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EDITORIAL

Four years on from the onset of the crisis, we still indselves in very challenging economic times. The
economic recovery has not lived up to the expectations that existed at the time of the publication of last
year's report. The EU is entering recession again and concerns over debt sustainability in stme Mem
States, signalled by persistently high spreads in their sovereign bond yields continue to dominate the
policy agenda. The vicious circle between sovereign debt and a still fragile banking sector added to the
vulnerability.

Member States remain comnaitt to the consolidation of their public budgets, both in this and coming
years, as is evident from their meditenm plans. These show that despite the worsened macroeconomic
outlook, Member States are sticking with their consolidation plans and wilhcentiosing their deficits

this year and next. The composition of consolidation in terms of the expenditure/revenue split and types
of measures that are being implemented is broadly consistent with a credible consolidation supportive to
mediumterm growth. This is discussed in Part | of the Report. It shows that the significant increase in
debt ratios seen since the start of the crisis alongside the still sizeable deficits mean that there is little
scope for many Member States to ease off the fiscal tigigedespite the extra pressure that this might

put on already faltering growth. Amid the debate about how best to continue to respond to the crisis,
concerns have been raised that further fiscal consolidation amid weak growth prospects may-have self
defaating effects on debt ratios. Part Il presents a detailed analysis that highlights how such effects may
arise but concludes that such cases are rather theoretical and anyholivethauhder reasonable
economic assumptions. The analysis shthas fora large negative response of growth to consolidation

as captured by high value of thdiscal multipliersi such undesired effectgould be quickly reversed

unless thee multipliers have a high persistencehis happensn cases where the fiscal adjustitseeare
repeatedly noftredibleor if effects on interest rates deggeandnegativecontrary to what is normally
expected in consolidationSo, in order for the consolidation driven increase in debt to persiggha
degree of financial market myopialongside an implausible negative reaction of interest rates to
consolidation areequired Such a situation would happen if factors that cannot be modelled influence
heavily the reaction of financial markets, for example if financial markets come tovébdlat
consolidation will be reversed based on the consideration that thetetmorhegative impact on growth

will make consolidation too unpopulaBimulations based on projections for the EU Member States
confirm the expectation that any negative res@oof debt to consolidation will be quickly reversed, even

for high debt countries

As part of the response to the crisis, the EU has introduced a major overhaul of the EU system of
economic governance. Economic and budgetary surveillance in thieaBtlespecially in euro aréahas

been largely reformed with the adoption of the legislative package known as the "Six Pack", which
entered into force at the end of 2011. The new provisions that now apply put conditions on the debt level
at the heart of the &bility and Growth Pact and will ensure that reducing the high public indebtedness
that the crisis will have left behind is a key priority in Member States' fiscal policy setting. In addition,
the introduction of an expenditure benchmark and the posgibflifinancial sanctions in the preventive

arm of the Stability and Growth Pact will provide a framework that supports better fiscal-paliéyg

when better economic times return, to ensure that the Member States public finances return to a position
of underlying health. Despite these changes, increasing evidence of the scale of the spillovers between
euro area countries has given impetus to the drive to further strengthen euro area economic governance.
In November 2011, the Commission took a first stethis direction, proposing enhanced monitoring of
budgetary policies of all euro area Member States as well as specific surveillance procedures for those
experiencing financial stability risks. The Commission's proposals were followed by the signaare of
intergovernmental Treaty by 25 Member States in March this year, committing the contracting parties to
ambitious fiscal discipline including an appropriate mirroring of the core EU budgetaiymalaely, the
requirement that each country's structdralance should be at its Medidherm Budgetary Objective

in national legislation. The new architecture is not that of a perpetual fiscal austerity: after an initial effort
to put their fiscal house in order, Member States have to ensure that theiriexpeisdfinanced. This

should be normal practice to ensure sustainability of public finances but poses no constraints on the size
or type of expenditure that governments undertake. All that is required is that there are sufficient revenues



to fund the speding programmesThe Report describes developments in budgetary surveillance in Part
Il.

In a phase of consolidation, there are concerns that the increasing devolution of tasks from central to
subnational tiers of government may jeopardise aggregatal fiscipline. Part IV of the Report
characterises fiscal decentralisation arrangements in the EU from both the expenditure and revenue side,
based on Eurostat data and cowspgcific descriptionslt shows through econometric analysis that

fiscal decemlisation is not in itself harmful for fiscal discipline, as long as subnational governments
predominantly finance their expenditures with their own taxes and fees rather than with transfers from the
central governmentPolicy concerns should thereforet focus on decentralisation as such but on
decentralisations that are not accompanied by subnational responsibility on the revenue side. It is not who
undertakes the spending that is important, but whether those spending are also those who are accountable
to taxpayers.

The reforms of fiscal governance adopted and proposed make the necessary budgetary consolidation at
Member States' level more credible and equip the EU with much better tools to appropriately respond to
future crises. Moreover financial batéps have been put in place since 2010 and progressively
strengthened to guarantee the stability of the euro area, culminating in the adoption of a permanent crisis
resolution mechanism, the European Stability Mechanism, in February of this year. Windacfaing,

these measures still cannot solve all the current difficulties of the EU econdifiids. sound public
finances are and will remain a cornerstone of the European Union's policy response to the crisis,
complementary action on the fragile fina@gstem is necessary. In this regard, the Euro Area Summit

of 29 June affirmed that it is imperative to break the vicious circle between banks and sovereigns.. These
are all steps towards the achievement of a genuine economic and monetary union, fa ggecific

and timebound road map is being prepared.

Marco Buti

DirectorGeneral
Economic and Financial Affairs



SUMMARY

Recent economic
developments have
been worse than
expectede

Following the deep contraction the EU economgnt through in 2009
modest growth had returned in the third quarter of 2009 and with it came an
expectation thatlbeitslow return to normality had begun. While this seemed
to be the casim 2010, by the endf 2011, the outlook had taken a downward
turn. Theexpectation now is that real GDP will stagnate or go into slightly
negative territory this year before picking up again in 2043ed on an
appeasement of uncertainties linked to the situation in Greece and Spain
While there are some encouraging signsttum global stage in terms of the
outlook for the world economythe continued need for profound macro
economic adjustment as a consequence of the imbalances that have built up
during the last decade in the public and private seggigh heavily on the
growth outlook.

éand the di ffThe macroeconomic environment is thus characterized by considerable

across countries are
particularly marked

Despite disappointing
growth developments,
deficits have been
reduced thanks to
decisive expenditure -
based fiscal

consolidation plans é .

variation within the European Union..In 2011, economic growth exceeded
3% in several Member States, but was tiggain others like Greece,
Portugal and Slovenia.

Despite weaker growth in 2011 than forecast a year ago, overalit publ
deficits were reduced thanks to strong consolidation efforts. In the euro area,
the average general government deficit fell from 6.2% of GDP in 2010 to
4.1% of GDP in 2011, and a similar improvement also occurred in the EU27.
Around half of this improveaent was structural, indicating that consolidation
measures and economic growth played a roughly equal role in reducing the
deficit. The better budgetay positions in the euro area wepgimarily
expenditurebased

In the euro area, budget balances vardelj. While the highest deficit
amounted to 13% of GDP (Ireland), two countries were able to bring their
deficit below the 3%of-GDP Treaty limit in a sustainable manner (Bulgaria
and Germany). Yet, twenty one Member States remain subject to the
ExcessiveDeficit Procedure.

éand ar e ex peOverall the reduction in deficits is forecast to continue in 2012 and 2013.

to shrink further in 2012
and 2013

The budgetary plans
submitted by Member
States show continued
structural tightening

According to the Commission services' Spring 2012 forecast, public deficit is
set to shrink to 3.8% of GBin 2012 and then to fall further to 3.4% in 2013
for the EU as a whole. The combination of continued falling deficits
alongside a widening output gap for 2012 means that overall the fiscal stance
is expected to turn proyclical this year, before turningountercyclical

again in 2013 with the anticipated return of stronger growth, although in an
environment of large and negative output gap.

In view of the substantial debt increase induced by the crisis, the Member
States plan for pursuing ambitious fiscal consolidation plans. Their Stability
and Convergence Programmes (SCPs), which were submitted to the
Commission and Council in Spring as part of thedpean Semester, show

over 2012 andthat they have broadly the same expectations on growth than the

Commission. They broadly maintain their nominal fiscal targetspite of
the foreseen protraction of the cyclical slowdoaunrently underwayOn
aggregate, both theUR7 and the euro area are projegtthat they will
significantly improve their fiscal positions every year between 2011 and
2015, with the time profile of the consolidation being relatively floated.
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éwith the
composition of the
consolidations being
broadly supportive  of
medium -term growth.
This is in line with the
overall long -term
European growth
strategy.

Growth affects deficits
8 but consolidations
also affectg rowth &
these two
countervailing effects
need to be balanced
through an adequate
design for
consolidation.

The crisis years have
driven debt up in the
EUé

This overall pattern conceals considerable vamagoross Member States,
with Ireland, Spain, Italy, Slovenia, Bulgaria, Latvia, Lithuania, Poland,
Romania, and the tited Kingdomshowing the largest deficit reductions in
their 2012 budgets.

The consolidation plans set out in the SCPs rely on large tugtalic
tightening. The average structural balance in both the EU27 and euro area
should fall by over dercentaggointsof GDP over the four years from 2011

to 2015. For a number of Member States, the pace of consolidation tends to
be more moderate as theyove out of excessive deficits and embark on the
adjustment path towards their meditenm objective (MTO). The marked
structural improvement of around 1%érpentagepoints of GDP expected for
2012, as opposed to the planned structural tightening clo$eptocentage

point in last year's SCPs, indicates that the Member States have generally
undertaken additional structural adjustments, while macroeconomic
conditionsare less favourable

It is evident, that economic growth is a key concern: this is the reason why
the EU, in line with its Europe 2020 growth strategy, proposed in the context
of the Ruropean Semester, counpecific recommendations for the reforms
that need to be undertaken to deliver stability, growth and jobs. However, the
weak growth environment poses a challenge to fiscal consolidation. One
element that plays a role in the retewship between growth and
consolidation is the composition of the consolidation. Consolidations based
on expenditure rather than revenues tend in general to be more lasting and
more growthsupporting in the mediusterm, but more recessive in the short
term Indeed, the improvements in the budgetary positions in the euro area
between 2010 and 2011 have been primarily engineered via expenditure
restraint. However, this has been also achieved through phasing out the
stimulus programmes of 2009, including retioies in public investment.
According to plans set out in the SCPs, Member States project to base further
fiscal consolidation on expenditure cuts, thus aiming at making it as durable
as possible.

The need to restore the credibility in the public finances and the danger posed
by large deficits and debts are obvious and even more so now thahgro
prospects are looking weak again. However, while weak growth causes larger
deficits, the effect of consolidation on growth must also be taken into
account. As a country consolidates, in the stemh aggregate demand falls
and this has a negative inghaon growth before the positive impacts from
reduced interest payments and reduced taxation kicks in.

However, consolidation remains a must in view of the effect of several years
of the worst economic anfinancial crisis since World War 1l on overall
government debt figures. Deficits may be falling on average, but they remain
significant, and public support to the financial system continues to drive up
public debt. In 2011, the average d&BGDP ratio inthe euro area reached
88% of GDPi some 20 percentage points higher than at the start of the crisis
in 2007. Portugal, Spain, Greece and Ireland saw the highest increases in
2011. Further expected increases in debt in 2012 and 2013 point to a euro
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Summary

area dbt to GDP ratio of 92.6% of GDP by 2013, with a possibility of higher
levels resulting from any further public interventions in the financial sector.

wA number of countries have faced strong pressure from financial markets, as

doubts about their ability to finance their increased debt have led to
unprecedented spreads on the interest rates on their sovereign debt. Within
the euro area, Greece, Ineth and Portugal have been granted financial
assistance, enabling them to access funds from outside the markets, subject to
strict conditionality requirements. The case for strong and sustainable public
finances no longer needs to be madie events of ent times make the

case for it evident.

The aggravation of market tensions for some euro area countries led to the
creation of financiabacksbps of last resoiin orderto safeguardtability of

the euro area. The temporary firewalls that were gradually developed in the
course of2010are currently providing financial support to Greece, Ireland
and Portugal. At the end of 2010, the EuropeannCibulecided to establish a
permanent crisis resolution mechanism. Following technical and political
decisions to enhance the mechanism's flexibility, euro area Member States
signed a Treaty establishing the European Stability Mechanism (ESM) in
February B12. The strict conditionality attached to the financial support
provided by all these mechanisms implied a significant strengthening of
economic and fiscal surveillance on the Member States concerned.

étoget her wi tThe supervisory and regulatory framework of the banking system also

regulation for financial
markets and mo reisin
the pipeline

The crisis led to major
overhaul of EU
economic and
budgetary
governance

The "Six Pack" sets up
anew
macroeconomic

imba lances
procedureé

underwent significant reforms. A new EU financial supervisory framework
became operational in January 200 response to G20 commitments, the
EU continues its finacial regulation programmeotably by strengthening

the capital requirements for baned by presenting a European framework
for bank recovery and resolution. The proposed framework sets out the
necessary steps and powers to ensure that bank failures #oeoEU are
managed in a way which avoids financial instability and minimises costs for
taxpayers.Moving towards agenuine banking union based on a single
banking supervision mechanism, the June 29 Euro Area Summit confirmed
that the Commission would ment proposals to that effect.

