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Abbreviations and symbols used

Member States

B Belgium

DK Denmark

D Germany

EL Greece

E Spain

F France

IRL Ireland

I Italy

L Luxembourg
NL The Netherlands
A Austria

P Portugal

FIN Finland

S Sweden

UK United Kingdom
WD West Germany
EU European Union
EU-15 European Community, 15 Member States

EUR-11 Group of 11 Member States participating in monetary union (B, D, E, F, IRL, [, L, NL, A, P, FIN)
Euro area  Member States currently participating in monetary union (EUR-11 plus EL)
(EUR-12)

Currencies

ECU European currency unit
EUR Euro

ATS Austrian schilling
BEF Belgian franc
DEM German mark (Deutschmark)
DKK Danish krone

ESP Spanish peseta
FIM Finnish markka
FRF French franc

GBP Pound sterling
GRD Greek drachma
1IEP Irish pound (punt)
ITL Italian lira

LUF Luxembourg franc
NLG Dutch guilder
PTE Portuguese escudo
SEK Swedish krona
CAD Canadian dollar
CHF Swiss franc

JPY Japanese yen

SUR Russian rouble

USD US dollar
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Other abbreviations

CPI

EC
ECB
ECSC
EDF
EIB
EMCF
EMS
EMU
ERM
Euratom
Eurostat
FDI
GDP (GNP)
GFCF
HICP
ILO
IMF
LDCs
Mio
Mrd
NCI
OCTs
OECD
OPEC
PPS
SMEs
VAT

Consumer price index

European Comission

European Central Bank

European Coal and Steel Community
European Development Fund

European Investment Bank

European Monetary Cooperation Fund
European Monetary System

Economic and monetary union

Exchange rate mechanism

European Atomic Energy Community
Statistical Office of the European Communities
Foreign direct investment

Gross domestic (national) product

Gross fixed capital formation

Harmonised index of consumer prices
International Labour Organisation
International Monetary Fund

Less developed countries

Million

1 000 million

New Community Instrument

Overseas countries and territories

Organisation for Economic Cooperation and Development
Organisation of Petroleum Exporting Countries
Purchasing power standard

Small and medium-sized enterprises

Value added tax

Not available

None



Acknowledgements

vi

This report was prepared under the direction of Hervé Carré, Director for the Economy of the euro area
and the Union. It draws extensively upon ongoing work on public finances by the Directorate-General
for Economic and Financial Affairs.

The main contributors were Anne Brunila, Marco Buti, Giuseppe Carone, Declan Costello, Jonas Fischer,
Gabriele Giudice, Carlos Martinez Mongay, Bertrand Martinot, Aino Salomiki and Jan in’t Veld. The
econometric simulations in Part IV were made by Kieran McMorrow and Werner Roger. Excellent
statistical assistance was provided Maarten Van de Stadt.

The country reports were prepared under the responsibility of Antonio José Cabral, Director for
Economies of the Member States. The contributors were Jean-Luc Annaert, Joaquim Ayuso Casals,
Fotini Dionyssopoulou, Per Eckfeldt, Francisco Marti Esteve, Heinz Jansen, Ulrich Jocheim, Harri
Kéhkonen, Martin Larch, Louise Lundberg, Madeleine Mahovsky, Laurent Moulin, Jodo Medeiros,
Theodoros Papaspyrou, Lucio Pench, Elena Reitano, José Luis Robledo Fraga, Matteo Salto, Mirella
Tieleman, Charlotte Van Hooydonk, Keith Vernon, Peter Weiss and Ralph Wilkinson.

Comments and suggestions by Servaas Deroose, Elena Flores Gual, Mervyn Jones, Jurgen Kroger,
Joost Kuhlmann, Mary McCarthy, Philippe Mills, Heikki Oksanen, Jan-Host Schmidt, Massimo Suardi
and colleagues in other services of the Commission are gratefully acknowledged.

Secretarial support was provided by Maria Davi-Pilato and Aliki Drossou.

Comments on the report would be gratefully received and should be sent to:

Marco Buti

Public finances, with particular reference to the euro zone
European Commission

Rue de la loi/Wetstraat 200

B-1049 Brussels

E-mail to Maria.Davi-Pilato@cec.eu.int



Contents

Summary and main conclusions

Part I: Current developments and prospects

Summary

1.

Budgetary developments in 2000-01
1.1.  The budgetary outcome in 2000
1.2.  Budgetary developments in 2001 and prospects for 2002

The fiscal stance and policy mix in 2000-01
2.1.  Assessing the policy mix in EMU
2.2.  The euro-area dimension

2.3.  The national dimension

Medium-term budgetary outlook

3.1. Medium-term budgetary developments in the stability and
convergence programmes

3.2. Budgetary composition

3.3.  Opverall assessment and risks

Part II: Evolving budgetary surveillance and institutions

Summary

1.

