate the standard deviation in the revisions of the CAB estimates reported in the y-axis. For instance, the standard deviation of the CAB estimate corresponding to the time horizon 1 covers the differences in the CAB estimated for the years 2008 (using the autumn 2009 and the autumn 2008 forecast), the year 2007 (using the autumn 2008 forecast and the autumn 2007 forecast), etc. till the year 2000 (using the autumn 2001 forecast and the autumn 2000) forecast. Time horizon 2 covers the years 2007 (using the autumn 2008 forecast and the autumn 2007 forecast), etc. till the year 2001 (using the autumn 2002 forecast and the autumn 2001) forecast.

Source: Commission services.


5.2.
The pro-cyclical nature of discretionary measures affecting tax revenues 

The data collected by the Commission services on the impact of discretionary measures on tax revenues in the context of the Output Gap Working Group can be used to better understand recent tax policy changes (see European Commission, 2009 for a description of the database). Before 2008 many EU countries benefited from substantial tax revenue windfalls and relatively high apparent tax elasticities. This led some to introduce generous tax breaks which, with hindsight, proved to be unaffordable in the aftermath of the 2008/2009 global financial crisis. Graphs II.5.2-II.5.5 provide an illustration of the recent evolution of apparent tax elasticities and the output gap, with the latter measuring the business cyclical position for a limited set of countries. (
) Total tax revenues and apparent tax elasticities, both gross and net of the effect of discretionary measures for each broad tax category are reported for selected countries. The net elasticities are derived using the proportional adjustment method described in European Commission (2009). For each tax category, the tax base used is nominal GDP in order to ensure direct comparability with the OECD/Commission tax elasticities used to calculate the cyclically adjusted balance, as depicted in Graphs II.5.2-II.5.5.(
) Apparent tax elasticities appear to be very volatile in the short-run and can sometimes depart substantially from the OECD/Commission benchmark. In certain cases, however, the impact of discretionary measures on the tax elasticity is large, yielding some substantial discrepancies between net and gross elasticities in these cases. Graph II.5.2 depicts the results for the apparent elasticity of direct taxes with respect to GDP in selected countries. Both net and gross elasticities appear to be very volatile and tend to fluctuate around the OECD/Commission benchmark elasticities, reflecting general business cycle variations as shown by the output gap values. Graph II.5.3 shows the results of an equivalent exercise for a different set of countries and indirect taxes. Again, high volatility of apparent tax elasticities can be seen with some significant departures from the OECD/European Commission benchmark also being due to the overall output variations as indicated by the values of the output gap. Graph II.5.4 which shows tax elasticities of Social Security Contributions shows lower volatility for both net and gross elasticities and a smaller impact of discretionary measures on the tax elasticities. Graph 4 plots gross and net apparent elasticities of the total tax revenues for a larger sample of countries and also shows that, while gross and net tax elasticities are often highly correlated, the incidence of discretionary measures can in some years be rather large and drive to sizeable discrepancy between the two series. (
) 

Graphs II.5.2-II.5.5 can be used to illustrate the pro or counter-cyclical nature of discretionary measures. For instance, for a given level of output growth, tax cuts will result in the net tax elasticity being higher than the gross elasticity, as the change in tax revenues in the gross case includes the tax cut while the change in tax revenues in the net case does not. Similarly, in case of a tax increase, the net tax elasticity will be lower than the gross tax elasticity. (
)Graph II.5.4 concerning total taxes shows that discretionary measures tended to be counter-cyclical in Italy in 2003, counter-cyclical in France in 2004-2005, and in the Czech republic in 1998-2003, while they tended to be pro-cyclical in Malta in 2004-2005. (
)

	Graph II.5.2:
Gross and net (for the impact of discretionary measures) tax elasticities to GDP and output gap: direct taxes
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	Note: output gap expressed in percentage of potential output

Source:  Commission services.


	Graph II.5.3:
Gross and net (for the impact of discretionary measures) tax elasticities to GDP and output gap: indirect taxes
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	Note: output gap expressed in percentage of potential output

Source:  Commission services.


	Graph II.5.4:
Gross and net (for the impact of discretionary measures) tax elasticities to GDP and output gap: social security contributions
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	Note: output gap expressed in percentage of potential output

Source: Commission services.


	Graph II.5.5:
Gross and net tax elasticities to GDP and output gap: total tax revenues
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	Note: output gap expressed in percentage of potential output

Source: Commission services.


The descriptive evidence provided above does not, in itself, provide a clear picture on the overall pro- or counter-cyclical nature of discretionary measures affecting tax revenues. One difficulty is that in most cases the time span available does not cover a full business cycle. A more consistent way to look at the pro or counter-cyclical nature of discretionary measures is to consider their relationship with the output gap suing econometric estimations with the dependent variable being the estimated impact of discretionary measures on tax revenues (in percent of GDP) and with the output gap being included as main explanatory variable as of interest. (
) A negative correlation coefficient would suggest that discretionary measures are pro-cyclical and a positive coefficient that they are counter-cyclical.  The analysis has been carried out by pooling data across countries and years in order to overcome the constraints of the short time scale. Only countries covering a sufficiently long time period for each tax category are used in order to capture any cyclical pattern of discretionary measures. The period covered by the estimations is 2001-2007 and the countries included are Belgium, the Czech Republic, Finland, France, Lithuania, Malta, Sweden and the UK. The following equation has been estimated for this sample of countries:
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(1)

where DMi,t indicates the variation in tax revenues as a result of discretionary measures in percentage of GDP in country i in year t and OGi,t-1 is the business cycle position which is represented by the level of output gap in year t-1. (
) The term εi,t is an error term which can be decomposed into two subcomponents:
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(2)
The coefficient αi represents an unobserved country specific-effect and λi,t is an error term which is assumed to have the i.i.d. properties. In order to remove the unobserved country-specific components which could influence the relationship between discretionary measures and the business cycle, equation (1) has been estimated using a panel fixed (within) estimator which allows the removal of these unobserved effects. The results of the estimation of Equation (1) are reported in Table II.5.1. It presents results for discretionary measures concerning all taxes categories as well as for each tax category separately. Column (1) of Table II.5.1 shows that the sign of the coefficient on the lagged output gap is negative and significant, indicating that discretionary measures tend to increase tax revenues when the output gap is lower and to decrease tax revenues when the output gap is higher, thus suggesting that discretionary measures affecting total taxes are on average pro-cyclical for the sample of countries and period covered.