A major overhaul of the EU economic governance framework was proposed
by the Commission in September 2010 and adopted by European Parliament
and Coundiin the second half of 2011 (the-salled 'Six Pack’). With its
entry into force in December 2011, the BE&Jnow equipped withmuch
stronger rules than before the start of the economic and finanisial

The Six Pack legislation has strengthened a wide range of existing aspects of
economic governance and introduced new ones. A new Macroeconomic
Imbalances Procedure has been set up to prevent or correct macroeconomic
imbalances to redudée risks of their unwinding resulting in sudden rises of
government deficits and debt. In addition, the Six Pack introduced wide
reforms to the Stability and Growth Pact (SGP) which sets out the provisions
according to which the Treaty requirements toueadiscal discipline are
implements. The SGP contains two afinthe preventive and the corrective

T with the former setting the requirements for poliogking under normal
circumstances and the latter dealing with the consequences of gross errors in
fiscal policy making.
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¢ refor ms botAsaresultof the Six Pack legislation, the adjustment towards the medium

preventive and
corrective arms of the
Stability and Growth
Pact é

é.including

toolbox of early and
gradual enforcement
mechani smé

éand
minimum
requirements for
national budgetary
frameworks.

Since the euro area
shares enhanced
spillovers new
proposals for
additional surveillance
requirements for euro
area countries and a
new procedure for
countries
experiencing severe
difficulties , are
underway.

term budgetary objective, which is the core concept of the preventive arm of
the SGP, has a new dimension, easier to monitor. While compliance was
previously assessed by looking at a country's structural balance, a new
expenditure benchmark has been added, which will allow an early detection
and correction of unsustainable expeunditdevelopments. In the years prior

to the onset of the crisis, increases in expenditure were a key reason for a
persistence of weak underlying public finances, which then left Member
States with insufficient fiscal space to support their economies when
crisis hit. As for the corrective arm, in line with the Treaty envisaging both a
deficit and a debt criterion to examine compliance with budgetary discipline,

a debtreduction benchmark has been established to allow the opening of an
excessive deficitprocedure (EDP) on the basis of an insufficiently
diminishing debto-GDP ratio. Preceded by an assessment of the relevant
factors, an EDP can now be launched for Member States whose debt exceeds
60% of GDP and does not comply with the numerical debtheack, even

if they show a deficit below 3% of GDP.

aThe Six Pack also changed the provisions for enforcement of the SGP. For

the euro area, enforcement is now ensured by an early addajisystem of
financial sanctions, which can already be invoked in the preventive arm, in
the case of inadequate measures to correct a significant deviation from the
appropriate adjustment towards the MTO. Previously, the possibility of
financial sanctias was limited to a very late stage of the corrective arm.

i ntroducThe Six Pack also includes a new Directive on national budgetary

frameworks aiming at promoting compliance with the SGP rtgoducing
minimum standards for Member States' fiscal frameworks. Different
frameworks can be compatible with EU budgetary framework, as long as
their quality and the consistency of their rules is conducive to the
achievement of the EU obligations. Foistlmeason, the Directive requires
only minimum standards, in particular with regard to accounting and
statistics, forecasting, numerical fiscal rules, medterm budgetary
frameworks and transparency. But further initiatives have also been taken: in
orderto help countries that wish to go beyond the minimum requirements set
out in the Directive, Member States also participate in an exchange of
information in order to help identify best practices and provide examples of
how to build stronger frameworks amuktitutions. The first meetings took
place in November 2011.

With the sovereign debt crisis intensifying over the course of 2011, the
consensus in favour of deeper reforms, both at national and EU level, to
support the euro area gained in strength and momentum. On 23 November
2011, the Commission pposed two regulations further strengthening the
budgetary and economic policy surveillance requirements and processes for
the euro area. The first proposal aims at enhancing monitoring of budgetary
policies of euro area Member States, including provisgpecific to euro

area Member States subject to Excessive Deficit Procedure, to which stricter
monitoring requirements apply. The second proposal concerns euro area
Member States experiencing severe difficulties with regard to their financial
stability or leceiving a financial assistance on a precautionary basis.

The consensus for mirroring EU rules at national level is also behind the
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signature of the Treaty on Stability Coordination and Governance (TSCG)
that was signed by 25 Member States (all EU coestexcept the United
Kingdom and Czech Republic) on 2 March 2012 and that is currently
undergoing the process of ratification. The TSCG commits participating euro
area countries to the Fiscal Compact which reinforces the obligation to reach
the MTO alreadyenvisaged by the preventive arm of the SGP through
national rules and automatic corrective mechanisms.

The adoption of these initiatives, has not, of cousséved the debt crisis.
Whatever the extent of the improvement, a reform of the economic
governage framework cannot suddenly solve sisrwhich is fundamentally

a (private and government) balansleeet problem. Overcoming the current
crisis requires deleveraging in both the public and private sectors. The
reforms adopted and proposed enhance thdilatity of the planned fiscal
adjustment and thus reduce its negative short term impact on real GDP
growth and set up the framework for better paolingking in the years when
growth has returned.

It has been however claimed in some corners that there are circumstances in
which consolidation can lead to dynamics where consolidating may lead to
increase rather than reduce dewGDP ratios, at least in the shoerm. In
particular, such countantuitive dynamics would play out when the effect of

a consolidation has such a negative impact on the economy, that government
debt as a share of GDP increases significantly due to the shrinking of its
denominator (other things beinqueal, as GDP falls, debt as a share of GDP
increases). This then has the effect of increasing the interest payments in
GDP and requires further consolidation which further increases the debt
burden. Part Il shows that this would be the case only undgrrestrictive
assumptions.

The main factors driving the success of a consolidation in reducing the debt
ratio are the value dhe fiscal multiplief(which measures the reaction of the
economic output to a budgetary expansion or consolidation by the
government)and the reaction of sovereign yields to consolidation. The size
of first-year multipliers is larger if the fiscal congtdition is based on
government expenditurésand government investment in particuiaif the
measures taken armt credible andemporary if agents are not financially
constrained and if the monetary policy stance is such as to reduce real interest
rates along with the fiscal shock. The negative output effects of
consolidations are larger if consolidations are implemeatdtie same time
worldwide The compositionof consolidationhas an impact on lorgrm
outputwith tax-based consolidatioriess supprtive of longterm growth

However there is a growing understanding that fiscal multipliers are non
linear and become Iger in crisis periods due to uncertainty about aggregate
demand and credit conditions, the presence of slack in the economy, the
larger share of consumers that are liquidity constrained, and to the more
accommodative stance of monetary paliggiven thesefindings, it is
reasonableto suspectthat in the present juncture the multipliers for
compositiorbalanced permanent consolidations are higher than nofimal.
simulations conducted show that it cannot be exclutaticounterintuitive
effects on the ddbratio may arise undercertain, very specific, strong
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assumptions. Such shdgrm effects are counteréfdthe immediatereaction
of interest rates toonsolidations very large

These effects, however, can owlyse, if several factors play out at the same
time: the effects of consolidation on GDP would last various years, the deficit
reduction would induce a large increase on average effective interest rates
(contrary to what is normally expected and estimatedonsolidations) the
increase in risk premia induced by a higher observed debt ratio are ten times
the average estimates and, finally, financial markets would suffer from a high
degree of myopia. Simulations based on projections for the EU Member
Statesyield the result that given these extreme assumptions, such debt
increasing effect of consolidations would in general be dhed.

Consolidation needs within the Europeéiscal framework is based on
general government balance, which is the appropriate level as overall debt
sustainability is the key element of the Stability and Growth Pact. This is the
reason why budgetary targets set within the EU fiscal surveillanoevark

apply to the whole of general government. However, the responsibility for
their achievement rests on central government only.In recent years, EU
policymakers have increasingly raised the concern that the behaviour of
subnational governments may beneo of the factors hindering the
achievement of budgetary targets at general government level. The necessity
of consolidation and the implementation of minimum requirements for
national budgetary framework have given prominence to the necessity of
designingcarefully fiscal rules for subnational authorities within EU Member
States, especially agairtste trend towards increasing fiscal decentralisation
across most of the EU from both the expenditure and revenue sides

é¢and t he r ec ePartV documentghat, albeit with some crosountry heterogeneity, this

increases in the
decentr alisation of
government functions
can make this more
difficult, depending

on the exact set -up of
the relationship
between central and
subnational
government.

trend concerns also ttionally centralised countries, witbmmon patterns
emergng with respects to the functions that are more frequently devolved to
subnational tiers. In many casésnctions that used to be centralizaidng

with expenditures that have a markedly locahehsion have been devolved

T fully or in parti to subnational tiers of governmertiowever fiscal
responsibility has not always followed, as transfers from the central
government tend to predominate over taxes as the main revenue source of
subnational geernments across the EU and truly autonomous subnational
taxes are quantitatively important mainly in the more decentralised Member
States. However subnational governments are often subject to fiscal rules,
but, generally, default of subnational entities fiscal distress isle facto

ruled out, although central government 'bailout' often comes at the price of
much tighter central control on subnational policies.



Fiscal decentralisation
can adversely affect
fiscal balances if
financed
predominantly
through transfers from
the central
government and if not
matched by
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Summary

Part IV also investigates the relationship between fiscal decentralisation and
fiscal outcomes of general government in the EU through econometric
analysis. It appears that fiscal decentralisation is not harmful for budgetary
discipline at the general government level per se, although it is likely to have
an adverse effect if predominantly financed by transfers from the central
government and if not atched by subnational governments having the
responsibility for financing the expenditures through their own taxes and
fees. This is in line with theoretical predictions underlining the risk of a 'soft
budget constraint' associated with a high relianctamsfers. Therefore, the
policy concerns over possible adverse implications on budget balances
should not focus on decentralisation as such but on a 'bad' design of
decentralisation, i.e. one which is not accompanied by subnational financial
responsibiliy. With respect to fiscal rules applying to subnational
governments, borrowing rules appear to partly counteract the adverse effect
of transfers on fiscal balances.
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The recovery which hadfollowed the worst According to the Commission services' Spring
economic crisis since World War 11 is now stalling2012 forecast, theimprovements in the budgetary
with the euro area and the wholJ economy positions are expected to continuealthough
being estimated to have been in a mild recessiaownside risks remain and counspecific
over the last few months. After the deep recessiatevelopments differ idely. The aggregate general
in 2009 and the emporary rebound in 2010 government deficit for theuro areand theEU is
followed by a still favourable beginning of 2011 expected to shrink by 0.9 percentage points to
GDP growthstarted toslow again inthe course of reach 31% of GDP(3.6% of GDP for the EUin
2011 In particular, the final weeks of the year 2012with a further improvement in 2013lespite
brought aboussluggish growth, tensions imany the fact that the additional effeof high interest
sovereign debt markets and bankingector expenditures kicks in As a consequence of
fragility, which spread over the first months ofcontinued structural fiscal tightening coupled with
2012. GDP is expected stightly decreasen 2012 widening negative output gaps, in several EU
in the euro area and to remain flat in the,Blith Member States the fiscal stance is forecast to be
higher growth of theest of theworld leading to a pro-cyclical in 2012, deit to a very differen
slow recoveryas ofthe second half of theegr degree.
assuming the resolution of present uncertainties in
the sovereign and banking markefgyainst this High budget deficiteand overall modest real GDP
background, the Euro Area Summit of June 2@rowth with public interventions in the financial
stressed the necessity to break the vicious circiystem continued to drive up public debt. In 2011
between banks and sovereigns and supportedtte debito-GDP for theeuro areaamounted to
proposal fo an effective single supervisory 88% (83.0% for the EU) 2.4 (2.8 for the EU)
mechanism for banks in the euro area allowing thgercenage points up on 2010. A further increase in
European Stability Mechanism (see box 1.1.1) thdebtin 2012to 92.6% of GDP in the euro area
possibility to recapitalize banks directly relying on(87.3% in the EU)by 2013 is projectedin
appropriate conditionality. The introduction of Commission services' Spring 2012 forecast.
such a novelty and ¢hfinancial support to Spain Moreover a high risk remains dfirther public
will help the return to financial stability. intervention in the financial sew in certain
countries Public finance developments and
However, growth developments in the EU are nowutlook in the euro area and in the B¢ analysed
diverging more strongly across Member States Chapter .1.Consolidation can have a negative
than in previous years. In 2011, GDP growtlshortterm impact on aggregate demand, as
ranged from high positive rates of over 3% indiscussed in more detail in Part Ill. However,
several Member States to negative growth igonsoldation is necessary in many EU Member
othels. GDP growth is expected to be widelyStates, especially those under a macroecoromic
differentiated also in 2012, with a certain numbeadjustment programme or those under heavy
of countries going back to negative growth. pressure from the financial markets in order to
avoid dangerously spiralling interest rates. It is
The public finances continue to be heavily affectedherefore important that congtation is done in a
by adverseGDP and lhour market developments way that preserves growth prospects in the
and the majority of EU countries posted a 201inediumterm and accompanied by appropriate
government deficit above 3% of GDP, althoughstructural reforms.
Member Stateseduceddeficits substantially in
2011.The euro arecheadlinedeficit decreased by Chapter 1.2 focusseon the acessive deficit
two points to 4.1% of GDPwith a similar procedure (EDP) and describes the developments
improvement registered in thEU as a whole. in the application oftte Stabiliy and Growth Pact
Within the euro area, all Member States poste(SGP)in the first year followinghe major reform
improvements, with the exception of Cyprus andtrengthening EUfiscal governance which was
Sloveniabut with highly differentiated budgetary approved by the legislator in late 2011.
positions The strongerbudgetay positions in the Developments in this area reflect the fact thmat i
euro area wereprimarily due to a lower 2011 the government deficit exceeded the 3% of
expenditureto-GDP ratio GDP reference value in seventeen Member States.