Evolving budgetary surveillance and coordination under the Stability and
Growth Pact

1.1.  Changing budgetary circumstances and priorities

1.2.  Appropriate medium-term budgetary targets in EMU

1.3.  Adapting multilateral budgetary surveillance

National budgetary rules and institutions: how they interact with the Stability and
Growth Pact

2.1. Introduction

2.2. National budgeting in the medium term: expenditure control mechanisms and
numerical rules
2.2.1. Expenditure control and medium-term budgeting
2.2.2. The use of numerical rules at the national level

2.3.  Coordination of general government positions at the national level
2.3.1. Stability and convergence programmes: the involvement of Parliament
and the interaction with the national budget procedure
2.3.2. Setting the general government targets: local and regional government
involvement

11
11
15
19
19
19
20

25
25
28
29

33
35

37

37
38
42

47
47

47
47
51

52

53

54

vii



Part III: Fiscal policy and cyclical stabilisation in EMU

Summary

L.

3.

The role and effectiveness of fiscal policy in EMU

1.1.  The recent debate on fiscal policy
1.2. From theory to practice: how do governments behave?

Cyclical stabilisation in EMU: role and impact of automatic stabilisers

2.1.  The economics of automatic stabilisation
2.2.  The smoothing impact of automatic stabilisers

Lessons for fiscal behaviour in EMU

Part IV: The quality and sustainability of public finances

Summary

1.

The quality of public finances: improving the employment incentives of tax and
benefit systems
1.1.  Introduction
1.2.  How tax and benefit systems affect labour supply: theory and
empirical evidence
1.3.  How tax and benefit systems affect incentives to work
1.4. Tax and benefit reforms: recent trends and directions

The sustainability of public finances in EMU
2.1.  Recent demographic projections 2000-50
2.2. Long-term sustainability in the context of EMU
2.3. Developing more comparable projections of the budgetary impact of ageing
2.4. An emerging policy on ageing policy at EU level
2.4.1. Growing EU involvement in ageing related policies
2.4.2. A three-pronged strategy to address the budgetary consequence of ageing
2.4.3. Sustaining sound public finances and ensuring a fast reduction
of public debt
2.4.4. Reforms to achieve higher employment rates
2.4.5. Reform of pension systems

Part V: Member State developments

viii

— = e =
A N e

PNAN R LD =

Belgium
Denmark
Germany
Greece

Spain

France

Ireland

Italy
Luxembourg
The Netherlands
Austria

Portugal

Finland

Sweden

United Kingdom

57
59

61
61
63

65
65
66

79

81
83

85
85

85
87
93

97
97
98
100
107
107
108

108
110
111

115

117
121
125
129
133
137
141
145
149
153
157
163
169
173
177



Part VI: Resource section

Statistical annex

Tables

1.

PN B R

©

11.

12.
13.
14.
15.
16.
17.
18.

19.
20.
21.
22.
23.

24.
25.

26.

QUEST methodology and detailed results of the simulations of automatic stabilisers
(Annex to Part III)

1.1.  Simulating automatic stabilisers with QUEST

1.2.  Sensitivity of the budget to economic fluctuations

1.3.  Estimates of smoothing of output fluctuations

1.4.  Conclusions

Glossary
References

Useful Internet links

Budgetary developments in 2000, % of GDP

Evolution in estimates of government budgets for 2000

Allocation of UMTS licenses, procedure used and budgetary impact (% of GDP)
Forecast budgetary developments in 2001, % of GDP

Forecasts budgetary developments in 2002, % of GDP

Euro area growth assumptions in the 2000 updates

Budget targets in 2000 stability and convergence programmes

Euro area: comparison of budget targets and fiscal effort

in the 1998-2000 programmes, % of GDP

Euro area: decomposition of changes in government debt ratio, % of GDP

Euro area: planned budgetary developments according to the programme updates,
% of GDP

Budget balance targets, expenditures and revenue ratios over the 2001-04 period
according to the SCP, % GDP

Euro area fiscal stance and fiscal impulse, 2001 onwards

Re-absorbing the stock of public debt

Decreasing public debt in ‘bad’ times

General government medium-term budgeting frameworks used in Member States
Budgetary outlook in the UK according to the 2000 updated UK CP
Involvement of Parliament in the 2000 round of programme updates

Budget balance, general government and government sub-sectors as reported

in the March 2001 EDP reporting

Results of previous studies of automatic fiscal stabilisation

Sensitivity of the budget under various shocks

Short-term revenue and expenditure multipliers

Results for German output and inflation under a negative productivity

Marginal tax rates in the EU 1997-2000 (income tax plus employees contributions
less cash benefit as % of gross wage

Transfer benefits in the EU, 1993-2000

Average effective tax rates for taking up a job in 1997

(assuming principal earner at APW)

Demographic developments in the EU, 2000-50

181

183
183
184
186
190

191
195
199

203

12
13
14
16
17
25
26

27
28

28

29
31
41
42
48
52
53

55
70
71
72
77

88
89

92
98

X



Graphs

27.
28.
29.
30.
31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
56.
57.
58.
59.
Al
A2
A3
A4
AS
A6

NN R WD =

Pension expenditure projections 2000-50 (as % GDP, before tax)

Primary balance required to keep balanced budgets

Projected debt levels assuming respect of SGP targets

Composition and balances of general government, Belgium (as % GDP)

Key figures of the Belgian stability programme (2001-05)

Composition and balance of general government, Denmark (as % GDP)