Column (2) of Table 2 includes additional control variables that are usually considered in the fiscal policy literature. These variables include two fiscal indicators: the level of debt and the budgetary position in year t-1. The expected sign of the estimated coefficients is positive on the debt variable and negative on the net lending position (assuming that discretionary measures are taken for fiscal consolidation, i.e. to reduce deficit and debt levels). In addition to the fiscal variables, two other variables are used: a dummy variable indicating whether in year t-1 general elections took place in country i and an indicator measuring the quality of fiscal governance, which has been found to be relevant in the literature studying the pro-cyclical nature of fiscal policy. (
) A higher value for this variable indicates better fiscal governance. The expected sign on the election variable is negative if tax reductions are used for electoral purposes. The results of the estimation of the link between the output gap and discretionary measures, controlling for these other potential determinants, are reported in Column (2) of Table 2 and show that the relationship between the lagged output gap and discretionary measures remains negative and significant. The value of the coefficient decreases slightly suggesting that the additional control variables considered capture a small part of the link between discretionary measures affecting tax revenues and the business cycle. None of the other variables included in the equations are significant, however, excepting the net lending variable which displays a negative sign suggesting that countries with a deteriorated budgetary balance in year t tend to adopt discretionary measures that increase tax revenues, thus pointing to fiscal consolidation. Similar estimations are undertaken for each tax category separately in Columns (3) to (8). The results indicate that only direct taxes display the same pro-cyclicality result as total taxes. This result, together with a detailed inspection of the data reported by the Member States, could possibly suggest that direct taxes are more frequently used in a pro-cyclical way to lower the tax burden during good times and to increase it during bad times, compared to other tax categories. The limited sample of countries and time periods considered, however, means that these results should be interpreted with caution and further robustness checks should be conducted over longer time spans and for more countries, when internationally comparable data become available.

	

	Table II.5.1:
Econometric estimation of the link between the output gap and discretionary measures. Panel (fixed-effect) estimations
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Output gap -0.046*** -0.034*** -0.034*** -0.031*** -0.007 -0.004 -0.001 0.000

(0.009) (0.01) (0.007) (0.008) (0.004) (0.005) (0.002) (0.003)

Debt -0.001 -0.004 0.001 0.001

(0.006) (0.005) (0.003) (0.002)

Net lending -0.047*** -0.014 -0.009 -0.008*

(0.015) (0.013) (0.008) (0.004)

General elections -0.056 -0.037 -0.022 0.002

(0.044) (0.038) (0.025) (0.013)

Fiscal rules 0.045 -0.017 0.025 0.028

(0.066) (0.056) (0.037) (0.019)

Constant -0.054** -0.092 -0.101*** 0.105 0.026** -0.045 0.004 -0.055

(0.022) (0.294) (0.017) (0.253) (0.011) (0.164) (0.006) (0.085)

Observations 55 55 55 55 55 55 55 55

Number of country 8 8 8 8 8 8 8 8

R-squared 0.38 0.54 0.36 0.41 0.06 0.12 0.01 0.13

F test for fixed effects 4.66*** 2.27** 2.57** 1.53 3.43*** 2.43** 2.16* 0.86

Total taxes Direct taxes Indirect taxes

Social security 

contributions



	Notes:  Standard errors in parentheses.  * significant at 10%; ** significant at 5%; *** significant at 1%. The period covered by the estimations is 2001-2007 and the countries are Belgium, the Czech republic, Finland, France, Lithuania, Malta, Sweden and the UK.

Source: Commission services.
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Correcting the cyclically-adjusted budget balance for current account imbalances" \f \l 2 6.1.
Introduction

Over the past decade, a number of EU countries experienced absorption booms involving phases of buoyant domestic demand that were coupled with widening current account deficits. (
) When the external imbalances underwent a sharp correction following the global crisis, the fiscal position also abruptly shifted to expose very large deficits. 

This section discusses ways to construct indicators for the conduct of fiscal policy, which take both the impact of the economic cycle and the movements in absorption, and therefore the current account, into consideration. Compared with the conventional cyclically-adjusted budget balance (CAB), correcting budgetary indicators for absorption booms and busts it improves the assessment of the structural fiscal balance in countries experiencing large swings in their current account. It could contribute to an appropriate calibration of the fiscal impulse.
6.2.
Adjusting the CAB for current account imbalances 

There are a number of well documented difficulties in assessing the structural budgetary position using the CAB. Alongside the inherent difficulties of measuring the cycle in real time, revenue elasticities may also fluctuate during the cycle, leading to an incorrect distinction between the cyclical and the structural component of budget balances. In particular, in countries experiencing fast growth of domestic demand, and therefore growing current account deficits and higher than normal tax elasticities have contributed to artificially pushing up cyclically-adjusted balances. 

Introducing improvements in the CAB is not an easy task. Despite a consensus that the CAB may not always send the right signals due to fluctuating revenue elasticities, there has been at best partial progress on this issue. The CAB approach employed in EU budgetary surveillance measures the cycle using the output gap and adjusts the budgetary totals using constant elasticities with sensitivities that vary in proportion with the share of the budgetary components in GDP. (
) The elasticities capture the percentage change of budgetary items associated with a percentage output change while the sensitivities measure the value changes in budgetary items associated with value changes in output. This approach implicitly assumes that the impact of the cycle on revenues is not strictly constant, but varies only in proportion of changing revenue composition.  The composition of tax bases is assumed to play no role. An alternative approach is to take cycles in the different tax bases into account, by considering the gaps between the actual and the filtered value of tax bases. (
) This approach can take into account whether tax bases are unusually high or low compared with their trend. However, the benchmark tax base composition where all tax bases are in line with their trend has no strong conceptual underpinning and neglects the possibility of structural transformations that may lead to lasting adjustments in tax bases. 