11
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The Council abrogated the Finnish EDP in 201®uro area and tieU27 should fall by over 3gof
and the Bulgarian and the German EDPs in 2012.GDP over the four years from 2011 to 2015.

It is worth stressing that in the casethingarythe For a number of Member States, the pace of
Council took recourse in 2012, for the first time, taconsolidation tends to be more moderate as they
the posibility of suspending cohesion fund move out of excessive deficits and embark on the
commitments  following Hungary's  nen adjustment path towards their meditenm
compliance with its EDP recommendation. Such abjective (MTO). The marked average structural
decision was lifted by the Council upon theimprovement of around 1% pp of GDP expected
conclusion that Hungary had made adequatier 2012, as opposed tde planned structural
progress towards a timely correction of thdightening close to 1 pp in last year's SCPs,
excesi/e deficit. indicates that the Member States have generally
reacted to less favourable macroeconomic
Chapter 1.3 provides an overview of the 201Zonditions with additional structural contractions.
updates of the Stability and Convergencé-urther structural improvements similar sizeare
Programmes (SCPs) submitted by Member Stat@sojected for the remader of the programme
in the context of the European Semester. As thjgeriod.
round of SCPs and the related assessment is the
first one base@n the new provisions of theGP, This overall pattern conceals however considerable
the Chapterprovides, besides the examination ofvariation across Member States, with Ireland,
macroeconomic assumptions and budgetar$pain, Italy, Slovenia, Bulgaria, Latvia, Lithuania,
objectives, an analysis of the SCPs also relative oland, Romania, and the nlted Kingdom
the expenditure benchmark and the debt reducti@howing the largest deficit reductions already in
benchmark. their 2012 budgets. On average, the consolidations
set out in the SCPs for both the euro area and the
In view of the pesistent pressure on the euro are&U27 are primarily expendituieased.Also the
sovereign debt markets but also the less favouraliemposition in terms of revenues is tilted towards
growth assumptions, the February 2012 ECOFINdirect taxs, thus favouring mediwterm
Council had reaffrmed the principle of growth.
differentiated fiscal exit strategies taking into
account countngpecific macreinancial The main risks are related to policy
situations. Together with the EDP implementationas overall the nationalbudgetary
recommendations, these principles represent tipeojections appear to rely on especially favourable
basis for the assessments of the programmes. dssumptions on growth, revenue or expenditure in
the context of the European Semester, the Countlle cases of Belgium, Spain, afice, Poland,
recommendations are expected to feed into tH&lovenia, Bulgaria, Lithuania, Sweden and the
national budgets for 231 Netherlands, although, in the case of the last two
Member States, favourable macroeconomic
The overallpictureemerging fromthe SCPs is one assumptions and optimistic expenditure projections
of stagnatiorof GDP growthin 2012, followed by are partially compensated by prudent estimates on
some recovery in 2013in line with the 2012 therevenue side.
Commission Spring forecastRelatively large
differences are found only for Bulgaria and The SCPs project that in the euro area debt will
Sweden reach 85% of GDP (80% in the EU) at the end of
the programme period after having peaked in 2012.
Member Stats plan tocontinueconsolidathg in  Hence, as long as the consolidation measures are
spite of the foreseen protraction of the cyclicahot reversedafter 2014, debt should be on a
slowdown. On aggregate, both tbaro area and declining path for the years beyond the
the EU27 planto improve significantly their fiscal pr ogr ammes 6 hori zon. I n
positions every year between 2011 and 2015, withenmark and Luxembourg, debt is progtto
the time profile of he consolidation being peak before 2015. However, in Spain and the
relatively frontloaded. According to the SCP United Kingdom, the projected reduction in 2015
plans, the average structural balance in both the



is small andreaching back thepre-crisis debt
levels is likely to take many further years.

According to the new rules accompanying the
evolution towards thedebt reductionbenchmark
establishedy the reform of the Pa¢and detailed

in Part Il), the structural government balance in
Member States whose current dédtGDP ratio is
above the 60% threshokhd that are currently in
EDP, hasto evolve so that it is guaranteed that the
respect of the debt benchmark will be respected
three years after the end of the ED¥ecording to
the plars set out in the SCPs all Member State
concerned by B transition period would
implement structural adjustments large enough to
ensure sufficient progress towards the debt
reduction benchmark by the end of their transition
period.
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1 « CURRENT DEVELOPMENTS ANPROSPECTS

Correspondingly, output gaps in tearo area and

1.1. A STALLING AND DIFFRENTIATED the EU are expected to widen again to reach the
RECOVERY negative évels ofi2.6 andi2.7 respectively; in

both cases this slightly worse than in 2010 when
The recovery which has followed the worstthe corresponding gaps weig.4 andi2.5. More
economic crisis since World War 1l is now details are given i&ection 1.1.3 below.
stalling with the euro area and thEU economy
being estimated to have been in a mild recessi Growth developments in the EU are now diverging
over the lastew months. In early 2032hanks to more strongly across MembeStates than in
determinecpolicy responses and a strengthening gbrevious years.These wide disparitiesdepend
the institutional framework  underpinning inter alia, on different structural challenges and
economic policy in the EU, tensions in financialfurther domestic and external imbalancesith
markets receded and private sector confidenaievelopments in competitiveness being
returned. Theselevelopments are now subject toparticularly importantWhile some Member States
the effects of the persisting concerns about th&re greving, othersstill remain inior are re
situation in the sovereign market and in theenteringi recession. In 2011, GDP growth ranged
banking sector Following an assumption that from high positive rates of over 3% of GDP in
confidence will strengthen over time, as theseveral Member States (Estonia, Lithuania, Latvia,
challenges raised by the crisis are cassfully Poland, Sweden, Slovakia, Austria and Germany)
addressed, including through the strongo negative growth in f&ece, Portugal and
implementation of the agreed determined policlovenia. Within each of these two categories there
actions an expected higher growth of the worldwas again considerable variation, with the
economyis set to lead t@ slow recovery tdhg extremes beingrowth of 7.6% in Estonia and
off in the second half of the current year, and.9% in Greece. In the large Member State=gl
further acceleating in 2013 In other words, the GDP is expected tgrow by between 2.7%n
recovery might be stallingonly temporarily and Poland and-1.8% in Spain this year. In Greece,
would resume, under the condition that fundingortugal, Spain, Italy, Slovenia, the Netherlands,
costs in vulnerable Member States and risk€yprus, Hungary, Belgium and the Czech
related to the overall policy environment can bd&epublic the output change is forecasstagnate
kept in check.Forthcoming propsals towards a or to be in the negativeterritory, sometimes
banking union should mitigate financial instability. markedly.

Graph 1.1.1shows the GDP growth projectionsThe economic fisis has also had visible effects on
according to theCommission services' Springthe labour market. From the low @f6% in the
2012 forecast(’) For the euro area the grapheuro area T.1% in 2008, the euro area
shows a deep recession in 2009 with GDRnemployment rate has risen rapidly, although
shrinking ty 4.3% followed by a recovery in 2010 reacting with a lag toeal GDP developmentsin
(1.9%) and 2011 (1.5%) expected to stall in 201the euro areat stood at 10.1% 2010, to increase
(0.3%). For the EU27, the pattern of GDPmarginally to10.2% in 2011 (EU27 at 9.7% in
developments looks similar, output shrunk byboth years) Unemployment is expected to remain
4.3% in 2009, grew by 2.0% in 2010 and by 1.5%t the higher level 0£1% in the euro ared .3%

in 2011 and is expected to stagnate2012. For in EU27)in both 2012 and 2013.

both the euro areand the EU27, the outlook for

2013 is for a rebound of growth of 1.3% and 1.0%1owever, labour market developments differ
respectively, driven by external demandwtver, markedy across contries, withweaker Member

in spite of encouraging signs pertaining to thé&tateshit by rapid deterioration of labour market
overall situation of the world economy, concernand Member States with better growth observing
about fiscal sustainability in several EU Membemlan increase in employment level#A very
States weigh heavilpn the growth outlook, by considerable deterioration in the labour market is
adding uncertainty and presentidgwnside risks. expected in countriesundergoing largecale
economicadjustments, while some othen® set to
experience some improvements, albeit of a mostly

() SeeEuropen Commission (2012a).
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limited order. Adverse labour market the headline deficit was of both a structural and a
developments affect the sustainability of the publicyclical nature, in roughly equal proportions.
finances directly via the usual revenue and

expenditure chenels. Moreover, the current Within the euro area, all Member States posted
malfunctioning of credit markets in some Membeimprovementsin 2011 with the exception of
States such as Spdimrther compounds the major Cyprus andSlovenia. The deficit was highest at
policy challenge for theeuro area and th&U 130% of GDP in Ireland, which had however

economy to reduce unemployment. experienced an unprecedented deterioration in the
budget balance the year befor8everal other
Graphl.1.1:  Real GDP growth developments Member States also posted significant

improvements. Among these are Germany,
Portugal and Slovakia. Improvements of between 1
\ and 2 percentage points of GDP were recorded in
\C T~ Greece, France, Malta and Austria. In all euro area
N\ / \//’ countries except Germany, Luxembourg, Austria,
‘ ‘ ‘ I ‘ Malta, Finlandand Estonia, the deficit in 2011
\ / exceeded the 3%f GDP reference value of the
\ / Treaty. Estonia is the only euro area Member State
\/ —EA17 to have posted a surplus, of 1.0% of GDP.
A4

—EU-27

a A W N B O B N W b
N

2007 2008 2009 2010 2011 2012 2013 According to the Commission services' Spring
2012 forecast, further improvements in the
budgetary positionsare expected in 2012 and
2013 although downside risks remain and
countryspecific developments differ widely.
Against the current growth outlook, the aggregate
general government deficit of theuro area
Member States is expected to reach 3.2% of GDP

In 2011, the budgetary positions in the euro ared 2012, 0.9 percentage ptsrlower than the year

and the EU improved significantly in comparisonb ) .
efore. A further improvement to 2.9% of GDP is
to 2010, vhen they had broadly stalled, and to the rojectedfor 2013. groadly the same0 profile is

two preceding years where they had dramaticall
deterioratedTable 1.1.1 shows the budget baIancengpeCted for the EU as a whole. The aggregate

for all EU27 countries from 2009 to 2013 on the et i forecast to decline to&6 of GDP in
) e BN . 2012, from 4.5% in 2011, and to continue t

basis of theCommission services' Spring ZOlZdecrease t0 8% of GDP in 2013

forecast while Tablel.1.2 breaks down the general '

government balance for the euro area into its

constituent parts over the years 2008 to 2013. As

Table 1.1.1 showshe euro area average headline

deficit came in at 4.1% of GDih 2011, down

from the 6.2% in 2010This is stil far above the

historical low of 0.7% posted in 2007 before the

outbreak of the crisis. As shown in Table I.1.2, the

average general government defigit the EU

decreased by 2 percentage points reaching 4.5% of

GDP in 2011. In both the euro area andEhkk the

decrease in the headline deficit was matched by a

decrease about half this size in the structural deficit

i headline deficit net of cyclical factors and ene

off and other temporary measurdsy 1.0% and

1.1% respectively This strengthening of th

structural balancsuggests that the improvement in

Source:Commission services.