Key figures of the Danish Convergence Programme (2000-05)

Composition and balances of general government, Germany (as % of GDP)
Key figures of the German stability programme (2001-04)

Composition and balances of general government, Greece (as % of GDP)

Key figures of the Greek stability programme (2000-04)

Composition and balances of general government, Spain (as % of GDP)

Key figures of the Spanish stability programme (2000-04)

Composition and balances of general government, France (as % of GDP)

Key figures of the French stability programme (2001-04)

Composition and balances of general government, Ireland (as % of GDP)

Key figures of the Irish stability programme (2001-03)

Composition and balances of general government, Italy (as % of GDP)

Key figures of Italy’s stability programme (2001-04)

Revenues and expenditure of general government, Luxembourg (as % of GDP)
Key figures of the 2000 update to the stability programme of Luxembourg (1999-03)
Revenues and expenditure of general government, Netherlands (as % of GDP)
Key figures of the 2000 update to the Dutch stability programme (1999-04)
Composition and balances of general government, Austria (as % of GDP)
Key figures of the Austrian stability programme (2000-04)

Composition and balances of general government, Portugal (as % of GDP)
Key figures of the Portuguese stability programme (2001-04)

Composition and balances of general government, Finland (as % of GDP)
Key figures of the Finnish stability programme (2000-04)

Composition and balance of general government, Sweden (as % of GDP)

Key figures of the Swedish convergence programme (2001-03)

Composition and balance of general government, United Kingdom (as % of GDP)
Key figures of the UK convergence programme (2001-06)

Budget sensitivities OECD and EC

Smoothing of consumption shock under proportional tax system (%)
Smoothing capacity under consumption shock

Smoothing capacity under investment shock

Smoothing capacity under exports shock

Smoothing capacity under technology shock

Difference between estimated expected and realised fiscal effort in 2000, in % of GDP
Changes in the tax burden on labour 2000-02

The fiscal and monetary stance in the euro area 1999-2001

Policy mix at the national level, 2000

Fiscal stance and cyclical positions in the EMU countries, 2000

Policy mix at the national level, 2001

Fiscal stance and cyclical positions in the EMU countries, 2001

Euro area: budgetary developments and output gap

101
105
109
118
119
122
123
126
127
130
131
134
135
138
139
142
143
146
147
150
151
154
155
158
159
164
165
170
171
174
175
178
179
184
186
188
189
189
190

13
18
20
21
21
22
23
26



10.
11.

12.
13.
14.
15.
16.
17.
18.
19.
20.
21.
22.
23.

Composition of fiscal adjustment in the euro area, 1997-2004

Factors to be considered when setting medium-term targets

‘Close-to-balance’ requirement, budgetary positions in 2001 and medium-term budgetary
targets set in the last updates of the stability and convergence programmes
Deficit and debt in the euro area

Pro-cyclical policy episodes in the EU, 1970-97

Demand shock

Supply shock

Private consumption shock

Private investment shock

Export demand shock

Productivity shock

Net replacement rates of the unemployed at low (67 % APW) wage level, 1997
Net replacement rates of the unemployed at average (APW) wage level, 1997
Old-age dependency ratios 2000-50 (baseline scenario)

Projected impact of ageing populations on EU per-capita GDP

30
39

40
64
64
67
68
74
74
75
75
90
91
99
106

X1






Summary and main conclusions

A fast-evolving debate on budgetary policy
in EMU

This is the second report dedicated to public finances in
EMU. In addition to reviewing Member States’ budgetary
performance in 2000 and assessing the short and medium-
term prospects, it contains an in-depth examination of
some of the most important questions in the fast-evolving
debate on budgetary policy at EU level. This debate is
being shaped by several factors, not least a growing
understanding of the challenges and constraints facing
Member States in running budgetary policies in EMU.
Four issues dominate the discussions on EU budgetary
policy as follows:

The Stability and Growth Pact (SGP) target of budget
positions that are ‘close to balance or in surplus’, an
important goal not yet reached in several Member States

Having achieved impressive budgetary consolidation in
the run-up to EMU, Member States committed them-
selves in the broad economic policy guidelines (BEPG) to
reach the SGP target of budget positions that are ‘close to
balance or in surplus’, as a rule, by the end of 2001.
Respect of the SGP target is vital for the smooth func-
tioning of EMU as it would safeguard the 3 % of GDP
deficit ceiling and allow the automatic stabilisers to oper-
ate fully in the event of an economic slowdown. With a
deterioration in budget balances projected this year and
mounting downside economic risks, attaining the SGP
target remains an important budgetary goal for the coun-
tries that continue to have sizeable structural deficits.

The importance of budgetary policy delivering
an appropriate policy mix both at the euro-area
and Member State level

EMU is a unique policy framework in having a cen-
tralised monetary policy but decentralised budgetary poli-
cies. Member States’ budgetary policy must therefore
ensure an appropriate policy mix at national level, while

at the same time contributing to an appropriate fiscal
stance for the euro area as a whole. There is a growing
awareness of the need to satisfy both of these objectives.
The importance of Member States’ budgetary policy in
delivering the right policy mix at national level was evi-
dent several months ago when there were clear signs of
overheating in several euro-area Member States. In addi-
tion, a balanced policy mix at the aggregate euro level
(where fiscal policies should not overburden monetary
policy) is being increasingly recognised as a necessary
step to tackle successfully the current economic slowdown.