The main idea behind the fiscal indicator adjusted to take into account the impact of absorption boom and busts which is developed in this section, is that the definition of a well-founded benchmark for the composition of tax bases can be naturally related to a country's need to maintain prudent current account positions. The implicit assumption in the CAB is that all tax bases are linked to production (output). Hence the underlying budgetary position is computed by purging the budget balance from the effects resulting from output being different from potential. However, as discussed above, a sizeable share of taxes is linked to domestic demand (absorption) rather than output. For this reason a cyclically and absorption adjusted budget balance (CAAB) where "gaps" not only in output but also in absorption play a role is desirable.
In line with the approach proposed by Jaeger and Klemm (2007), the purpose is to strip out the automatic effects of both output and domestic demand (absorption) from the actual balance. A meaningful notion of "absorption gap" should capture the difference between actual and "potential" absorption, where "potential" absorption is the level of absorption when the country's current account balance is in line with fundamentals. A common benchmark for current accounts is provided by so-called "current account norms", namely current account values consistent with medium-term determinants of the saving-investment balance (e.g., Chinn and Prasad, 2004; Lee et al., 2008).
The box, below, presents details on the computation of the CAAB. Regarding the determination of the parameters linking the output gap and the absorption gap to the CAAB, a natural benchmark is provided by the shares of direct and indirect taxes. While direct taxes are linked to incomes and therefore to value added (GDP), the tax base of indirect taxes is more strongly correlated with absorption because indirect taxes are levied on consumption and imports. Sensitivity parameters determined in this way are used to estimate the automatic response of the budget to output and absorption gaps.

Both output and absorption gaps are assumed to be temporary as they both imply a deviation from fundamentals, and are therefore netted out when calculating the CAAB. The CAB and CAAB will evolve in parallel if output gaps move in line with absorption gaps and if there are no major fluctuations in indirect taxes.
6.3.
Results

Based on the formula in the Box, we calculated the CAAB indicator for the 27 EU countries. Results in table II.6.1, below, show that, although in most cases the two indicators present a similar picture and tend to evolve in parallel, in some cases the divergence is large. These cases correspond to those countries where the current account underwent periods of exceptionally large deficits or surpluses. 
	

	Table II.6.1:
CABS and CAABS in EU countries

	 TC "II.6.1.
CABS and CAABS in EU countries" \ftable \l 5 [image: image77.emf]CAAB CAB