1.2. SHORTTERM DEVELOPMENTS AN
PROSPECTS FOR THEBGETBALANCE

15



European Commission
Public finances in EMU - 2012

16

Tablel.1.1: Budget balances in EU Member States (% of GDP)

Budget balance Structural balance Structural primary balance

2009 2010 2011 2012* 2013*| 2009 2010 2011 2012* 2013*| 2009 2010 2011 2012* 2013*
BE -5.6 -3.9 -3.9 -3.1 -3.3 -3.7 -3.2 -3.4 -2.7 -2.6 -0.1 0.2 -0.1 0.7 0.7
DE -3.2 -4.3 -1.0 -0.9 -0.7 -1.3 -2.3 -0.8 -0.4 -0.3 1.4 0.2 1.8 2.1 2.0
EE -2.0 0.3 1.0 -2.4 -1.3 -0.9 -0.5 -0.2 -0.8 -0.5 -0.7 -0.4 -0.1 -0.6 -0.3
IE -140 -31.2 -130 -83 -7.5 -9.7 -9.6 -8.4 -8.1 -7.9 -7.6 -6.5 -4.9 4.1 24
EL -15.6  -10.5 -9.2 -7.3 -8.4 -14.7 -9.0 -5.7 -2.9 -4.5 -9.6 -34 1.2 34 1.9
ES -11.2 -9.3 -8.5 -6.4 -6.3 -8.7 -7.4 -7.3 -4.8 -4.8 -6.9 54 -4.9 -1.6 -1.5
FR -7.6 -7.1 -5.2 -4.5 -4.2 -6.2 -5.7 -4.1 -3.2 -2.9 -3.7 -3.3 -1.5 -0.6 -0.2
IT -5.4 4.5 -3.8 -1.9 -1.0 -4.0 -3.6 -3.6 -0.7 -0.1 0.7 1.0 1.3 4.7 5.5
LU -0.8 -0.9 -0.6 -1.8 -2.2 1.3 0.5 0.4 -0.6 -1.4 1.6 0.9 0.9 0.0 -0.8
NL -5.6 -5.0 -4.6 -4.4 -4.6 -4.1 -3.8 -3.5 -2.4 -2.5 -1.9 -1.8 -1.4 -0.3 -0.3
AT -4.1 -4.5 -2.6 -3.0 -1.9 -2.7 -3.3 -2.4 -2.2 -1.8 0.0 -0.6 0.2 0.5 0.9
PT -10.2  -9.8 -4.2 4.7 -3.1 -8.6 -8.4 -6.2 -3.0 -1.3 -5.8 -5.6 -2.3 1.8 3.7
Sl -6.1 -6.0 -6.4 -4.3 -3.8 -4.4 -4.5 -3.9 -2.2 -1.9 -3.0 -2.9 -2.0 0.3 0.7
Fl -2.7 -2.8 -0.9 -1.0 -0.6 0.8 -0.5 0.6 0.3 0.3 1.9 0.5 1.7 15 1.6
MT -3.8 -3.7 -2.7 -2.6 -2.9 -3.5 -4.4 -3.3 -3.5 -3.3 -0.4 -1.3 -0.2 -0.2 0.1
CY -6.1 -5.3 -6.3 -34 -25 -5.9 -5.0 -5.5 2.7 -1.7 -3.3 -2.7 -3.1 0.5 1.6
SK -8.0 -7.7 -4.8 -4.8 -5.1 -7.7 -7.3 -5.1 -4.4 -4.6 -6.3 -5.9 -3.5 -2.5 -2.5
EA-17 -6.4 -6.2 -4.1 -3.2 -2.9 -4.6 -4.4 -3.4 -2.1 -1.9 -1.7 -1.6 -0.4 1.1 1.4
BG -4.3 -3.1 -2.1 -1.9 -1.7 -3.1 -1.5 -1.0 -0.7 -0.8 -2.3 -0.9 -0.3 0.1 0.2
cz -5.8 -4.8 -3.1 -2.9 -2.6 -5.6 -4.6 -2.6 -1.8 -1.8 4.3 -3.2 -1.2 -0.4 -0.3
DK -2.7 -2.7 -1.9 -4.2 -2.1 0.6 0.1 0.2 -1.7 -1.0 2.4 1.8 1.9 -0.1 0.4
LV 9.7 -8.1 -3.5 -2.1 -2.1 -6.6 -5.0 -3.2 -2.2 -1.7 -5.1 -3.5 -1.7 -0.6 0.1
LT 9.4 -7.3 -5.5 -3.2 -2.8 -7.2 5.1 -4.6 -2.9 -2.1 -5.9 -3.3 -2.8 -0.8 0.0
HU -4.5 -4.3 4.2 -2.6 -3.0 -2.2 -3.6 4.3 2.1 -2.0 2.5 0.4 -0.2 2.0 2.1
PL -7.4 -7.9 -5.1 -3.0 -2.5 -7.4 -7.5 -5.0 -2.8 -1.9 -4.8 -4.8 -2.3 -0.1 0.9
RO -9.0 -6.8 -5.2 -2.8 2.2 -9.6 -6.1 -3.3 -1.8 -1.2 -8.1 -4.6 -1.7 0.0 0.6
SE -1.0 -0.1 0.1 -0.5 -0.1 2.5 1.1 0.1 0.3 0.4 35 1.9 1.1 1.4 1.5
UK -11.4  -102  -8.3 -8.0 -6.9 -9.4 -8.8 -6.9 -6.9 -5.1 -7.4 -5.9 -3.7 -3.5 -1.6
EU-27 -6.9 -6.5 -4.5 -3.8 -3.4 -5.1 -4.9 -3.8 -2.7 -2.2 -2.4 -2.2 -0.8 0.4 0.9

Note: The structural budget balance is calculated on the basis of the commgoeey @roduction function method (see European Commis
(2004)).

*Figure from Commission services' Spring 2012 forecast.

Source: Commission services.

Outside the euro area, the general pictareveyed 2013 is linked to the nopolicy-change scenario
by the Commission serviceSpring 2012forecas underlying Commission services' forecasts, which
is one of continued deficit reduction. The Czeclimplies that only measures that have been
Republic, Denmark, Poland, Lithuania, Latvia andpecified in sufficient details have be&ken into
Romania are expected to briggwn the general account In several EU Member Statesamely
government net borrowing to 3% of GDP or belowBulgaria, Belgium, the Czech Republic, Greece,
in either 2012 or 2013. Bulgaria is expected t&pain, Italy, Cyprus, Poland, Portugal, Romania,
continue runmg deficits below the 3% threshold Slovenia, Slovakia, Sweden and the United
over the forecast horizon, while in Sweden closeKingdom, fiscal policy is forecast to be pro
to-balance headline budgetary positions areyclically tightening in 2012, albeitto a very
projected for both 2012 and 201&/hile afurther variabledegree
substantialbudgetary improvementf 1.6 pps. is
forecast for the United Kingan in 2012 the Noneof the euro area countries that chattained
deficit is expected to fall only by 0.2 pjm 2013. their mediumterm budgetary objective (MTGh
Due in part to the oneff accounting impact of 2008managed to meet their MTi@ 2010. In 2011
pension reforms, the deficit in Hungary is forecasFinland was the only euro area Member State
to revert to 2% of GDP in 2012, following a which had achieved its objective. Section 1.1.3
surplus in 2011. considers the MTOsyhich are set to be updated in
2012, in more detail. Structural fiscal positions are
The structural balancis estimated to improve in forecast to remain weak over tf@ecasthorizon,
2012 by 1.3pps.of GDP in the euro area and 1.1and despite some improvemenigery few EU
pps in the EU as a whole. For 2013, further limiteccountries will be near tattairing their MTOs in
improvements of the order of Ogp. of GDP in the either 2012 or 2013.
euro area and of 05p. in the EU as a whole are
projected The more limitededuction expected for
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Tahbe 1.1.2: Euro area - The General government budget balance (% of GDP)
2008 2009 2010 2011 2012* 2013*
Total revenue (1) 45.0 44.8 44.7 45.3 46.2 46.1
Total expenditure (2) 47.1 51.2 51.0 49.4 49.4 49.0
Actual balance (3) = (1) - (2) -2.1 -6.4 -6.2 -4.1 -3.2 -2.9
Interest (4) 3.0 2.9 2.8 3.1 3.2 812
Primary balance (5) = (3) + (4) 0.9 -3.5 -3.4 -1.1 0.0 0.3
One-offs (6) -0.1 0.0 -0.7 0.1 0.1 0.0
Cyclically adjusted balance (7) -2.9 -4.6 -5.1 -3.3 -2.0 -1.8
Cyclically adj. prim. balance = (7) + (4) 0.2 -1.8 -2.3 -0.2 1.2 1.4
Structural budget balance = (7) -(6) -2.8 -4.6 -4.4 -3.4 -2.1 -1.9
Change in actual balance: -1.4 -4.3 0.2 2.1 0.9 0.3
- Cycle -0.6 -2.4 -0.1 11 -0.4 0.1
- Interest 0.1 -0.2 -0.1 0.2 0.2 0.0
- Cycl.adj.prim.balance -0.9 -2.0 -0.5 2.0 1.5 0.2
- One-offs -0.1 0.0 -0.6 0.8 0.0 -0.1
- Structural budget balance -0.8 -1.8 0.2 1.0 1.3 0.2

Note: Differences between totals and sum of individual items are due to rounding.
*Figure from Commission services' Spring 2012 forecast.
Source: Commission services.

historical perspectiveafter the beginning of the
1.3. CONSOLIDATION CONTINUES IN THE EU  financial crisis.Indeed the budgetary legacy of the

economic and financial crisis of 200810 has
The previous figures are completed by theompounded already existing high debt levels in
observation that the euro area primary balance ke EU. In some countries this has seriously put at
expected to be balanced in 2012 wittle structural — risk fiscal sustainability. Thus overall, despite the
primary balance showing on average an shortterm adverse effect on growth, consolidating
improvement ofroughly two and half points of in line with SGP requirements is the only option
GDP in only two year$ the corresponding figure for many EU countrieg?)
for the EU is of the same order of magnitude.
While in some Member States fiscal exit hadn particular, , as stipulated in conclusions of the
already started in 2010n 2011 all EU Member ECOFIN Council from February 2013)(Member
States begun to withdraw the fiscal stimulus States benefiting from a financial assistance
measures which they had put into operation iprogrammeshould stick to the targets as agreed in
2009 2010 to support their economies. As a resulthe programme and should fully antimely
the structural balance improved and is set tomplement the policy measures, including in
continue to do so in 2012, despite the inditiked  particular structural reforms, agreed in the
to the level of norcyclical expenditure. Similarly, respective Memorandum of Understanding.
in 2011 the average headline deficit has decreas&imilarly, Member States facing close market
along with the shrinking of the negative outputscrutiny should continue to meet the agreed
gap, and is also set to continue to do so in 2012. budgetary targets and standdgdo pursue further

consolidation measures if needed.
These achievements are remarkalsiece while
the output gap was narrowing by more than on€he strain that the crisis left on government
percentage point between 2010 and 20itlis finances(*) is explained by threéactors: the role
expected to widen in 2012 to reach again 2016f the automatic stabiliseis reaction to the crisjs
levelsi as noted in Section I.1.IThereforethe the introduction of discretionary measures
fiscal stancés expected to be proyclical in 2012  including the largescale support to the financial
However, acording to the Commission services
Sprlng 2012 forecast, the expected growth rebou Successfully tackling the debt crisis as set out in the five
in 2013 would narrow output gaps, thereby  point plan of theCourtil of October 201Trequires further

entailing a countercyclical fiscal stance. bold consolidation efforts along these lines.
(® The conclusions of the ECOFIN Council are available at
. . . http://lwww.consilium.europa.eu/press/press
Notwithstanding large differences across Member rejeases/economndfinanciataffairs?BID=93&lang=en
States, a restrictive fiscal stancems from the (%) During the first phase of the crisis, between 2007 and 2009,

fact that consolidation has become a necessit the budget balance deteriorated from a deficit of 0.7% of
) h Kl | hed by debt f y GDP to 6.4% in the euro area andrh 0.9% of GDP to
given the peak levels reacne y de t fram 6.9% in the EU.
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sector,and in some Member Statethe fall in Table 1.1.3 shows that despite the impressive
revenues due to the bursting of housing and/gerformance of the euro areand the EU in
credit bubbles This latter effect is significant in reducing government deficits, the contribution of
countries where, lefore the crisis, real estatethe deficit to the increase in the dehtio is still
bubbles temorarily masked an underlying fiscal the largest, larger than the snowball effét.
weakness becausthe buoyancy oftax receipts
depended heavily on real estate transactidvss At a country level, Member States with higher
these revenues plummetedhe underlying starting levels of debt are more likely to face both
weaknesses of fiscal positions showed up. a snowball effectof debt and an increase in the
interest rate as markets may doubt cdestr
Automatic stabiliser§’) represented aond half of ~ ability to service their debt over the medium term.
the deterioration in 2009, and various types ofn the most difficult cases the country concerned
support measures explain the other hislany of might even be precluded from refinancing itself in
these support measures then remained in placethre markets For this reason, high levels of debt
2010, when average headline deficits persisted aan increase the urgency to consolidate, even in
levelsabove6% of GDP in the euro area and EU.spite of an unfavourable economic environment, if
The increases in deficits led to correspondinghere is a realistic fear of a sovereign debt crisis. In
increases in debt. In addition, the debt ratios hawhese cases, there is no overall benefit from
risen substantially on the back belowtheline providing more support for the economy in the
operations in the context of the support to thshortterm, given the price that will be paid in
financial sectar While this extra effect on debt terms @ servicing the resulting debt. .
measuredas capital injections to bankscounted
for less than 2% of GDP in 2009 in both the eur®ut high debt is not the only reason why markets
areaand theEU, it has been rising continusly may doubt a country's likelihood of repaying its
and reached around 3% of GDP at the end of 20HEbt. Other factors such as the outlook for growth
in both the euro areandthe EU® with a very in the medium term, the presence of macro
differentiated impacby country. financial imbalance risks rekd to the overall
policy environment are also key determinants of
the reaction of financial markets.
1.4. SHORTTERM DEVELOPMENTS AN
PROSPECTS FOR PUBLIEBT

Graph 1.1.2 displays the increases in debt projected
between 2007 and 2013. It shows that debt in the
euro area is projected to rise from 66.3% of GDP
in 2007 to 92.7% in 2013 and from9.0% to
87.3% in the EU. Within these totals, there is
considerable variation in both the starting levels of
debt,which ranged from 3.7% of GDP in Estonia
to 107.4% in Greece, and in the overall increases.
By contrast, a decrease in public debt is fastc
for SwedenAt the EU level, debt will not start to
decrease before 2014.

(®) The automatic stabilisers vary across countries in their size
and composition. Overall, in bad times, governments
receive less revenue from taxes while spending levels tend
to rise due to an increased burden on thaassecurity
system. However, automatic stabilisation mainly workg’) The snowball effect of debt stems from the interaction
through the inertia of expenditure with respect to cyclical  between the interegirowth rate differential and the debt
swings in output: their share in GDP increases levd: if the difference between the interest paid on debt

6automaticall yé in downt ur nsandatmedgrodtie mte iisnpesgivie and it will inugeneral .