Broadening the debate on budgetary policy to include
the quality and sustainability of public finances

New priorities are coming to the fore now that most
Member States have reduced their budgetary imbalances.
The debate on budgetary policy at EU level needs
to expand from its current focus on discipline towards a
parallel emphasis on the contribution of public finances to
growth and employment. The challenge facing Member
States is now to sustain sound public budget positions
while at the same time lowering the tax burden, restruc-
turing public expenditure to support a knowledge-based
economy and preparing for the budgetary consequences
of ageing populations. Sustainable public finances also
contribute to the overall strategy for sustainable devel-
opment endorsed by the European Council of Gothen-
burg in June 2001. Budgetary surveillance at EU level
needs to evolve if it is to support Member States in pur-
suing ambitious reform agendas that do not jeopardise
the commitment to fiscal discipline.

Better coordination on budgetary questions is needed

Recent events have highlighted inadequate coordination on
budgetary questions in EMU, and consequently a failure
on the part of Member States to react in a timely and con-
sistent manner to common economic shocks/challenges.
Examples of such coordination include how to respond
to pressure to lower fuel taxes in the face of rising oil
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prices, what to do with windfall revenues from the sale of
third generation (UMTS) mobile phone licences, how to
bring about a sustainable reduction in the tax burden, and
what is the appropriate role of budgetary polices in con-
taining overheating pressures. Faced with economic
shocks/challenges of a similar nature, it is reasonable to
expect that countries in a monetary union would react
with policies that are consistent and which take on board
the euro-area implications, although the individual policy
responses obviously need to be tailored to reflect country-
specific circumstances. Even in cases when the policies
adopted by Member States have been broadly consistent
with the EU fiscal framework, lack of coordination has led
to the impression that countries are unwilling to acknowl-
edge the euro-area implications of national policy actions,
and that coordination only takes place after the event.
Tackling the apparent shortcomings in the coordination of
budgetary policies is a necessary and urgent task.

Outline of the report

This report addresses the above considerations that are
shaping budgetary priorities in EMU. Part I reviews cur-
rent developments and short-term budgetary prospects,
as well as the medium-term plans set down in the latest
stability and convergence programmes (submitted in late
2000 or early 2001). The analysis is based on the spring
2001 forecast of the European Commission and is sup-
plemented with more recent information on budgetary
developments in 2001.

Part IT considers the role of budgetary institutions and
procedures in achieving and maintaining sound public
finances. It examines how the framework for budgetary
surveillance at EU level is evolving in light of changing
budgetary conditions and priorities and assesses the inter-
action of national budgetary procedures and institutions
with EU budgetary surveillance requirements.

Part III examines the cyclical stabilisation role of domes-
tic budgetary policy in EMU and the impact of automatic
stabilisers: this is one of the most important budgetary
questions on which a common assessment and under-
standing amongst euro-area countries is needed.

Part IV analyses some new budgetary priorities high-
lighted by the Lisbon and Stockholm European Coun-
cils, namely the working of tax and benefit systems and
the budgetary implications of ageing populations.

Part V contains for each Member State a brief summary
of budget developments and policy challenges. It also

contains the Council opinions on the updated stability
and convergence programmes, as well as the country-
specific recommendations on budgetary policy in the
2001 broad economic policy guidelines.

Budgetary developments and prospects

Part I of the report presents what is a mixed picture of
recent budgetary policy developments and prospects. On
the one hand, the budget deficit of the euro area has con-
tinued to shrink to 0.7 % of GDP in 2000 (net of UMTS
revenues), a drop of 0.5 % of GDP compared with 1999,
and at the same time the tax burden is being lowered in
most countries. Moreover, most of the one-off budgetary
receipts from the sale of UMTS licences have, as agreed,
been used to reduce debt.

On the other hand, four euro-area countries (Germany,
France, Italy and Portugal) are projected to have sizeable
deficits in 2001. These countries have missed the oppor-
tunity of the recent favourable growth environment to
meet the target of the Stability and Growth Pact, and thus
they have less room for manoeuvre in the face of the
current slowdown. In general, the budgetary outcome for
2000 should have been better, as some governments gave
away part of the higher-than-expected ‘growth dividend’
via tax cuts or expenditure increases. Moreover, both the
actual and cyclically-adjusted budget balances of the euro
are set to deteriorate slightly in 2001, marking the first
reversal in budgetary consolidation since 1993. While this
is largely due to welcome reductions in the tax burden,
accompanying expenditure reforms have been postponed
or toned down in some countries, including measures to
modernise pension systems.

The downside risks are mounting with signs of deceler-
ating growth in most countries. In this context, automatic
budgetary stabilisers should be allowed to operate fully in
those countries that have already achieved budget posi-
tions which respect the SGP target of ‘close to balance or
in surplus’. In contrast, the full use of automatic stabilis-
ers may not be feasible in those Member States that have
yet to reach the SGP target, as this could lead to deficits
that approach the 3 % of GDP deficit ceiling.