2005 2006 2007 2008 2009 2005-09 2005 2006 2007 2008 2009 2005-09

BE -2.7 -0.2 -1.1 -2.2 -4.7 -2.2 -2.9 -0.4 -1.4 -2.0 -4.5 -2.3

BG -1.1 -1.8 -5.6 -4.2 -1.3 -2.8 0.8 1.7 -1.5 0.0 -2.8 -0.4

CZ -3.8 -4.1 -3.0 -4.1 -5.5 -4.1 -3.9 -4.0 -2.9 -4.5 -5.1 -4.1

DK 5.0 3.7 3.2 3.6 1.3 3.4 4.7 3.5 3.1 3.3 0.6 3.0

DE -2.0 -1.3 0.0 -0.5 -1.2 -1.0 -2.7 -2.2 -1.2 -1.5 -1.8 -1.9

EE -0.2 -1.7 -2.7 -4.7 0.8 -1.7 0.3 0.0 -0.7 -4.1 1.3 -0.6

IE 0.3 1.4 -2.4 -7.7 -9.7 -3.6 0.9 2.1 -1.6 -7.0 -11.4 -3.4

EL -6.4 -4.9 -6.4 -9.8 -13.2 -8.2 -5.6 -4.7 -7.0 -9.6 -14.1 -8.2

ES 0.6 1.0 0.4 -5.1 -10.0 -2.6 1.0 1.6 1.2 -4.4 -9.6 -2.1

FR -3.4 -3.0 -3.7 -4.1 -7.7 -4.4 -3.4 -3.0 -3.7 -3.7 -6.2 -4.0

IT -4.5 -4.3 -2.9 -3.6 -3.7 -3.8 -4.6 -4.4 -3.0 -3.3 -3.3 -3.7

CY -3.4 -2.7 0.2 -3.7 -6.2 -3.2 -2.2 -1.3 2.5 -0.4 -5.8 -1.4

LV -2.6 -5.9 -7.3 -7.6 -4.9 -5.7 -1.5 -3.2 -4.5 -6.4 -6.3 -4.4

LT -2.3 -3.2 -5.7 -7.5 -6.6 -5.0 -1.8 -2.1 -3.7 -5.7 -6.7 -4.0

LU -0.1 0.2 1.1 1.1 -0.2 0.4 -0.3 0.1 1.1 2.0 1.2 0.8

HU -8.9 -11.1 -6.3 -5.0 -1.1 -6.5 -8.7 -10.9 -6.4 -5.1 -2.2 -6.7

MT -3.6 -4.0 -3.8 -6.4 -4.6 -4.5 -2.5 -2.5 -2.5 -4.9 -3.1 -3.1

NL 0.9 1.0 -0.5 -0.7 -3.2 -0.5 0.3 0.3 -1.0 -0.5 -3.6 -0.9

AT -0.7 -1.5 -1.2 -1.1 -2.9 -1.5 -1.3 -1.9 -1.6 -1.7 -2.4 -1.8

PL -3.5 -3.9 -3.0 -4.8 -5.8 -4.2 -3.9 -4.0 -2.8 -4.6 -6.9 -4.4

PT -6.2 -4.4 -3.6 -3.7 -7.1 -5.0 -5.7 -3.7 -3.0 -2.9 -8.3 -4.7

RO -3.1 -5.3 -6.4 -9.2 -7.5 -6.3 -2.2 -4.1 -4.7 -8.2 -7.8 -5.4

SI -1.5 -2.4 -2.8 -4.9 -5.1 -3.3 -1.6 -2.6 -2.9 -4.8 -3.8 -3.1

SK -3.4 -4.6 -4.2 -5.4 -7.0 -4.9 -2.5 -3.9 -3.7 -4.5 -6.4 -4.2

FI 3.4 3.4 3.6 3.0 -0.8 2.5 2.6 2.8 2.6 2.1 0.3 2.1

SE 2.3 2.2 3.8 3.9 1.7 2.8 1.0 0.3 1.6 1.4 1.9 1.3

UK -3.9 -3.7 -3.9 -5.6 -10.2 -5.4 -4.0 -3.5 -3.9 -5.7 -9.7 -5.4

 

	Source: Commission services.

	


	

	

	 TC "II.6.1.
Estimating cyclically and absorption-adjusted budget balances" \fbox \l 5 [image: image78.emf]  Box II.6.1:  Estimating cyclically and absorption - adjusted budget balances The CAAB is calculated as the difference between the actual budget balance and two terms measuring the  output gap and the absorption gap ,  respectively. Denoting by  b, b*  and  b**  the  government balance, the  CAB, and the CAAB , respectively,  by  y  and  y*  actual and potential output ,  by  ygap  the output gap and by  agap  the absorption gap ,  by  a  and  a*  absorption and potential absorption, by  ca*  the current account norm   and  by  it  the sum of n et foreign income and net transfers, the following equations can be derived (some  second - order terms are ignored for simplification):   (1)     (b*/y*) t  = (b/y) t   –  λ ygap t   (2)      (b**/y*) t  = (b/y) t   –   β  ygap t   –   γ  agap t ,   (3)      agap t  = [(a t   –  a* t )/y* t ],   (4)     a* t  =  y* t   –  ca* t  + it t .   From equations (1) and (2) it is evident that the difference between the CAB and the CAAB originates from  two sources: (i) the fact that the CAAB  also  subtracts also the impact of the absorption gap   from the budget  balance; (ii) the diffe rent sensitivity of the CAAB to the output gap (denoted by  λ    and  β  for the case of the  CAB and the CAAB, respectively).  With the  CAAB approach , a  part of the revenues  is  assumed to be linked  to absorption rather than  to  output and  parameters are set so as to avoid double counting . A natural  benchmark for determin ing the sensitivity parameters to output,  β , and absorption,  γ , in equation (2) is to use  the shares in GDP of, respectively direct and indirect taxes, so that  β=   λ - γ , where  λ   is the standard budgetary  sensitivity used in EU budgetary surveillance and  γ  is  the share of indirect taxes in GDP. This has the  implication that:   (5)     (b**/y*) t  =(b*/y*) t   –  γ(agap t – ygap t )   Most of the variables  used  for the computation of CAABs were obtained from the DG ECFIN AMECO  database. Regarding the computation of current accou nt norms, the approach followed is akin to that in  Chinn and Prasad (2003) and Lee at al. (2008). Regressions of the current account/GDP ratios on a set of  explanatory variables were carried out on pooled data from 60 industrial and emerging economies over  the  1970 – 2009 period. To smooth out cyclical variations and address the issue of reverse causation, the data  were transformed into time - averages over 4 - year non - overlapping sub - periods. The estimated current  account norms were obtained as the linear predi ctions from those estimated.    The explanatory factors, aimed at capturing  the  determinants of the balance between national savings and  investment over the medium - to - long term, were chosen as follows:       General government budget balance/GDP ratio . The higher  the government budget balance surplus,  the higher national savings and therefore the current account balance. Source: AMECO complemented  by IMF, World Economic Outlook database.      Old - age dependency ratio  ( the  fraction of population older than 65 years over the working - age  population , defined as those  between 15 and 64 years old). Life - cycle consumption theory predicts that  the higher the old - age  dependency ratio, the lower the share of savings on GDP and the cu rrent  account/GDP ratio. Source: AMECO, complemented by United Nations.      Real GDP per capita at purchasing power parity (PPP)  (ratio with respect to US). Countries with  relatively high (low) per - capita GDP are more likely to lend (borrow) to (from) other co untries, and to  run ,   ceteris   paribus ,  a higher current account surplus (deficit). Source: Penn World Tables (data beyond  2004 projected forward using GDP per - capita growth rates from AMECO).    Real GDP per capita growth . Countries characterised by relativel y high (low) growth rates of GDP per  capita are more likely to borrow (lend) from (to) other countries, and to run ,   ceteris   paribus ,  lower 
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	Box (continued)

	

	[image: image79.emf]  current account surpluses (deficits). Source: AMECO complemented by World Bank, World  Development Indicators.      Net foreign asset/GDP ratio  (value at the beginning of each 4 - year sample sub - period). A high stock of  net foreign assets implies ,  ceterisparibus ,  higher net investment income and therefore higher current  account surpluses on GDP. Source: AMECO, complemented by IMF, Balance of Payments data.       Oil balance  (percentage difference between oil barrels per year produced and consumed). In light of the  pric e rigidity of the demand for oil, a higher imbalance between oil consumption needs and production  capacity translates into a higher current account deficit. Source: BP and US Energy Information  Administration.   The estimated current account norms indicate t hat for relatively high income countries like Belgium,  Germany  and  the Netherlands small deficits or surpluses are expected, while larger deficits are expected for  relatively low income, catching up economies.  