(® These are Commissiorerwices DG ECFIN) elaborations increase with delit the dynamics of delatreexplosive and
based on asurvey made byMember States within the an increase in primary balandssrequiredto escape from
context of theeconomic and-inancialCommittee the resulting cycle.
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Graphl.1.2:  Short-term fiscal impact of the crisis- general government debt

% of GDP
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Notes: 2012 and 2013 are forecast data. Differences between the sum and the total of individual items are due to rounding.
Source:Commission services.

The continually rising debib-GDP ratios reflect On the whole, as newegulatory requirements
the still high budget deficitén certain countries strengthening the resilience of financial sector
but also public interventions in the financialinstitutions are bearing fruit, the total current
system. In 2011the averagedebt rose by2.4 effective support leveln the EU- measured as
percentage pointselative to 2010 to 88%f GDP total aid to banks comprising also guarantekas

in the euro areaandby 2.8 percentage points to been declining from a peak of #%3of GDPin the
83.0% in the EWR7. Debt increases in Portuga Autumn of 2009 to 8% of GDP in early 2013)
Spain, Greece and Ireland were particularlyrhat could signalcertainfinancial sector recovery
notable, with Greek debt increasing to arand reduce exposure of Member States to
unprecedented 163aof GDP, resulting inprivate  potential losses onthe support provided.
sectorinvolvementin its containment. A further Nonetheless significant downside risks to public
increasein debtto 927% of GDP by 2013 is financesemanating from the financial sector do
projeded in the euro &a and to 87% in the EU, persistin some Member States.

as primary deficits are coupled with a weak

contribution from economic growth in 2012 and

the additional effect of high interest expenditure, in

some Member States in particular. There also

remains the risk of further debt incess from

further public intervention in the financial sector.

Part of the heterogeneity in the rise in debt is also
due to sizeable differences across countries in
public interventions in the financial sectdn the
case oflreland governmentdebt was anong the
lowest in the EU before the crisis, batprojected

to reach1202% of GDP in 2013Countries with
large public interventions in the financial sector
typically have largedebtincreasing stockflow
adjustments in Table I.1.3.

(® See footnote (5).
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Tablel.1.3: Composition of changes in the government debt ratio in EU Member States (% of GDP)

" Change in Change in the debt ratio in
Gross debtratio debt ratio 2008-13 due to:
2008 2009 2010 2011 2012* 2013+ 2008-3+ | Primary Interest &growtr  Stock-flow
balance contribution adjustment
BE 893 958 96.0 98.0 1005 1008 115 24 55 58
DE 66.7 74.4 83.0 81.2 82.2 80.7 14.0 26 48 14.4
EE 45 7.2 6.7 6.0 10.4 117 7.1 37 -0.4 3.8
IE 442 65.1 925 1082 1161 1202 75.9 56.0 19.7 145
EL 1130 1294 1450 1653  160.6  168.0 55.0 20.2 51.9 4.7
ES 40.2 53.9 61.2 68.5 80.9 87.0 46.9 29.3 13.0 17
FR 68.2 79.2 82.3 85.8 90.5 925 24.3 15.9 5.2 2.0
IT 1057 1160 1186 1201 1235 1218 16.1 -8.0 20.6 3.2
LU 137 14.8 19.1 18.2 20.3 21.6 7.9 38 -0.5 13.9
NL 58.5 60.8 62.9 65.2 70.1 73.0 145 13.9 7.6 8.4
AT 63.8 69.5 71.9 72.4 74.4 74.5 10.7 2.7 4.7 6.3
PT 716 83.1 93.3 1078 1139 1171 455 126 20.9 5.9
si 21.9 35.3 38.8 47.6 54.7 58.1 36.1 165 10.4 2.7
Fi 33.9 435 48.4 48.6 50.5 51.7 17.7 1.0 0.1 20.3
MT 62.3 68.1 69.4 72.0 74.8 75.2 12.9 0.4 46 2.4
cy 48.9 58.5 61.5 716 76.5 78.1 29.2 9.9 8.7 35
SK 27.9 35.6 41.1 43.3 49.7 53.5 25.6 218 25 -3.3
EALY 70.1 79.9 85.6 88.0 918 92.7 225 7.7 9.7 70
BG 3.7 14.6 163 163 176 185 78 9.3 11 7.7
cz 28.7 34.4 38.1 4.2 43.9 44.9 16.2 122 53 4.0
DK 33.4 40.6 42.9 465 40.9 42.1 8.7 4.9 45 14.2
LV 19.8 36.7 44.7 426 435 447 25.0 17.7 5.0 105
LT 155 29.4 38.0 385 40.4 40.9 25.4 19.4 3.2 18
HU 73.0 79.8 81.4 80.6 78.5 78.0 5.1 111 95 5.1
PL 47.1 50.9 54.8 56.3 55.0 53.7 6.6 124 1.2 2.4
RO 13.4 23.6 30.5 33.3 34.6 34.6 21.2 18.0 0.8 0.2
SE 38.8 42.6 39.4 38.4 35.6 34.2 -4.6 -4.6 -0.2 3.0
UK 54.8 69.6 79.6 85.7 91.2 94.6 39.8 28.1 4.7 9.5
EU-27 62.5 74.8 80.2 83.0 86.2 87.3 24.8 10.3 8.2 5.6

Notes: Differences between the sum and the total of individual items are due to rounding.
*Figure from Commission services' Spring 2012 forecast.
Source:Commission services.

Aggregate figures tend to mask divergingMoreover, the debt ratio is projected to start
developmats at the country level. There aredecliningin Italy, Poland and Sweden in 2013.
several Member Statesith low or very low pre

crisis debt levels, which however have been rising

sharply until 2012 This group of countries 1.5. GOVERNMENT REVENUEMD

includes Ireland, Spain and the United Kingdom, EXPENDITURE: A WEBALANCED

and, starting from lower levgl Latvia, Lithuania CONSOLIDATION

and Slovenia. Moreover, five euro area countries

are expected to have debt above 100% of GDP [yhe consolidation between 2009 and 2012 was
2012. Italy already had a public debtGDP ratio reached via a relatively balanced composition of
above 100% of GDP before the crisis. In Greecexpenditure and revenue measures, with
the extremely high debt ratio of 165.3%@DP is expenditures diminishing by broadly 1.8
also expected to remain at such high levels overercentage points of GDP and revenues increasing
the forecast horizomeaching168.0% of GDP in by 1.5 percetage points.n 2010and 2011 the
2013 (under the usual smwlicy-change improvement in budgetary positions in the euro
assumption). In Ireland and Portugal the debt area was the result of a lower expenditia-&sDP
GDP ratio exceeded 100% of GDP in 2011 and isatio rather than tax increases; the reduction in
set to continuegrowing, while in Belgium it is spendingwasalsodue to lower public investment.
forecast to stand again at tegligit levels from Table 1.1.4 shows the ma components of
2012 onwards (again under the-palicy-change government revenue and spending for the euro
assumption). Germany, France, Cyprus, Hungargrea from 2008 to 2013. It shows thaiat the
Malta, the Netherlands and Austria alsallteebt revenue ratio remained stable overall between
ratios above the 60% threstdah 2011 and further 2009 and 2010, while expenditure féllespite the
increases of these ratios are projected irnthese expectation of lower growth in 2012, a marked
countries except Germany and Hungary
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Tablel.1.4: Euro area - Government revenue and expenditures (% of GDP)

2008 2009 2010 2011 2012* 2013*
Total revenue 45.0 44.8 44.7 45.3 46.2 46.1
Taxes on imports and production (indirect) 125 125 12.7 12.8 131 133
Current taxes on income and wealth 12.5 11.6 11.6 11.8 12.4 12.4
Social contributions 15.3 15.8 15.6 15.7 15.7 1155
of which actual social contributions 14.2 14.6 14.4 14.5 145 14.3
Other revenue 4.7 4.9 4.8 5.0 4.9 4.9
Total expenditure 47.1 51.2 51.0 49.4 49.4 49.0
Collective consumption 8.0 8.6 8.4 8.2 8.1 7.9
Social benefits in kind 12.6 13.6 13.6 133 133 13.2
Social transfers other than in kind 16.0 17.6 17.6 17.4 17.5 17.5
Interest 3.0 2.9 2.8 3.1 3.2 3.2
Subsidies 1.2 1.2 1.4 1.4 1.3 1.3
Gross fixed capital formation 2.6 2.8 25 2.3 2.2 21
Other expenditures 3.7 4.4 4.7 3.7 3.7 3.8

Note: Differences betweethe sum and the total of individl items are due to rounding.
Expenditure figures are corrected for the difference between the definition of expenditures according to ESA95 and tac&méinules. This

mainly reflects the interest expenditures tedbto swap transactions.
*Figure from Commission services' Spring 2012 forecast.
Source:Commission services.

increase in revenues with stable expenditure ratios
is being forecast

Moreover,the composition of revenue increases is
not likely to weigh on labour and productian
social contributions and current taxes on meo
and wealth are broadly stable over the period,
while indirect taxes increase, a change in the
revenue mix which is found to be growth
supportive in the medium term.

Table 1.1.5 shows the expenditure and revenue
ratios for all EU countries and shows, ttha
according to the Commission services' Spring
2012 forecast, the expenditure ratio in the euro
areais expected taontinue to decrease over the
forecast horizon, while the revenue raigoset to
remain stable
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Tablel.1.5: Government reverue and expenditure (% of GDP)
Revenue Expenditure

2009 2010 2011 2012* 2013* 2009 2010 2011 2012* 2013*
DK 55.2 55.1 56.0 54.5 54.7 57.8 57.6 57.8 58.6 56.6
EE 43.2 40.9 39.2 38.9 38.1 45.2 40.6 38.2 41.2 39.3
IE 34.8 35.6 35.7 35.8 35.5 48.8 66.8 48.8 44.1 43.1
EL 38.2 39.7 40.9 42.4 42.2 53.8 50.0 50.0 49.7 50.6
[ES] 35.1 36.3 35.1 36.0 35.7 46.3 45.6 43.6 42.4 42.0
FR 49.2 49.5 50.7 51.8 52.0 56.8 56.5 55.9 56.3 56.2
LT 34.3 33.7 32.0 33.5 Sl 43.8 40.9 BIaD 36.8 36.1
MT 39.7 39.5 40.2 41.9 40.8 43.5 43.3 43.0 44.4 43.8
NL 46.0 46.2 45.5 46.3 46.1 51.6 51.3 50.2 50.8 50.8
PL 37.2 37.5 38.5 40.1 39.8 445 45.4 43.6 43.1 42.4
RO 32.1 334 325 33.4 33.2 41.1 40.2 37.7 36.2 354
SK 33.5 32.4 32.6 33.0 32.5 415 40.0 37.4 37.7 37.3
HU 46.9 45.2 52.9 46.1 44.6 515 49.4 48.6 48.6 47.6
IT 46.5 46.0 46.1 48.4 48.4 52.0 50.6 50.0 50.4 49.5
Sl 43.2 44.2 44.5 44.4 44.0 49.3 50.3 50.9 48.7 47.9
UK 40.1 40.2 40.8 40.8 40.8 46.3 47.3 48.3 49.3 50.3
BE 48.1 48.9 49.4 50.9 50.4 53.7 52.7 53.2 53.9 53.7
BG 36.3 34.3 33.1 33.3 33.6 40.7 374 35.2 35.2 35.3
cz 39.1 39.3 40.3 40.4 40.5 44.9 44.2 43.4 43.3 43.1
DE 44.9 43.6 44.7 44.7 44.4 48.1 47.9 45.7 45.6 45.2
CcYy 40.1 41.1 41.0 42.6 42.8 46.2 46.4 47.3 46.0 45.3
LV 34.7 35.7 35.6 36.0 34.9 44.5 43.9 39.1 38.1 37.0
LU 42.2 41.6 41.4 41.9 41.8 43.0 42.4 42.0 43.6 44.0
AT 48.7 48.1 47.9 48.4 48.6 52.9 52.6 50.5 514 50.6
PT 39.6 41.4 44.7 43.0 43.1 49.7 51.2 48.9 47.7 46.1
Fl 53.4 52.7 53.2 53.6 54.3 55.9 55.2 53.7 54.3 54.7
SE 54.0 52.4 51.4 51.8 51.8 54.7 52.2 51.1 52.1 51.8
EA-17 44.8 44.7 45.3 46.2 46.1 51.2 51.0 49.4 49.4 49.0
EU-27 44.2 441 44.6 45.2 452 51.1 50.6 49.1 48.9 48.4

*Figure from Commission services' Spring 2012 forecast.
Source:Commission services.