The aggregate policy mix for the euro area has been
broadly balanced in 2000 and 2001. In contrast, the pol-
icy mix at national level has not always been appropriate,
as fiscal behaviour in some countries has been inconsis-
tent with domestic cyclical and monetary conditions. In



the short-term, maintaining a sound policy mix at the
euro-area level is essential to limit the adverse conse-
quences of the current deceleration in growth: an undue
loosening of the fiscal stance could overburden mone-
tary policy, leading to higher-than-necessary interest rates.
A particular effort is also required in those Member States
experiencing signs of overheating to ensure that the fiscal
stance at national level reflects the particular cyclical and
monetary conditions they face.

As regards medium-term prospects, the updated stability
and convergence programmes provide for a broadly neu-
tral fiscal stance while allowing for a steady reduction in
the tax burden. They also show that all Member States
aim to reach the SGP target of close to balance or in sur-
plus, but in several cases only in 2003 or 2004. This indi-
cates that budgetary consolidation is being back-loaded
towards the final years of the programmes of some coun-
tries. It is important that the SGP goal be attained in
accordance with the commitments in the BEPG, so that it
does not become a goal that is continuously deferred into
the future. Although some Member States have set
medium-term targets that go beyond the ‘close to bal-
ance or in surplus’ SGP target, the programmes of most
Member States appear to be unambitious in light of other
budgetary objectives, and especially the need to prepare
for the budgetary consequences of ageing populations.

Budgetary surveillance and institutions

A sound budgetary performance requires effective insti-
tutions, that is efficient decision-making procedures,
targets and behavioural rules. Part II looks at how the
budgetary institutions at both EU and national level are
adapting to the new framework for conducting national
fiscal policies in a monetary union.

The analysis begins by outlining a phased approach to
determining what are the appropriate medium-term targets
to respect the SGP goal of close to balances or in surplus.
A first step was to ensure that Member States’ budgetary
positions would create a sufficient safety margin so that
the automatic stabilisers could operate in cyclical down-
turns without endangering the 3 % of GDP deficit ceiling.
Now that such a cyclical safety-margin has been created
in most Member States, it is time to complete the transi-
tion to the SGP target of budget positions which are ‘close
to balance or in surplus’: this would build in an addi-
tional safety margin for other budgetary risks (such as
unexpected shortfalls in tax revenues, expenditure over-

Summary and main conclusions

runs or interest rate shocks), and provide for a rapid
reduction in the stock of public debt in high-debt coun-
tries towards the 60 % of GDP reference value.

The report shows that a broadly balanced budget in struc-
tural terms would be required for most countries to respect
the SGP goal as it would cater for budgetary risks related
to cyclical downturns as well as unexpected budgetary
developments. Adherence to this goal is particularly
important for high-debt countries (Belgium, Greece and
Italy) to ensure that debt levels fall rapidly to the 60 % of
GDP threshold. However, for countries which have large
automatic stabilisers (Luxembourg, the Netherlands,
Finland and, outside the euro area, Denmark and Sweden),
a small structural surplus of some 1% of GDP appears
adequate. Overall, these suggested targets are consistent
with budgetary projections outlined by Member States in
their updated stability and convergence programmes.

Part II also contains some practical suggestions on how to
improve the EU budgetary surveillance within the exist-
ing legislative framework, some of which were put for-
ward by the Commission in a recent communication on
enhancing policy coordination in the euro area. Four sug-
gestions warrant consideration, namely: (a) to establish a
principle whereby Member States pre-inform the Com-
mission and Council of major budgetary decisions before
they are finally adopted/decided; (b) to cluster the sub-
mission of stability and convergence programmes in
autumn of each year; (c) to improve the information con-
tent of the programmes; and (d) to extend their coverage
to include the long-term sustainability of public finances.

The report next explores how national budgetary rules
and procedures contribute towards meeting budgetary
objectives at EU level. Member States’ budgetary insti-
tutions are clearly being influenced by the need to be
consistent with EU surveillance in a number of ways. A
key factor is that the SGP establishes budgetary targets
and commitments in the medium term (three to four years)
compared with the traditional focus on an annual budget
cycle at national level. Partly in response to the SGP,
several Member States now use a multi-year budgeting
framework or other mechanisms/guidelines to set and con-
trol public expenditure priorities in the medium term.

EU commitments are also shaping the relationships
between the different budgetary actors at national level,
i.e. central government, national parliaments and State/
local authorities. Several Member States have put
arrangements in place to strengthen the responsibility for
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each level of government in meeting the target of the
general government balance set down in the stability or
convergence programmes. A welcome development is
the so-called ‘internal stability pacts’ which have been
agreed in several Member States.

Budgetary policy and cyclical stabilisation
in EMU

Part III looks at budgetary policy and cyclical stabilisation
in EMU, with a particular focus on the functioning of the
automatic fiscal stabilisers. This type of analysis is impor-
tant as it could serve as a basis for developing guidelines
on the appropriate policy response expected from a Mem-
ber State in EMU when faced with various types of eco-
nomic shocks, i.e. providing a common analytical frame-
work which could help avoid past coordination failures.