	

	


Graphs II.6.1 and II.6.2 illustrate the evolution in the difference between the CAAB and the CAB since 2000 in selected countries. The first graph depicts the case of selected Euro Area countries. It suggests that the underlying fiscal position at the outset of the crisis (2007–08) was significantly worse according to the CAAB than according to the CAB in Greece and Portugal, countries that were experiencing sizable current account deficits at that point in time. Symmetrically, in countries that were accumulating surpluses in the years before the crisis, like Germany, the Netherlands, and Sweden, the underlying budgetary position estimated by the CAAB appears stronger than that revealed by the CAB. This evidence suggests that an assessment of the underlying fiscal position based on the CAAB could have helped develop policies that were more consistent with a prudent development of external imbalances and which could have contributed to containing intra-Euro Area current account and competitiveness divergences.

Graph II.4.2 depicts the evolution of the CAAB and the CAB for selected New Member States: Bulgaria, the Baltic countries and Romania. In the past decade, all these countries underwent boom-bust dynamics fuelled by rapid financial integration and abundant capital inflows. Absorption grew at very high rates and current account deficits reached record values between 2007 and 2008, while the global crisis was accompanied by major current account reversals linked to capital outflows and major contractions in absorption. During the boom years, the underlying fiscal position in these countries would have looked considerably less optimistic if judgement were based on the CAAB. In the case of Bulgaria the difference between the CAAB reached almost 4 percent of GDP; in the case of Latvia it reached about 2.5 percent. Such an assessment could have contributed to more prudent fiscal policies during the boom years.

	Graph II.6.1:
Difference between CAAB and CAB, selected euro-area countries

	 TC "II.6.1.
Difference between CAAB and CAB, selected euro-area countries" \fgraph \l 5 [image: image80.emf]-2

-1.5

-1

-0.5

0

0.5

1

1.5

2

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

DE EL NL PT SE



	Source: Commission services


	Graph II.6.2:
Difference between CAAB and CAB for selected New Member States
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6.4.
Conclusion

Correcting budget balances for the impact of absorption booms and busts affecting the budget that are not netted out from conventional CAB indicators to be taken into account improves the measurement of the structural (underlying) budget position. 

A meaningful indicator complementing conventional CAB measures in fiscal surveillance could be based on a notion of "absorption gap", building on the fact that current account balances cannot permanently deviate from values consistent with fundamentals. This section of the report develops the notion of a cyclically and absorption adjusted budget balance (CAAB) with the following desirable properties: 
- it is based on sound foundations. Both the output gap and the absorption gap are calculated relative to well identified benchmarks (potential growth, and the current account norm); 

- it is easy to compute and interpret;
- it addresses the issue of the fluctuating composition of tax bases, thus usefully complementing the standard CAB.

Overall, the CAB and the CAAB move in parallel. However, in countries with large deficits or surpluses in the current account, there can be substantial divergences between the two measures. This is evident in looking at the pre-crisis period. The CAAB of Member States with large current account deficits was in many cases more than 1 percentage point lower than the CAB. Conversely, in countries with large current account surpluses, the CAAB was considerably higher than the CAB.
As an instrument to calibrate the fiscal impulse, targeting the CAAB rather than the CAB can aid the containment of boom-bust dynamics and the reduction of large external imbalances via a more effective use of fiscal policy. However, it should be considered that the CAAB captures only the direct effect of the absorption booms and busts on the tax bases. Indirect effects through for example the inflation of nominal GDP through unsustainable wage and price increases are not captured. Part IV discusses the wider direct and indirect effects of boom and bust cycles and external imbalances on fiscal indicators.   
�
�
Table I.3.3:	Budgetary developments according to the 2009-2010 Stability and Convergence Programme updates�
�
� TC "I.3.3.	Budgetary developments according to the 2009-2010 Stability and Convergence Programme updates" \ftable \l 5 ���
�
(1) Convergence programme and autumn forecast: financial years ending in following March.�(2) In case of missing programmes: weighted average of the figures for those countries that have submitted a programme.


Source: Commission services.�
�
�
�

























































































































































(�)	Tax revenues were much higher than projected in the SCPs in 2005-2007.


(�)	See Part I.3 of this report.


(�)	Article 126 of the Treaty (this section refers the Article numbering in the Lisbon Treaty) lays down an excessive deficit procedure (EDP) where the reference values for deficits and debt are 3% and 60% of GDP respectively. This procedure is further specified in Council Regulation (EC) No. 1467/97 'on speeding up and clarifying the implementation of the excessive deficit procedure'. The obligation for Member States to achieve and maintain their MTO is laid out and specified in Council Regulation (EC) No. 1466/97 'on the strengthening of the surveillance of budgetary positions and the surveillance and coordination of economic policies'. These two regulations are part of the Stability and Growth Pact, representing its 'dissuasive' and 'preventive' arm, respectively. Relevant legal texts and guidelines can be found at:


� HYPERLINK "http://ec.europa.eu/economy_finance/sgp/legal_texts/index_en.htm" ��http://ec.europa.eu/economy_finance/sgp/legal_texts/index_en.htm�


Enforcement mechanisms of the EU budgetary surveillance framework are described in Box I.2.1 in this section of the report.


(�)	Member States with a derogation are to avoid excessive deficits but in the event of inadequate action established under Article 126(8) (ex 126(8)), further recommendations can be addressed only on the basis of Article 126(7) (ex 126(7)) as Articles 126(9) (ex 126(9)) and Article 126(11) (ex 126(11)) do not apply to them.


(�)	Pursuant to point 5 of the Protocol on certain provisions relating to the United Kingdom of Great Britain and Northern Ireland, the obligation in Article 126(1) of the Treaty to avoid excessive general government deficits does not apply to the United Kingdom unless it moves to the third stage of economic and monetary union. While in the second stage of economic and monetary union, the United Kingdom is required to endeavour to avoid excessive deficits, pursuant to Article 116(4) of the Treaty.