2 = IMPLEMENTATION OF TH STABILITY AND BOWTH PACT

focussing, in particular, othe excessive deficit
2.1. INTRODUCTION procedure (EDR)

The EU fiscal framework, as laid down by theFollowing the marked deterioration of pidl
Stability and Growth Pact (SGP), aims at ensurinfinances in EU Member States in the wake of the
budgetary discipline through two mainsevere economic recession of 208@&ny Member
requirements. Firstly, Member States are require8tates have undertakéiscal consolidation efforts
by the Treaty to avoid excessive governmenh 201Q including in particular efforts to correct
deficit and debt positions, measured againstxcessive government deficits under the Stability
reference values of respectively 3% and 60% aind Growth Pact. Theefforts wereintensified in
GDP(®). Secondly, they are required by the2011 and led to a significant improvement of
preventive part of the SGP) to achieve and public financein both the euro area and in the EU
maintain mediunterm budgetary objectives as a whole. Based on data notified by Member
(MTO), which are given as cyclicglladjusted States and validated by Eurostat, in 2011 the
targets for the budget balance, net of-offeand government deficit exegled the 3% of GDP
temporary measures. Compliance with the MTO iseference value in seventeen EU Member States.
meant to secure the sustainability of publicThis is somewhat better than previously expected:
finances and to allow the automatic stabilizers tthn Commission servicesAutumn 2011 forecast
work without breaching th€% of GDP deficit still nineteen countries were projected to exceed
threstold setby the Treaty. this 3% of GDP reference value. However, famt

all Member Stateshat reduced the defieib-GDP
The EU legislatarin late 2011 ,adopteda major ratio below the 3% threshold in 2011 the budgetary
reform strengthening theframework of EU correction can be considered durable at this stage
economic governance, including EU fiscalin fact, lased on Commission serviceSpring
surveillance as presented in Part Ilte®ps in EU 2012 forecast('’), in some of theseountries the
budgetary surveillance launched after this date adeficit-to-GDP ratio is expected to increase again
subject to the new rules including transitionabove the 3% of GDP reference value in 2012 or
provisions 2013. As a result, the EDP abrogation cannot yet

be considered for these countries.
This section reviews the implementation of

budgetary  surveillance ~ since  January 2OllAs shown in Chapter |.1,caording to the 2012

Spring forecast’’) the proces of fiscal
nsolidation is ex ntinue in 2012

(® Article 126 of the Treaty lays down an excessive deficitc0 SO datIO S e.ﬁ)]eCted tc.’ cont l.Je 0 ata
procedure (EDP) which is further specified in CouncilM&asurable paceith an estimated improvement
Regulation (EC) No. 1467/97 'on speeding up andf the structural budget balance in 2012 expected
clarifygng 'the imz“?g“;’gggo” dszoTle eﬁc_essive dEﬁ‘iitto be above 1% of GDP both in tlJ) and the
procedure’, amende an , which represents . .
the corrective arm of the SGP. The Code of ConductY'© area_ThQ pI:OjeCted |_mprovement of the
provides pecifications on the implementation of the budgetay situation in the EU is broad based across
Stability and Growth Pact and guidelines on the format anfljember States. Only a limited number of

content of stability and convergence programnaesl has : : : : :
been updatedn 24 January 201Relevant legal texts and countries would register an increasing headline

guidelines can be found at: deficit in 2012 and 2013limit of the horizon
http:/ec.europa.eu/economy_finance/sgp/legal_texts/indexxovered by the Commission services' 2@&p2ing
en.him forecast.

(*» The preventive arnof the SGP is contained in Council
Regulation (EC) No. 1466/97 'on the strengthening of the o
surveillance of budgetary positions and the surveillancdt the beginningof 2011, a number of Member

and coordination of ~economic policies’, which wasgtates were assessed to have taken effective action

amended in 2005 and 2011. This Regulation specifies the h dati hei
obligation for the Member States to achieve and maintaiff! '€SPONSE to the recommendations to correct their

their MTO. Together with Regulation (EC) No.1467/97 excessive deficit recently addressed to them the
and the new Directive on requirements for budgetanCouncil. In the case of Greece, which is the 0n|y
frameworks of the Member States (Directive (EC) No.
2011/85) and Regulation (EU) No 1173/2011 the
effective enforcement of budgetary surveillance in the eur¢”) See European Commission (2012a).
area, it forms the SGP. (*» See footnote 9.
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Member State currently bject to a notice under excessive deficit by 201&he Council established
Article 126(9) to take (specific) measures to the deadline of 3 months for the Spanish
remedy the situation of excessive deficit, thgovernment to take effective action and, in
review of the notices and the assessment aiccordance with Article 3(4a) of Council
compliance with them occurred regularly, inRegulation (EC) No 1467/97, to report in detail the
parallel to the review of the macroeconomicconsolidation strategy that is envisaged to achieve
adjustnent program. the targés.

In the summer, on recommendation by the&urrently, all EU Member States are subject to the
Commission, the Council abrogated the FinnisiEDP, except for Bulgaria, Estonia, Finland,
EDP. However, n autumn 2011, the Germany, Luxembourg and Swedefror all
comprehensive  assessment  of  budgetagountries under the EDPexcept Spain, the
developments in all EU countries undertaken in thprocedure is now in abeyanc¥) (

context of the Commission serviced Aut umn 2011

forecast revealed that a timely and sustainabkmong Member States subject to the EDP,
correction was clearly at risk in some MembelGreece, Portugal, Ireland and Romania are
States, specifically in Belgium, Cyprus, Hungarypenefiting from financial assistance, whipain,
Malta and Poland, where the deadline foCyprus and Hungary have recently requested
correcting the excessive deficit was imminent ofinancial assistance. Meanwhil¢he Balance of
close,that is 2011 or 2012. These five MembelPayment (BoP) programme for Latvia ended in
States were called to treat as a matter of urgendanuary 2012.

the adoption of a budget for 2012 and/or additional

measures that ensure timely and sustainable

correction of the excessive deficit. 2.2.  THE EXCBSIVE DEFICIT PROCRIRE(EDP)

As stated in the Communicatioissued on 11 This section focuses on the implementation of the
January 2012, the Commission considered that tiEDP since January 2011. The historical country
four Member States concerneBe{gium, Cyprus, specific developments are summarisedTables
Malta and Poland had taken effective action 1.2.1-1.2.3. (%)
towards a timely and sustainable correction of the
excessive deficit

2.2.1. EDP in euro-area member states
At the same time, on recommendat by the
Commission, the Council stepped up the EDP fofable 1.2.1.shows the EDPsteps taken for all
Hungary in March 2012 and set a new deadiine €urcarea countries except Greece, whicbhiswn
2012 i for bringing the general governmentin Table [.2.2

balance below the 3% of GDP reference value of
the Treaty. Proceeding in a chronological order, on 6 January

2011, the Commission assessed the action taken by
As a f0||0W_up of this new Council Malta in compliance with the February 2010
recommendatio under Aricle 126(7) on 30 May Council recommendation toend bring the

2012, the Commission adoptedCeammunication €xcessive deficit situation to an end and concluded
on the assessment action taken that effective action had been takelvhile

acknowledging that the Maltese authorities had
In June 2012, on the basis of a Commissioffken fiscal consolidation measures to correct the
recommendation, the Council abrogated thé&xcessive deficit by 2011, the Council noteattin
decision on the existence of an excessive deficgpite of a better macroeconomic environment than
for Gemany and Bulgaria (see below).

. . ) (*¥ Greece is subject to a notice by the Council under Article
Finally, also following a recommendation by the 126(9). See subsequent paragraphs.
g y the n |
Commission, the Council addressed to Spain @ Al the C‘é“’]j_”{SpeC'f'Cd de"(eé‘g’;;‘ems Lle’f‘“ﬂ'”g d”‘et
: . . excessive deficit procedure can be followed at:
revised recommen_dat'on under Article 126(7) Q” http://ec.europa.eu/economy_finance/economic_governanc
10 July 2012. Spain is recommended to correct its e/sggdeficit/index_en.htm
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expected in the Council recommendations, theneecommendation to correct the excessive deficit
had been no acceleration in the reduction of thgtuation, and that no further EDP steps were
deficit in 2010, and that considerable downsideeeded. Based on the Summer 2011 review of the
risks existed to the achievement of the 2011 deficiinancial assistance programme for Ireland, the
target. government deficit in 2011 is expedtto remain
below the target outlined for that year in the EDP
Malta notified a deficit of 2.7% of GDP for 2011. decision, and to reach the respective target for
The Commission serviceSpring 2012 forecast 2012 (*9)
projected the government deficit at 2.6% of GDP
in 2012 and 2.9% of GDP in 2013. The deficit wadn the case ofGreece the excessive deficit
thus projected to remain below the 3% of GDRrocedure runs in parallel to the macroeconomic
threshold oer the forecast horizon, but very smalladjustment program agreed between Gzeand
margin  The Commission has not yetthe Commission on behalf of the lenders, in liaison
recommended to the Council to abrogate theith the ECB and the IMF(*") In the EDP
decision on the existence of an excessive deficitontext, the Commission has further assessed
but thesituation will be reevaluated later in the action taken in compliance with the February 2010
year, subject to complementary infoation, Council decision to give noticeto Greece in
including the results of the EDP dialogue visit tomebruary 2011. (% Based on Commission
Malta conducted by Eurostat in May 2012) ( recommendations, the Council adopted further
amendments to its February 2010 decision to give
In late January 2011, the Commission concludedotice (recast in July 2011) to the Greek authorities
that effective action had been taken@yprusand under Article 126(9) TFEU, in March, July and
Finlandin compliance with the July 2010 CouncilNovember 2011. Further amendments ofsthi
recommendations to correct the excessive deficilecision in March 2012 included a revision of the
On this basis, in midrebruary 2011, the Council fiscal adjustment path, in particular in light of
concluded positively on action taken by the twavorse than previously expected economic
countries. performance and newly announced government
measures for the reduction of the primary deficit,
Following Finland's first notification of while leaving the dadline for the correction of the
government deficit and debt data, which notablgxcessive deficit in 2014.
reported hat the general government deficit had
remained below 3% of GDP in 2010, and given th®n 30 May 2012, followingGermanys first
durability of the correction, showed in thenotification of government deficit and debt data for
Commission forecast of a deficit ratio below 3% ir2011 which reported that the defitd-GDP ratio
the two subsequent years, the Commissioreturned well below the 3% of GDP reference
recommended to the Council to aebate the value, and given that, according to the
existence of an excessive deficit. The CounciCommission services' 2012 Spring forecakt(
closed the Finnish EDP procedure on 12 Julfurther improvements are expected over the
2011. forecast horizon, theCommission adopdd a
recommendation for Council decision abrogating
On 24 August 2011, the Commission concludethe decision on thexistence of excessvdeficit
thatIrelandhad made adequate progress towardsfar Germany On 19 June 2012, the Council
timely correction of the excessive deficit, in
respone to the December 2010 Council

(* In accordance with Council Regulation (EC) No 479/2009"") SeeMemorandum on Economic and Financial Policies and

on the application of the Protdcon the EDP annexed to Memorandum of Unerstanding on Specific Economic
theTreaty establishing the European Community. Policy Conditionality (both 3 May 2010)All the
(*%) The excessivedeficit procedure for Ireland runs in parallel documents related to the implementation & BDP in the

to the macroeconomic adjustment program agreed between case of Greece can be found at:
Ireland and the Commission on behalf of the lenders, in http://ec.europa.eu/economy_finance/sgp/deficit/countries/
liaison with the ECB and the IMF. See the 'Memorandum  greece_en.htm

of Understanding on Specific Economic Policy (*¥) The noticed was revised ituly, October 201and again in
Conditionality between the Commission and thesh March 2012

authorities that was signed on 16 December 2010. (*® See footnote 9.
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decided to abrogate the excessive deficit proceduhe the case oHungary in its assessment of action
for Germany. taken of 11 January 2012, the Commission
concluded that Hungary had not taken effective
In the case of Spain, the Commissioraction in response to the July 2009 Council
recommended on 6 July 2012 to the Council toecommendation. While the general government
adopt a new recommendation for correction of thbalance was expected by the Hungarian
excessie deficit adopted by the Council in 2009.authorities, bsed on the 2011 autumn EDP
In particular, it was recommended to extenadhotification, and by the Commission services' 2011

Spainds deadline for @uumn docetast,o to tumm finto tsbrglus ex201Eds si v e

deficit by one year, to 2014To this end, the (which actually amounted to 4.2% of GDP), this
Spanish authorities shall deliver an improvemenvas exclusively due to oraf revenues of almost

of the structural balarcof 2.pp. of GDP in 2012, 10% of GDP, linked to the transfaf pension
2.5pp. of GDP in 2013 and 1gp. of GDP in 2014. assets from the private pension schemes to the
The headline deficit targets should be 6.3% oftate pillar. Moreover, according to the
GDP for 2012, 4.5% of GDP for 2013 and 2.8% ofcommission services' 2011 autumn forecast, in
GDP in 2014.This recommendation was made in2012the 3 % of GDP reference valoéthe Treaty
view of the fiscal effort undertaken lilge Spanish would have again beamespected thanks to onéf
authorities and, in line with Article 3(5) of measures o€lose to 1 % of GDPwhile in 2013
Regulation (EC) 1467/97, in response to a&he deficitwasexpected t@xceedhe 3 %of GDP

substanti al det eri or at referenceovhluednhe basis of theé Comnissioresc o n o mi ¢

situation and outlook, compounded by a less taxecommendation, the Council decided on 24
rich growth composition,compared with the January 2012 that the country had not taken
projection umerpinning the earlier Council effective action in response t@ itecommendation
recommendation. The Council adopted this to correct the excessive deficit situation of 7 July
recommendation on 10 July 2012. 2009.