Given the loss of national monetary policy in EMU, bud-
getary policy needs to play a more significant role in
smoothing the impact of country-specific shocks on real
output. To this end, the norm for budgetary behaviour
should be to let automatic stabilisers operate freely in
both upturns and downturns, with discretionary policy
being the exception rather than the rule. While this con-
clusion is quite uncontroversial, a number of open ques-
tions remain. Are automatic stabilisers always beneficial
for the economy? How much cyclical smoothing can be
expected from the working of automatic stabilisers? What
kind of reforms could improve the effectiveness of auto-
matic stabilisers?

The answers largely depend on whether the shocks hitting
the economy emanate from the demand or supply side,
although this distinction is not always clear-cut in practice.
In the event of demand shocks, such as an acceleration of
private consumption or a fall in exports, the output gap
and inflation move in the same direction. Automatic fiscal
stabilisers can therefore play a useful role as they cushion
the impact both on output and prices. Empirical evidence
shows that automatic stabilisers are particularly effective
in smoothing shocks to private consumption, but less so
in the event of shocks to investment or external demand.

In contrast, supply shocks (such as changes in energy
prices or technological innovation) typically send output
and inflation in opposite directions: for instance, a rise in
the oil price results in a negative output gap and higher
inflation. In this case, automatic stabilisers help smooth
output, but at the cost of even higher inflation. More-

over, if the shock is permanent (i.e. it affects the level of
potential activity), automatic stabilisers may be unhelpful
if they delay the necessary adjustment towards the ‘new’
level of potential output: instead, what is needed is pub-
lic financing conducive to flexibility in product and fac-
tor markets to enable output to converge to its new equi-
librium level. In practice, the empirical evidence points to
a relatively small impact of the automatic stabilisers in the
case of supply shocks: they are thus unlikely to act as a
major brake on the required adjustment or make it more
difficult for the ECB to maintain price stability.

Improving the quality and sustainability
of public finances

Part IV deals with medium- and long-term budgetary
challenges. The Stockholm European Council of March
2001 recognised the need to broaden the debate on bud-
getary policy at EU level from its current focus on bud-
getary stability towards a parallel emphasis on the con-
tribution of public finances to growth and employment. In
particular, it called for the quality and sustainability of
public finances to be improved.

As argued, outlined in the joint Commission—Council
report to the Stockholm European Council in March 2001,
the ‘quality’ of public finances can contribute to eco-
nomic growth and employment in many different ways.
Public spending (e.g. in physical and human capital
investment, research and innovation, education, social
and regional transfers) can enhance employment and out-
put potential. However, a lack of consistent and updated
data, especially on the functional distribution of public
spending, has so far hampered a thorough and overall
analysis of these issues which need to be addressed in
future reports in liaison with the benchmarking exercises
of the relevant policies (e.g. education, research and inno-
vation). A strong engagement on the part of Member
States is important to remedy such statistical deficiencies.

Taxation systems can also contribute to employment and
growth by seeking a balanced burden-sharing across tax-
able sources, facilitating entrepreneurship and providing
the right incentives for economic agents to work, save
and invest. Efficient tax systems can also facilitate struc-
tural change in the event of permanent shocks, and can
also encourage workers to stay longer in the labour force,
thereby helping meet the challenges of ageing societies.
The first chapter of Part IV focuses on the way in which
reform to tax and benefit systems can foster positive
incentives to offer and take up work.



Some progress has been made in easing the fiscal burden
on labour and reducing marginal tax rates. In several
Member States, this has been done in the context of envi-
ronmental tax reforms, where reductions in the fiscal bur-
den on labour have been financed by new or increased
taxes on pollution or resource use, which lead to the inclu-
sion of external environmental costs in market prices.
Results, however, have so far been mixed and further
effort is needed since overall labour taxation remains very
high by historical and international standards in some
Member States. A particular effort is also needed on
reducing the tax burden on low-paid labour. Progress in
the field of environmental taxes has been very modest to
date, and this issue could be addressed in future reports.

As to benefit systems, modest progress has been made in
recent years and there is still some way to go to render
them more employment-friendly. Recent measures have
strengthened the conditionality of unemployment and
social benefit schemes by revising eligibility criteria, rein-
forcing checks that conditionality requirements for bene-
fits receipt are met, and improving overall management
and enforcement. However, a comprehensive approach
that takes the interaction between tax and benefit sys-
tems into account has often been lacking. Also, the shift
from passive towards active policies has been relatively
limited. Without further reforms, it will be difficult for the
EU to meet the ambitious employment targets established
by the Lisbon and Stockholm European Councils.

Part IV then turns to the issue of population ageing and its
impact on the long-term sustainability of public finances.
Ageing will lead to substantial falls in the size of the
labour force, a doubling of the old-age dependency ratio
by 2050 and a consequent sharp drop in the ratio of
employed persons to inactive persons. Recent projections
of the Economic Policy Committee (EPC) show that
spending on public pensions could increase by between
3% and 5 % of GDP in most Member States in coming
decades, with very large increases projected in some
countries (especially Spain, Greece and Portugal, all of
whom finance public pensions on a PAYG basis). If
account is taken of health and care for the elderly, the
overall impact of ageing on public spending could amount
to an average increase of between 5 % and 8 % of GDP.