(�)	The analysis of sectoral balances on the basis of programme information is hampered by some inconsistencies in the reported data, as well as missing compulsory and optional data in the programmes. In particular, programmes from some countries did not report on the net-lending of the total economy and/or the net-lending of the private sector. In the absence of information on the latter variables, consistency between the net-lending of the total economy and the net-lending by government could not be verified. The analysis of sectoral balances in the programmes is limited to those countries reporting net-lending of the total economy and assuming that ‘inconsistencies’ are due to differences in the reporting of net-lending by ‘non-government’ sectors. 


(�)	Note that although Graph I.3.5 seems to suggest that the net-lending position as percent of GDP at country level improved in nearly all Member States (with the exception of Germany, Austria, Finland and Sweden), this needs to be viewed against the background of (in some cases sharply) falling GDP, causing an often significant denominator effect. 


(�)	Some programmes present, notably for the outer years, projections based on current policies/legislation which cannot be necessarily considered as representative of the budgetary strategy of the government.





(�)	The programmes submitted by Ireland and the United Kingdom cover the period up to the recommended deadline for the correction of their excessive deficits (2014 and 2014/15, respectively). The Irish programme targets a deficit at 2.9% of GDP in 2014, while the UK's programme projects a deficit clearly above 3% of GDP in 2014/15 (4.7% of GDP).


(�)	For several countries, the 2009 deficit outturn notified in April 2010 (See figures presented in Section I.1) differed significantly from the estimate presented in the SCP.


(�)	Luxembourg appears as an outlier in the graph as, at no-policy change, the deficit is projected to rise also in 2011; it would gradually decrease afterwards, but remain above the 2009 level by the end of the programme horizon.


(�)	See section IV.3 for the presentation of the composite risk indicators. The budgetary risk indicator aims to get a better grasp of actual sovereign financing needs and reflects: the level of government debt, the share of debt falling due over a 24-month horizon, the implicit interest rate on sovereign debt and government contingent liabilities in the financial sector, and the gap to the primary balance that would lead to debt converging to 60% GDP by 2020. The macro-financial risks indicator aims to cover risks which, if they materialized, would put pressure on the fiscal financing needs. It includes: external debt falling due over a 24-month horizon, the current account balance, credit to the private sector, competitiveness, the share of construction in GDP, the level of GDP per capita (which is used as a proxy of potential growth and catching up, i.e. low GDP level is considered as a risk-reducing factor). The indicators are selected from a much larger group of potential indicators. To the extent possible, overlap was avoided as many indicators reflect similar risks. 


All scores are relative to the EU average, implying that even low risk scores based on the 2010 data still imply a relatively high risk in historical perspective, especially as regards fiscal risks.


(�)	The assumption of a reduction in the deficit in 2013 equivalent to the one planned in 2012 if the programme has a horizon limited to 2012 has been applied also the Czech Republic and to the Netherlands. However, in their programmes these countries restate the commitment to correct their excessive deficit in line with the 2013 deadline set by the Council.


(�)	In the graph, Malta also shows a particularly high degree of frontloading. However, this reflects the target to correct the excessive deficit by the 2011 deadline, with all the necessary nominal adjustment planned to be implemented in that year. In the following year, the Maltese's Stability programme projects a decline in the nominal deficit by only 0.1 of a percent of GDP, to 2.8% of GDP.


(�)	Graphs in this section reflect revenue and expenditure projections in the programmes. However, the expenditure and revenue projections that some programmes present for the years beyond 2010 are based on unchanged policy/legislation scenarios or technical assumptions, thus do not allow grasping the planned distribution of consolidation between revenue and expenditure. As data for revenue and expenditure beyond 201/11 in the UK's Convergence Programme are not based on a harmonised ESA95 basis, the figures presented for the UK in the graphs have been extrapolated from public sector projections. 


(�)	Eurostat  'EUROPOP2008' populations projections. 


(�)	‘2009 Ageing Report’ joint report of the European Commission and the EPC, European Economy, 2, and Commission Communication ‘Dealing with the Impact of an Ageing Population in the EU,’ COM (2009) 180 final, 21 April 2009.


(�)	A number of countries are planning to introduce pension reforms in the near future. Should these be adopted the classification of these countries may change.


(�)	In case of Hungary, the projection of age-related expenditure reflects the recent reforms of the pension scheme introduced in 2009, i.e. after the 2009 Ageing Report was released. The latest projections were endorsed by the AWG and the EPC and were used in the latest assessment of the long-term risk to public finance sustainability.


(�)	Further analysis including the derivation of the sustainability indicators can be found in the Commission publication ''Sustainability Report 2009', European Economy 9/2009.


(�)	The only exception is Hungary which presented a new set of projections on age-related expenditure. These projections were endorsed by the AWG and EPC.


(�)	Besides the benefit ratio also other indicators on the  adequacy of pension systems exist. See � HYPERLINK "http://ec.europa.eu/social/main.jsp?langId=en&catId=752" ��http://ec.europa.eu/social/main.jsp?langId=en&catId=752�


(�)	Reforming disability and early retirement schemes together with increasing the healthy life expectancy are crucial factors in achieving the Lisbon strategy objective of attracting more people into employment and retaining them on the labour market in order to increase the labour supply of older persons and to contribute to sustainable economic growth in the face of adverse demographic developments. A population in better health will be able to work longer as it grows older, allowing higher productivity and labour participation, and will need less healthcare, ultimately resulting in decreased pressure on public finances.. 


(�)	Within these countries, the case of Cyprus should also be noted. Thanks to successful consolidation in the pre-crisis years, Cyprus managed to significantly reduce its debt ratio. Moreover, although the planned increases in age-related expenditure is very large; its demographic projections are such that the increase in ageing-related expenditure will be relatively contained in the first half of the projection horizon.


(�)	http://ec.europa.eu/economy_finance/db_indicators/fiscal_governance/index_en.htm


(�)	This note is based on the programmes submitted by the 27 Member States of the EU. 


(�)	Changes in national fiscal frameworks reported in the SCPs represent all innovations relative to the information set in the DG Ecfin fiscal governance database that currently covers effectively implemented reforms up to 2008.