On 13 March 2012, on a recommendation from the
2.2.2. EDP in non-euro area Member Sates Commission, the Council adopted a new

recommendation addressed to Hungary to end the
Table I.2.1.shows the EDP steps taken for the nogxcessive deficit situation by 2012, by requirin
eurcarea countries. Proceeding in a chronologicaldditional fiscal effort, i.e. additional measures of

order, n February 2011 the Council concluded tha structural nature, of at least 0.5% in 2012, on top
Bulgaria and Denmarkhad taken effective action of the 1.9% of GDP already expected.

in compliance with its July 2010 recommendation

to end the excessive deficit, and that no furth@n the same date, the Council also adopted a
EDP steps were needed at that time. In its Januaggcision suspending almost a third of scheduled
2011 assessmerthe Commission had concluded,commitments ér Hungary from the EU Cohesion
based on the Commission services' 2010 autunfund in 2013, taking recourse, for the first time, to
forecast, that both countries had taken thﬂ]e poss|b|||ty of Suspending Cohesion Fund
necessary measures to correct the excessive defg#mmitments in case of narompliance with its

by the deadlines set by the Council. On 30 MagDP recommendation under Article 126(7) of the

2012, on the basis of the Bulgariafirst Treaty, according to Article 4() of Regulation
notification of government deficit and debt data fofEC) No 1084/2006

2011 stating that the defidib-GDP ratio returned
below the 3% threshold and of the Commissioon 30 May 2012, the Commission concluded that
services' 2012 spring forecast showing a furthgqungary had made adequate progress towards a
improvement of the budgetary situation over th@mely correction of the excessive deficit, in
forecast horizon, the Commission adoptedesponse to the March 2012  Council
recommendation for a Council decision to abrogatecommendation to bringing an end to the
the decision on the existence of an excessiwcessie deficit situation, and that no further EDP
deficit. On 19 June 2012, the Council abrogatedieps were needed. Othe same date, the
the excessive deficit procedure for Bulgaria. Commission also adopted a proposal for a Council
decision to lift the suspension of the commitments
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from the Cohesion Fundin accordance with
Article 4(2) of Regulation(EC) No 1084/2006
establishing the conditions for lifting the
suspension for the Cohesion Fund commitments
which the Council adopted on 19 June 2012.
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Tablel.2.2: Overview EDP steps Non-euro area Member States
Steps in EDP procedure Treaty Art. Country
HU UK Lv PL LT RO cz BG DK
Starting phase
Commission adopts EDP-report = start of the procedure 126(3) 12.05.2004| 11.6.2008 | 18.02.2009 [ 13.05.2009| 13.05.2009 | 13.05.2009| 07.10.2009 | 12.05.2010| 12.05.2010
Economic and Financial Committee adopts opinion 126(4) |[24.05.2004| 25.6.2008 (27.02.2009|29.05.2009 | 29.05.2009 | 29.05.2009 | 27.10.2009 | 27.05.2010( 27.05.2010
Commission adopts:
opinion on existence of excessive deficit 126(5) 24.06.2004| 02.07.2008 | 02.07.2009 | 24.06.2009 | 24.06.2009 | 24.06.2009( 11.11.2009| 06.07.2010| 15.06.2010
recommendation for Council decision on existence of excessive deficit 126(6) |[24.06.2004|02.07.2008 | 02.07.2009 | 24.06.2009 [ 24.06.2009 | 24.06.2009 ( 11.11.2009| 06.07.2010( 15.06.2010
1 for Council r ion to end this situation 126(7) |24.06.200402.07.2008 | 02.07.2009 | 24.06.2009 | 24.06.2009  24.06.2009| 11.11.2009| 06.07.2010| 15.06.2010
Council adopts:
decision on existence of excessive deficit 126(6) 05.07.2004 | 08.07.2008 | 07.07.2009 | 07.07.2009| 07.07.2009 | 07.07.2009 | 02.12.2009 | 13.07.2010| 13.07.2010
recommendation to end this situation 126(7) |05.07.200408.07.2008 | 07.07.2009| 07.07.2009 | 07.07.2009 | 07.07.2009| 02.12.2009| 13.07.2010| 13.07.2010
deadline for taking effective action 05.11.2004) 08.01.2009| 07.01.2010( 07.01.2010) 07.01.2010| 07.01.2010( 02.06.2010| 13.01.2011 | 13.01.2011
at least at least at least at least at least at least
1% of GDP |at least %%
fiscal effort recommended by the Council* - 0.5% of 2% of L% of L% of L12% of in 2010- | of GDP :n 0.5% of
GDP in GDP in GDPin GDP in GDP in 2013 2011 GDP in
2009/10 [ 2010-2012 | 2010-2012 | 2009-2011 | 2010-2011 2011-2013
deadline for correction of excessive deficit 2008 fin. year 2012 2012 2011 2011 2013 2011 2013
Follow-up of the Council recommendation under Art. 126(7) 200910
Commission adopts communication on action taken - - 27.01.2010( 03.02.2010 - - 15.06.2010( 27.01.2011| 27.01.2011
Council adopts conclusions thereon - - 16.02.2010( 16.02.2010 - - 13.07.2010( 15.02.2011] 15.02.2011
ission adopts ions for Council decision establishing 126(8) |22.12.2004(24.03.2009 - -
inadequate action
Council adopts decision establishing inadequate action 126(8) 18.01.2005| 27.04.2009 - -
i 1 adopts ion for NEW Council recommendation to 126(7) |[16.02.2005|24.03.2009 27.01.2010|08.02.2010
end excessive deficit situation
Council adopts NEW recommendation to end excessive deficit situation 126(7) |08.03.2005( 27.04.2009 16.02.2010| 16.02.2010
deadline for taking effective action 08.07.2005( 27.10.2009 16.08.2010 16.08.2010
beyond 1‘% at least 19:9% of
fiscal effort recommended by the Council* - of GDP in 2% of GDP in
2010/11- GDPin 2010-2012
2013/14 2010-2012
new deadline for correction of excessive deficit 2008 fin. year 2012 2012
2013/14
Follow-up of the NEW Council recommendation under Art. 126(7)
Commission adopts communication on action taken 13.07.2005 - 21.09.201021.09.2010
Council adopts conclusions thereon - - 19.10.2010(19.10.2010
ission adopts ions for Council decision establishing 126(8) |20.10.2005 -
inadequate action
Council adopts decision establishing inadequate action 126(8) |08.11.2005 -
ission adopts ion for NEW Council recommendation to 126(7) 26.09.2006( 11.11.2009
end excessive deficit situation
Council adopts NEW recommendation to end excessive deficit situation 126(7) |10.10.2006(02.12.2009
deadline for taking effective action 10.04.2007| 02.06.2010
1%:% of
" GDP in
fiscal effort recommended by the Council* - 2010/11-
2014/15
new deadline for correction of excessive deficit 2009 fin. year
2014/15
Follow-up of the NEW Council recommendation under Art. 126(7)
Commission adopts communication on action taken 13.06.2007| 06.07.2010
Council adopts conclusions thereon 10.07.2007| 13.07.2010
1 adopts r 1s for Council decision establishing 126(8) -
inadequate action
Council adopts decision establishing inadequate action 126(8) -
1 adopts 1 for NEW Council recommendation to 126(7) 24.06.2009
end excessive deficit situation
Council adopts NEW recommendation to end excessive deficit situation 126(7) |(07.07.2009
deadline for taking effective action 07.01.2010
0.5% of
GDP in
fiscal effort recommended by the Council* cumulative
terms in
2010-2011
new deadline for correction of excessive deficit 2011
Follow-up of the NEW Council recommendation under Art. 126(7)
Commission adopts communication on action taken 27.01.2010
Council adopts conclusions thereon 16.02.2010
ission adopts ions for Council decision establishing 126(8)
inadequate action 11.01.2012
Council adopts decision establishing inadequate action 126(8) [24.01.2012
ission adopts ion for NEW Council recommendation to 126(7) [06.03.2012
Council adopts NEW recommendation to end excessive deficit situation 126(7) |13.03.2012
deadline for taking effective action 13.09.2012
at least
0.5% of
fiscal effort recommended by the Council GDP on top|
of the 1.9%
of GDP
foreseen
new deadline for correction of excessive deficit
2012
Follow-up of the NEW Council recommendation under Art. 126(7)
Commission adopts communication on action taken 30.05.2012
Council adopts conclusions thereon 19.06.2012
Abrogation
Ci ission adopts 1 for Council decision abrogating
existence of excessive deficit 126(12) 30.05.2012
Council adopts decision abrogating existence of excessive deficit 126(12) 19.06.2012

Notes: * Average annual fiscal effort, unless indicated otherwise.

Source:Commission sources.
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Tablel.2.3: Overview EDP steps Greece

Steps in EDP procedure Treaty
Art.
EL
Starting phase
Commission adopts EDP-report = start of the procedure 126(3) 18.02.2009
Economic and Financial Committee adopts opinion 126(4) 27.02.2009
Commission adopts:
opinion on existence of excessive deficit 126(5) 24.03.2009
recommendation for Council decision on existence of excessive deficit 126(6) 24.03.2009
recommendation for Council recommendation to end this situation 126(7) 24.03.2009
Council adopts:
decision on existence of excessive deficit 126(6) 27.04.2009
recommendation to end this situation 126(7) 27.04.2009
deadline for taking effective action 27.10.2009
fiscal effort recommended by the Council -
deadline for correction of excessive deficit 2010
Follow-up of the Council recommendation under Art. 126(7)
Commission adopts recommendations for Council decision establishing inadequate action 126(8) 11.11.2009
Council adopts decision establishing inadequate action 126(8) 02.12.2009
Commission adopts recommendation for Council decision to give notice 126(9) 03.02.2010
Council decision to give notice 126(9) 16.02.2010
deadline for taking effective action 15.05.2010
fiscal effort recommended by the Council at least 3%:% of GDP annualy in 2010 and
new deadline for correction of the excessive deficit 2012
Follow-up of the Council decision
Commission adopts communication on action taken 09.03.2010
Council adopts conclusions thereon 16.03.2010
Commission adopts recommendation for NEW Council decision to give notice 126(9) 04.05.2010
Council decision to give notice 126(9) 10.05.2010
fiscal effort recommended by the Council at least 10% in cumulative terms over 2009-
new deadline for correction of the excessive deficit 2014
Follow-up - 1st review
Commission adopts communication on action taken 19.08.2010
Council adopts conclusions thereon 07.09.2010
Commission adopts recommendation for Council decision amending the Council decision 126(9) 19.08.2010
to give notice
Council decision amending the Council decision to give notice 126(9) 07.09.2010
new deadline for correction of the excessive deficit 2014
Follow-up - 2nd review
Commission adopts communication on action taken 09.12.2010
Council adopts conclusions thereon 20.12.2010
Commission adopts recommendation for Council decision amending the Council decision 126(9) 09.12.2010
to give notice
Council decision amending the Council decision to give notice 126(9) 20.12.2010
deadline for correction of the excessive deficit 2014
Follow-up - 3rd review
Commission adopts communication on action taken 24.02.2011
Council adopts conclusions thereon 07.03.2011
Commission adopts recommendation for Council decision amending the Council decision 126(9) 24.02.2011
to give notice
Council decision amending the Council decision to give notice 126(9) 07.03.2011
deadline for correction of the excessive deficit 2014
Follow-up - 4th review
Commission adopts communication on action taken 01.07.2011
Council adopts conclusions thereon 12.07.2011
Commission adopts recommendation for Council decision amending the Council decision 126(9) 05.07.2011
to give notice
Council decision amending the Council decision to give notice 126(9) 12.07.2011
deadline for correction of the excessive deficit 2014
Follow-up - 5th review
Commission adopts communication on action taken 26.10.2011
Council adopts conclusions thereon 08.11.2011
Commission adopts recommendation for Council decision amending the Council decision 126(9) 26.10.2011
to give notice
Council decision amending the Council decision to give notice 126(9) 08.11.2011
deadline for correction of the excessive deficit 2014

Follow-up - Second Adjustment Programme

Source:Commissiorservices.
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3 = STABILITY AND CONVEBENCE PROGRAMMES

This Chapter provides an overview of the Stabilityappropriatei whether sufficient progress towards
and Convergence Programmes (SCPs) thabmpliance with thalebt reduction benchmaik
Member States submitted in ApMay 2012 This ensured according to the SCPs plaBsction4
round of SCPs and the related assessmenteis thssesses the longer term implications of the plans
first one based on the new provisions of théor fiscal sustainability, notably taking into
Stability and Growth Pact which entered into forceccount the projected changes in -aglated
in December 2011. Therefore, the present Chaptekpenditure. SCP data are taken from the SCP
provides, besides the examination oftables submitted biMember States. SCP data for
macroeconomic assumptions and budgetar@reece are not reported as Greece did not submit
objectives, an analysis of theCBs againstthe the relevant tableg %)
expenditure benchmark and the debt reduction
benchmark (see Part ibn Evolving budgetary
surveillancg. Recommendations based on thes.1. MACROECONOMIC SCENARIOS
SCPs weradoptedoy the Council in July 2012 on
the basis of a Commission recommendation. Priddn average, macroeconomic scenarios for 2012
to this, in view of the persistent pressure on th€013 are similar between SCPs and Commission
euro area sovereign debt markets but althe forecasts, albeit slightly lessafourable for the
less favourable growth assumptions, the Februatstter. The overall picture is one of stagnation in
2012 ECOFIN Council had reaffirmed the2012, followed by some recovery in 2013.
principle of differentiated fiscal exit strategiesAccording to SCPs, EU27 growth would average
taking into account countrspecific macre 0.2pp in 2012 (Commission: 0.0pp) and 1.5pp in
financial situations. Together with the EDP2013 (Commission: 1.3pp). Forecasts are slightly
recommendations, these principles represent thewer for the euro area (Graph8.1-1.3.2).
basis for the assessments of the programmes. In
the context of the European Semester, the Counéitcording to SCPs,xeept in a few countries, the
recommendations are expected to feed into thdowdown implies a widening output gap in 2012,
nafonal budgets for 2013. For this reason, thigontrasting with projections made last year of a
Chapter gives special attention to 2013, examiningradual pickup in growth and a narrowing output
the deficit targets set out in the SCPs against tlgap already in 2I2. With nominal budgetary
background of the Commission services' Springrojections for 2012 often remaining close to those
2012 forecasts. It then presents the adjustmeof a year ago, this implies a tightening of the
paths, the the profile and the composition of theaverage fiscal stance. For 2013, some moderate
consolidation over the whole horizon of thereduction in the output gap is generadlypected
programmes. The Chapter finally outlines theAt the EU 27 or euro area leyahe output gap
implications of the fiscal plans for the debt path. would remain largeand negativeover 20122013
(above 2% in 2013), with some further closing
The Chapter consists of fousections Section1l expected by 2015 (up to about%). Output gaps
examines the macroeconomiccegarios with are deemed to be largest (and remain so) in
particular attention given to their sectoralcountries currently experiencing recessions (such
implications. A decomposition of the gap betweerms Prtugal, Spain and Slovenia), with moderately
SCP projections and the Commission forecasts large output gaps also in a number of other
presented. Section 2 highlights the fiscal countries.
consolidation strategy (pace, time profile and
compositim of the fiscal adjustment) and alsoln some countries there are notable differences
assesses expenditure plans for 2013 and fori2018etween SCPs and Commission's growth forecasts.
2015. In addition, it presents the convergence patome SCPs pencil imarkedly more favourable
towards Member States' mediterm budgetary assumptionsfér either 2012 or 2013, or both),
objectives (MTOs), includingnassessment of the
respect of expenditurbenchmark. Section 3 (* Since Greece did not present a Stability Programme in
assesses the short term implications of the 2012, it is not taken into account in SCPs weighted
macroeconomic scenarios and the consolidation averages for the euro area andtbe EU27 presenteth