This raises concerns about the long-term sustainability
of public finances which is of added significance in
EMU: failure to prepare for the budgetary costs of ageing
could make it difficult for Member States to respect the
SGP and could complicate the implementation of the

Summary and main conclusions

single monetary policy by the ECB. Sustainable public
finances, however, not only entail avoiding structural
deficits and rising debt (i.e. respect of the SGP targets),
but also keeping the tax burden at reasonable levels so that
employment and growth are not hindered, and ensuring
that essential non-age-related public expenditures (such as
education and investment) are not crowded-out by pres-
sures for increased spending on pensions and healthcare.

The joint Commission—Council report to the European
Council in Stockholm outlined a three-pronged strategy to
address the budgetary consequences of ageing popula-
tions, namely: (1) running down public debt at a fast
pace; (2) taking measures to raise employment rates,
especially amongst women and older workers; and (3)
reforming pension and health systems to place them on a
sound financial footing, including greater recourse to the
funding of public pensions in some countries. The over-
all sustainability of public finances also depends on
progress being made to implement structural reforms in
product, services and capital markets.

The Stockholm European Council called for the long-
term sustainability of public finances to be factored into
the SGP and the BEPG. Although the budgetary impact of
ageing populations only becomes evident in the long-run,
it is determined by short- to medium-term policy deci-
sions taken within the time frame of the stability and con-
vergence programmes. An appropriate balance has to be
drawn between cutting taxes and running down public
debt, and implies that priority should be given to the
latter in high-debt countries. Current policy choices (such
as the medium-term budgetary target, the pace of debt
reduction and the scale and type of tax reforms) outlined
in the programmes therefore need to be assessed against
the commitment to place public finances on a sustain-
able footing. To conduct regular assessments of this
nature at EU level, further work is needed in developing
comparable data and indicators. Projections on the impact
of ageing on public finances, along the lines of the work
underway in the EPC, could be usefully updated on a
regular basis, say every two or three years, and incorpo-
rated in the updates of the stability and convergence pro-
grammes.



Public finances in EMU — 2001

The way ahead: strengthening coordination
in budgetary issues

For the decentralised (bottom-up) approach to budgetary
policy to work, there must be real substance to economic
policy coordination with a realistic account taken of the
euro-area dimension of national policy actions. Markets
and the general public are not looking for a central fiscal
authority in EMU, but instead for a tangible demonstra-

tion of the capacity to achieve a consistent budgetary pol-
icy at the euro-area and national level, and a willingness
on the part of euro-area countries to respect agreed rules
and budgetary goals. Effective policy coordination requires
that a common and transparent analytical framework exist
for analysing economic policy challenges and for devising
policy responses, and that adequate and timely account be
taken of the implications for the euro area of national
policies. Further efforts are needed to improve coopera-
tion on budgetary policy in EMU along these lines.



Part 1

Current developments and prospects






Summary

The picture of budgetary developments in the euro area in
2000 is mixed. On the one hand, the budget deficit con-
tinued to shrink, the one-off budgetary receipts from the
sale UMTS licences were used to reduce debt and the
tax burden started to come down in most countries. On
the other hand, the underlying budgetary positions
showed no improvement; in some countries the fiscal
effort fell short of what was planned in the stability and
convergence programmes and highly-needed expenditure
reforms were largely postponed. This leaves a number
of euro-area countries, and especially the largest ones,
vulnerable in the face of the current slowdown.

On the basis of the Commission spring forecasts, budget
balances in the euro area, both in actual and cyclically-
adjusted terms, are set to deteriorate slightly in 2001.
This is due to a sizeable reduction in the tax burden which
is only partly being compensated by expenditure consol-
idation. The risks, however, are on the downside as coun-
tries experience the consequences of slower growth.
Moreover, slippages from budget targets are appearing in
a number of countries. In order to limit the deterioration
in underlying budgetary positions, a strict implementa-
tion of this years’ budget programmes is necessary.

The euro area’s macroeconomic policy mix in the early
years of EMU has been broadly balanced in 2000 and
2001: an overall neutral stance of the euro area’s fiscal
policy has gone hand in hand with a monetary policy
which has pursued its goal of price stability without
impeding growth. However, even if the aggregate policy
mix has been balanced, the budgetary behaviour in some
Member States has been inappropriate for the monetary
and cyclical conditions prevailing nationally. This par-
ticularly concerns a number of euro-area members which
are experiencing overheating and inflation pressures.

As to the near future, maintaining a sound policy mix at
the euro-area and national level is essential to limit the
adverse consequences of the global slowdown. In partic-

ular, no deterioration in the structural budget balance in
2002 should be allowed for. This is of the utmost impor-
tance, especially for countries which have not yet com-
pleted the transition to budget positions of ‘close to bal-
ance or in surplus’, in accordance with the Stability and
Growth Pact. In order to fend off the risk of moving close
to the 3% of GDP deficit limit, these countries should,
consistently with the 2001 BEPG, prepare budgets for
2002 in keeping with the need to achieve positions close
to balance or in surplus, as set down in their stability pro-
grammes.