(�)	In 2 of these 14 Member States (SK and UK) two additional rules are planned to be introduced. In the case of the UK, these two new rules replace the former golden and debt rules. As for PL and RO, according to their SCPs, they plan to introduce 4 and 3 new fiscal rules. Specifically, RO plans to implement 1 budget balance and 2 expenditure rules, while PL announces the establishment of 1 budget balance rule, 1 debt rule and 2 expenditure rules.  


(�)	In the case of Greece, the update announces the implementation of new fiscal rules in 2010. However, no details about the type of rules and calendar implementation are provided. As a result, Greece has not been included in graph 4 of this sub�section.   


(�)	For these two expenditure rules, however, the programme does not provide a concrete calendar and is not fully clear whether the rule is applied to the general government sector or only to the State budget.


(�)	The other two dimensions of the budget process are the approval and the implementation stages. 


(�)	Those Member States that did not receive any policy recommendation in the field of fiscal governance were CZ, DK, ES, CY, LU, NL, FI and SE.


(�)	At the time this chapter was being prepared, the assessments of the updated programme of Portugal and Cyprus were note yet available. 


(�)	The EU fiscal framework is enshrined in Articles 121 and 126 of the Treaty. In particular, Article 126 sets out the excessive deficit procedure. The two regulations and the Council agreement referred to as Stability and Growth Pact (SGP) further specify how the fiscal surveillance envisaged by the Treaty is implemented. 


(�)	See Box I.1.1.


(�)	See Section I.2 for details on the ongoing EDPs.


(�)	The starting year indicated in Table II.1.1 represents the year from which the average fiscal effort specified in the EDP recommendations should be computed. This does not necessarily match the starting year reccomended for consolidation, which, in a few countries is ongoing since 2009. However, for most countries consolidation is set to begin in 2010. For Austria, the Netherlands and Germany, consolidation is recommended to start in 2011. 


       The Council Decision of May 2010 giving notice to Greece to take measures for the deficit reduction judged necessary in order to remedy the situation of excessive deficit by 2014 includes targets in nominal terms.   


(�)	In the case of the United Kingdom, the new recommendation under Article 104(7) issued by the Council on 27 April 2009 followed the assessment that action was not taken in response to the recommendation that the Council addressed to the UK on 8 July 2008.


(�)	For a discussion on the role of budgetary framework in sustaining consolidation efforts, see European Commission (2008).


(�)	The Commission also launched an infringement procedure to ensure the Greek authorities comply with their duty to report reliable budgetary statistics.  


(�)	Measures requested and carried out by Greece in the aftermath of the 126(9) notice include a reduction of public wages, a freeze of pensions, cuts in government financing to social security,  increase in VAT rates and excise taxes.


(�)	Article 136(1)(a) foresees the possibility of adopting measures specific to the Member States whose currency is the euro with a view to strengthening the coordination and surveillance of their budgetary discipline.


(�)	According to the preliminary assessment carried out by the Commission in March 2010, Greece was implementing the measures required in the original 126(9) Decision issued in February. However, the abrupt change in the economic scenario required the issuance of revised recommendations.


(�)	ESA95 stands for European System of National and Regional Accounts. ESA95 is the EU version of the UN’s System of National Accounts (SNA1993). The ESA rules are in Council Regulation (EC) N° 2223/96 (OJ L 310, 30.11.1996, p. 1), as last amended by Regulation (EC) N° 1392/2007 of the European Parliament and of the Council (OJ L 324, 10.12.2007, p. 1). Based on the new edition of the SNA (SNA2008) the ESA system is currently being revised. The new regulation was originally foreseen to be adopted in 2010.


(�)	http://epp.eurostat.ec.europa.eu/portal/page/portal/govern ment_finance_statistics/methodology/decisions_for_GFS


(�)	Section II.1 in the Public Finance Report 2009 discusses each decision in somewhat more detail. Furthermore, for the initiated reader, Eurostat also published a methodological note: http://epp.eurostat.ec.europa.eu/ portal/page/portal/government_finance_statistics/methodology/guidance_accounting_rules


(�)	An operation where the government directly buys impaired assets from MFIs or when these assets are moved to a separate body (a 'bad bank') in exchange for payments is referred to as financial defeasance.


(�)	A contingent asset is nevertheless recorded as a financial asset in cases where the contractual arrangement itself has a market value because it is tradable or can be offset on the market.


(�)	Such a scheme, called Special Liquidity Scheme (SLS), was used in the UK starting as early as April 2008.


(�)	Interest payments for the government securities used in these schemes are typically 'rolled-up', meaning that they become due at maturity.


(�)	The Decision considers that a scheme is of short duration if the initial issuance of government securities takes place during the period of the financial crisis. The latter is defined as starting in summer 2007, while its end date (for statistical purposes) will be also set by Eurostat.


(�)	The French SFEF (Société de Financement de l'Economie Française) could serve as an example.


(�)	This experience once more highlights the importance of caution in the adoption of revenue projections for the budget preparation. It further underlines that the implementation of unfunded tax cuts or expenditure increases must be carefully considered, especially those that are difficult to revert. To guard against misreading revenue windfalls as durable improvements in the underlying fiscal position, changes are required in budgetary policy making that go beyond the institutional setting. In particular, in addition to debt and deficit data, the formulation of fiscal policy should be based on a follow-up of a wider set of indicators relating to fiscal space, such as the external deficit, competitiveness indicators, inflationary pressures, and so on. Moreover, expenditure projections should take into account long-term GDP growth prospects and an inflation target in line with the ECB price stability objective rather than over-optimistic scenarios extrapolating from transitory boom periods with buoyant revenues.


(�)	As a result, the type of independent public institutions considered in this section does not entail any delegation of the conduct of fiscal policy as suggested by some proposals in the literature (Wyplosz (2005)). 


(�)	In several EU countries, national parliaments only discuss the projected medium�term path together with the annual budget law and focus exclusively on the budgetary figures of the year ahead. 


(�)	Conclusions of ECOFIN Council of 7 July 2009.


(�)	Specifications on the implementation of the Stability and Growth Pact and Guidelines on the format and content of Stability and Convergence Programmes.


(�)	For the definition of the minimum benchmark see European Commission: 'Public Finances in EMU 2006'. European Economy 3/2006. 


(�)	The present value of the change in age-related expenditure is calculated in a similar manner as the LTC component in the sustainability indicators. The calculations assume an infinite horizon with age-related expenditure stabilising to the projection end-year-value. See European Commission: 'Sustainability Report 2009', European Economy 9/2009. 


(�)	European Commission and Economic Policy Committee: '2009 Ageing Report' European Economy 2/2009. 


. 


(�)	See Denis et al. (2006) for a description of this method.


(�)	The definitive move to the new method will take place in the autumn 2010 forecast round as endorsed by the Economic and Financial Committee.


(�)	It should however be understood that such revisions will never be completely eliminated.


(�)	The positive impact of the new method on decreasing the size of TFP cycle revisions in real time has also been documented for a sample EU Member States in Planas et al. (2010).


(�)	The period 2000 -2008 is determined by the availability of previous Ameco vintages from the autumn 2000 till the autumn 2009, i.e., the first year for which the estimate of the CAB can be compared using the HP and capacity utilisation method is 2008 using the autumn 2008 and the autumn 2009 Ameco vintages. The countries covered are Belgium, Denmark, Germany, Greece, Spain, France, Ireland, Italy, the Netherlands, Portugal and United Kingdom. Due to lack of data the new method is not yet applicable for the Austria, Finland, Luxemburg and Sweden and the 12 New Member States.


(�)	For instance, the first measure of the size of revisions reported in Graph II.5.1 covers eight years, i.e., from 2008 till 2000 and for each of these years the difference between two different estimates are calculated the following way: The time horizons in the x-axis correspond to the years considered to calculate the standard deviation in the revisions of the CAB estimates. For instance, the standard deviation of the CAB estimate corresponding to the time horizon 1 covers the differences in the CAB estimated for the years 2008 (using the autumn 2009 and the autumn 2008 forecast), the year 2007 (using the autumn 2008 forecast and the autumn 2007 forecast), etc. till the year 2000 (using the autumn 2001 forecast and the autumn 2000) forecast. Time horizon 2 covers the years 2007 (using the autumn 2008 forecast and the autumn 2007 forecast), etc. till the year 2001 (using the autumn 2002 forecast and the autumn 2001) forecast. By doing these calculations recursively (i.e. moving down from year 2008 to year 2000) one obtains four standard deviations values measuring the size of the revisions in the CAB estimate. 


(�)	It can also be observed that the size of revisions tends to grow when moving from the first time horizon to the fourth time horizon which might simply reflect the smaller number of years that is considered each time.


(�)	Apparent tax elasticities have therefore been computed by dividing the annual growth of the revenue series (both gross and net) with the nominal GDP annual growth rate.


(�)	The OECD/Commission tax elasticities are available in European Commission (2006), Public Finances in EMU 2006, Directorate General for Economic and Financial Affairs, European Commission.


(�)	The correction of tax revenues taking into account the entire series of discretionary measures yields tax elasticities net of discretionary measures which can depart significantly from the gross tax elasticities series as shown by the Czech case. This reflects the fact that discretionary measures can have long-lasting effects and thus can affect tax elasticities over long periods of time.


(�)	Apparent net tax elasticities are higher than the gross tax elasticities when discretionary measures imply a negative variation of tax revenues (i.e. a tax cut) and lower when discretionary measures represent a tax revenue increase.  To see this, one can consider the simple case where the change in tax revenues is observed over a two years period, between t and t-1, such that net tax elasticities in year t-1 is At-1. It can be written as follows using the proportional adjustment method, assuming that the year t represents the base year:


 	� EMBED Equation.3  ���	. Tt is the gross tax level and DMt is the discretionary measure in year t (i.e. the base year). The variation in tax revenues net of discretionary measures between t-1 and t will be larger than the variation of gross tax revenues, 


i.e.,� EMBED Equation.3  ���if:� EMBED Equation.3  ���, i.e., if DMt < 0 Conversely, � EMBED Equation.3  ��� if DMt > 0.





(�)	Following the explanation given above, during expansionary phases of the cycle, pro-cyclical discretionary measures would yield negative tax revenue variations and thus higher net tax elasticities than in a no-policy change scenario while during slowdowns discretionary measures would yield positive tax revenue variations compared to a no-policy change scenario, thus resulting in lower net tax elasticities. In both cases net tax elasticities changes would amplify variations in gross tax elasticities and this would, in principle, yield larger variance.


(�)	The lagged output gap is used instead of the actual value in order to account for the potential lag in fiscal policy setting and to avoid endogeneity issues. Section II provides a discussion and references on this point.


(�)	As is usual in the fiscal policy literature analysing the link between the fiscal stance and the business cycle, the output gap is observed in t-1, as that the fiscal stance measures the difference in budgetary position between year t and t-1. In addition, the use of lagged output gap reduces the potential endogeneity of discretionary measures affecting tax revenues. See in particular, European Commission (2006), Public Finance Report in EMU-2006, (Directorate General for Economic and Financial Affairs) for a review of the literature.


(�)	For a description of the database on fiscal governance, see also European Commission (2006), Public Finance Report in EMU-2006, (Directorate General for Economic and Financial Affairs).  For evidence regarding the role played by fiscal institutions on the cyclicality of fiscal policy, see Debrun et al. (2008).


(�)	See Part IV for a discussion of fiscal policy in the context of absorption booms and busts. 


(�)	See Part II.5 for recent improvements in CAB measurement and European Commission (2006) Box II.3 for more details on the development of the CAB over time.


(�)	For more information, see Bouthevillan et al. (2001).
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