In the medium term, the national budgetary policies out-
lined in the updated stability and convergence pro-
grammes over the period 2001-04 appear to be consistent
with the close to balance requirement of the Stability and
Growth Pact. Moreover, given the growth assumptions,
they imply a broadly neutral fiscal stance while allowing
for a steady reduction in the tax burden.

While the objectives in the programmes appear to be ade-
quate from a purely cyclical standpoint, three questions
remain. First, for a number of countries, the proposed
budgetary consolidation to attain balanced budget posi-
tions tends to be back-loaded to the final years of the
programmes: strict multilateral surveillance will have to
be exerted to prevent further postponement of the
timetable for meeting the SGP goal. Second, there are
risks in a number of countries that the budgetary targets
set in the programmes will not be met, as relatively opti-
mistic growth scenarios have been used, and because the
structural component of recent increases in tax revenues
may have been overestimated. Third, more ambitious
budgetary targets are needed in the coming years before
the budgetary impact of the demographic shock is fully
felt. From this broader perspective, the current medium-
term fiscal plans of most euro-area members, whilst going
in the right direction, appear modest and will have to be
improved upon.






1. Budgetary developments in 2000-01

1.1. The budgetary outcome in 2000

2000 was the second year of EMU and of the implemen-
tation of the Stability and Growth Pact (SGP). The 2000
broad economic policy guidelines (BEPG) called upon
Member States to (i) take advantage of better-than-
expected growth to achieve budgetary positions in 2000
that surpass the objectives set in the updated 1999 stabil-
ity and convergence programmes; (ii) to meet a bud-
getary position of close to balance or in surplus earlier
than envisaged in the updated stability and convergence
programmes, and as a rule in 2001 (iii) to pursue further
fiscal consolidation beyond the minimum to comply with
the requirements of the SGP ().

In 2000, budget balances (net of UMTS receipts (2)) in the
euro area continued to improve reaching a deficit of 0.7 %
of GDP, i.e. 0.5 % of GDP lower than in 1999. All euro-
area Member States improved their actual budgetary posi-
tions compared with 1999, especially Austria, Belgium
and Spain where deficits were substantially reduced, and
in Ireland and Finland where surpluses increased. The
three Member States remaining outside the euro area
recorded substantial surpluses.

As shown in Table 1, a lower euro-area deficit has been
achieved through a reduction of the government expendi-
ture ratio which more than offset a fall in the government
revenue ratio. This positive development is in line with the
BEPG, and represents a clear trend break. Expenditure
ratios declined due to lower primary expenditure ratios in
most countries (except in Portugal and the UK) and a fall
in the interest burden on public debt. Revenue ratios

(') The compliance of the 2000 budgetary performance with the BEPG
has recently been evaluated in detail in the annual Commission
report on the implementation of the BEPG (European Commission,
2001b).

(%) To ensure comparability across Member States and recognising the
one-off dimension of these receipts, the budgetary figures in this
chapter are presented net of UMTS receipts. For a presentation of
the issues concerning UMTS licences, see Box 1.

(which were on an upward path until 1999) declined in
most Member States, but did increase in Denmark, Fin-
land and Portugal. In a historical perspective, however,
both revenue and expenditure ratios remain at high levels.

The fall of the euro-area actual government deficit in
2000 compared with 1999 was mainly the result of eco-
nomic growth being above trend, thus generating bud-
getary ‘growth dividends’. To identify the role played by
discretionary policy measures on budget positions, it is
necessary look at the cyclically-adjusted primary balance
(CAPB) which nets out the budgetary impact of the auto-
matic stabilisers and the change in the interest burden.
The CAPB is a more appropriate indicator in this regard
compared with the cyclically-adjusted balance as it is not
affected by changes in interest expenditures, which are
not under the direct control of the budgetary authorities (3).

The CAPB did not improve significantly in 2000 com-
pared with 1999, indicating that on average no discre-
tionary fiscal consolidation efforts were made. Indeed, it
deteriorated in many Member States, and especially in
Germany, France and Italy (the three largest economies in
the euro area which still have substantial budget deficits)
indicating that they did not use favourable growth condi-
tions to improve budgetary positions.

It is also useful to compare the budgetary outcome for
2000 with ex ante plans. Table 2 shows that the deficit of
0.7 % of GDP for the euro in 2000 area was some 0.3 per-
centage points of GDP better than what had been targeted
in the 1999/2000 updated stability and convergence pro-
grammes, and some 0.5 percentage points of GDP better
than the Commission’s forecast of autumn 1999. Two
main factors lie behind this outcome. First, economic
growth in 2000 for the euro area turned out to be 3.4 %,
compared with a 2.8 % assumption used when setting the

(3) Other measures of the fiscal stance have been used in academic
literature and policy debate. For a survey, see Alesina and Perotti
(1995).
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Table 1

Budgetary developments in 2000 (1)

(% of GDP)

Actual Change in Change in actual balance due to: Change in Cyclically Government
budget balance actual balance primary balance due to:  adjusted balance debt
2000 99/00 Revenue Prim