. : v this note as opposed to Commission servicEerecasts
plans on debt. This part alsmnsidersi where which cover all EU27 Member States.
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Graphl.3.1:  Growth assumptions (EU)
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Source:SCPs, Commission services.

especially so for Bulgaria and Sweden, and tdomestic private sector, which is particularly
some extent for Slovenia, Hungary, thesizeable in Ireland, Lithuania, thenlted Kindom,
Netherlands, France and Spain. A few countriethe Netherlands, Romania, France, Poland and
project weaker growth than the CommissiorBelgium (Graph 1.3.3).
forecastover 20122013(Estonia and Slovakia).

External balancealso are expected to improue
The counterpart of improvement in governmenthe majority of cases.he bisector inGraphl.3.3.
balances foreseen ithe SCPs is, for nearly all delineatesthe boundary betweethose countries
Member States, an expected dissaving by thehere an improvement is expected-aisis the

Graph 1.3.2:  Growth assumptions (euro area)
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Note: "Potential growthh COM" refers to Commission's 2012 spring forecasts. "Potential gro8@P" refers to potential growth based on the
harmonised methodology and the growth assumptions of SCPs. The same conveltifms'®utput Gag COM" and "Output Gaj SCP"
Source SCPs, Commission services.
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Graphl.3.3:  Sectoral net lending and relative ULC changes in the SCPs (202D15)
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rest of the world countries that lie above the line An improvement in the external balance takes

are expected to show amprovement in their place when the sum of the changes in pevagt

external balances while those below are expectéehding and public net lending is positivehis is

to show a deterioration. the case in particular for Portugal, Cyprus, Spain
and Ireland, with also significant changes in

Graph 1.3.4:  Sectoral net lending and relatie ULC changes in the COM forecast (20:2013)
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Hungary(*), Malta, Italy, the Netherlands and theto the targets as agreed in the programme and
United Kingdom. In some Member Statesshould fully and timely implement the pofic
however, theplanned improvement in governmentmeasures, including in particular structural
balances is more than offset by private sectoeforms, agreed in the respective Memorandum of
dissaving, resulting in a deteriorating externaUnderstanding. Similarly, Member States facing
position. This includes Estonia, Denmarkclose market scrutiny should continue to meet the
Bulgaria, Sweden, Latvia, and to a lesser extemtgreed budgetary targets and stand ready to pursue
Germany. Portugal is the only Meetb State further constidation measures if needeBinally,
where both the public and the private sector arthe conclusions express a preference for
projected to deleverage. Member States expectimxpenditurebased consolidationis calling for the
a very large improvement of their external balancgrowth of expenditure (net of discretionary
also foresee large improvements in costevenue measures) to remain below the medium
competitiveness as measured by relative unierm rate of potential GDP growth ilnthey have
labour costs(ULC). (* However, there is no reached their MT@ while advocating expenditure
systematic correlation between the evolutions gdrioritisation in favour of growttiriendly items.
relative ULC and external balances.

Against this backgroundhis section reviews the
Although not directly comparable in terms of timesize and time profile of the planned consolidation,
period, the Commissiorservices'forecast over in terms of both headline targets andustural
20112013 (Graph 1.3.4) broadly confisnthese balances. It contains also an assessment of the rate
projected trends. On average howeverpf progress towards the MTO against the
Commissionservices'forecass tend to show less expenditure benchmark introduced by the reform
marked improvements in domestic private sectaf the Pact alongside the traditional apprgach
balances and a more balanced distribution betwebased on the improvement in the structural
Member States improving and those deterioratingalance. The mairisks to the achievement of the
in terms of exteral balance. targetsi both macroeconomic and policglatedi

are highlighted on the basis of a comparison with

the Commissiorforecasts based on a -policy-
3.2.  FISCAL CONSOLIDATION change scenarioThis is followed by a more

detailed analysis of the compasit of the planned
The conclusions of the 21 February 2012 ECOFINonsolidation, including a disaggregation for broad
Council stressed that all Member States shoulchtegories of expenditure.
continue to respect their commitments in line with
the rules of the Stability and Growth Pact (SGP
While these rulesllw the automatic stabilisers to
work around the agreed path of structural fiscal
adjustment, the&e conclusions highlight that the After the sizeable reduction in government deficits
room for fiscal manoeuvre differs sharply acrosschieved in 201®% in both the euro aredrém
Member States, with those benefiting from &.26 of GDP in 2010to 4.1%) and the EU as a
financial assistance programnuw those facing whole (from 6.5% to 4.5%), Member States plan
close market scrutiny being called to exerciseverall to continue with ambitious consolidation
particular vigilanceThereforecountries benefiting against a background tiie foreseen protraction of
from a financial assistance programsaieuld stick the cyclical slowdownevident since the second

half of last year.

)3.2.1. Size and time profile of planned
consolidation

(®» In Hungary net public lending is adjusted for efeand .
temporary measures in 2011. Graph 1.3.5 shows the planned changes in

(®» The size of the a country's circle reflects the percentaggovernment deficits over the 2072015 horizon,

change of the real effective exchange rate over th&i201 ;
2015 horizon relative to the EU27, with white circlesaS set out in the SCPs. It shows that, on aggregate,

indicating improvements in competiveness and blaclOth the EU27 and the euro area are projected to
circles deteriorationgzormally, the indicator represents the improve significantly their fiscal positions every
percentage change in the nominal unit cost of labour over

2011 2015 relative to the ER¥ according to methodology
in the Commission services' quarterly report on Price an(F) This deficit reduction exceeded the plans in the 2011 SCPs
Cost Competitiveness. by 0.4pps of GDP in both the euro area and the EU27.
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Graphl.3.5: Planned changes in government deficits over 2002015 in the SCPs
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Source:SCPs, Commission services.

year betweer?011 and 2015. Overall, the timeEstonia and Sweden stand out for having achieved
profile of the consolidation is relatively front a budget surplus already in 2011, which according
loaded, as the largest redion in the deficit, by to plans would turn into a deficit (albeit of very
about pp of GDP, is planned for 2012, whilesmall proporton for Sweden) in 2012, before
somewhat lower reductions are pencilled in froomoving again into surplus territory (already in
2013 on, in particular for th euro area. 2013 for Sweden, a year later for Estonia). The
surplus recorded in 2011 in Hungary reftelerge
While the extent of the plaed deficit reductions oneoff operations and is planned to be followed
broadly reflecs starting positions, considerableby declining deficits. Finayi, no apparent pattern
crosscountry variatios are observed, includinign  of deficit reduction can be detected in the plans of
the profile of adjustment. In Belgium, Malta, Luxembourg, where the small deficit recorded in
Austria, Portugal, Slovakia, Finland, Bulgaria, the2011 is planned to be followed by deficits
Czech Republic, Slovakia and Demnka the oscillating between 1 and 2% of GDP.
comparison between the first years (200@13)
and the outer years (2012,015) of the 3.2.2. Evolution of structural balances
programmes suggests a relatively b#mdded
adjustment. For Austria, Portugal, Finland and’he MemberStates generally foresee substantial
Denmark, the deficit is even projected to increasstructural consolidations over the period. This can
before resuming a advnward path from 2013 be seen in Graph 1.3.6 which shows the level of the
onwards. structural balance for the years from 2011 to 2015,
alongside therespectivemediumterm objecties.
The same comparison suggests a frontloadestcording to he SCP plans, the average structural
consolidation in Ireland, Spain, Italy, Sloveniabalance in both the EU27 and euro area should fall
Bulgaria, Latvia, Lithuania, Poland, Romardad by over 3pp of GDP over the four years from 2011
the UK, which show the largest deficit reductiongo 2015. Thiseffort is somewhat frontloaded, with
already in their 2012 budgets. h& largest a moresizeableadjustment in the early years as
reductiors planned for 2013 are iBpain Cyprus, compared to the lat yearscovered by the SCPs
France Portugal and Denmark For a number of Member States, the pace of
consolidation tends to be more moderate as they
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Graphl.3.6: Planned changs in the structural government deficits over 201112015 in the SCPs and the MTOs
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move out of excessive deficits and embark on theoland and Romania while Cyprus, Hungay,
adjustment path towards their mediienm Italy, Germany, Sweden and Estonia expect tol
objective (MTO). overachieve it.Spain, Slovenia, BelgiumLatvia,
and Austria are projecting that they will come
For 2012 a miked structural improvement of close to their MTO by 2015.
around 1%pp of GDP is expected amerageby
SCPs. This compares with a structural tighteningvhile almost all countries plan some consolidation
close to 1pmlanned for 2012n last year's SCPs. over the 2011 2015 period, thee are notable
This indicates that the Member States havdifferences in terms of pace and timeline. The
generally undertaken additional strugal cumulated size of the structural adjustment tends
adjustments, while macroeconomic conditions are® be related to the starting position of the
less favourableThe combination of a wider output countries (with a generally larger adjustment when
gap and a significant structural adjustment leads the structural deficit is initially higher). Meover
a procyclical stance in 2012. and while there are exceptions, a correlation can be
found between large cumulated consolidation and
According to the SCPsa substantial policy frontloaded adjustment (in the sense of taking
tightening should sfil occur in 2013 with a place in 20122013 rather than in later years).
structural improvement of about %pp for the EU27
and close to 1pp at the level of the euro aredhus, over 2012015 substantial and rather
Structural adjustments should continue thereaftdrontloaded structural improvements are foreseen
at a slower pace of close to Y2pp for the EU2ih Spain, Cyprus, Slovenia, Portugal, France, Italy,
average, with slightly lower tightenirfgr the euro Lithuania, Hungary, Poland, Romania and the
area. United Kingdom. Significant structural
improvements are also planned in most other
Graph 1.3.6 also shows that the Member States aceuntries but in a more spread omianner. A
moving towards their MTOs and some of them ar®osening of the structural balance is expected in
set to have achieved it by 2015 or before. Thedénland, Denmark and Luxembourg.
countries are Portugal, Bulgari@zech Republic,



Part |

Current developments and prospects

Box 1.3.1: The expenditure benchmark

Since the entry into force of the reform of the Stability and Growth Pact (S@R)secalled SixPacki in
December 2011, the appropriateness of the adjustment path of MembertSiateds their mediusterm
budgetary objective (MTO) under the preventive arm, is assessed based on twdpillars.

The first pillar is the analysis of the annual structural adjustment undertaken by the Member State
should amount to 0.5% of GDd&& a benchmark until the MTO is reached. The second pillar compar
evolution of government primary expenditure, net of discretionary revenue measures, to a refere
based on the mediuterm potential GDP growtfsee Section 11.2.1)Countries hat are at their MTO wil
have a reference rate equal to their mediarm potential GDP growth rate, while those not yet at t
MTO will have a reference rate that is lower. The second pilithtoe used for the first time to asse
adjustment towals the MTO based on the 2012 budgetary pléhs

Table 1 presents the real growth rate of government expenditure net of discretionary revenue mea
planned by Member States in their SCPs for 2012 and 2013, in light of the benchmark they sipeck
according to the requirements of the preventive arm of the SGP (such periods are flagged w
shading). Bold figures warn that the enforcement of such plans would not comply with the

benchmark: out of 15 Member States subject to theeptexe arm in 2012 and/or 2013, 4 could
concerned (Germany in 2012, Romania in 2013, Estonia and Luxembourg in both years). If this mat
with an observed impact on government balance of at least 0.5% of GDP over one year (or cum
over two consecutive years), the deviation from the adjustment path towards the MTO might be cot
to be significant (as defined in Art. 6 of Reg. 1466/97).

Overall, EU Member States' policy choices, in terms of expenditure growth and discretionary t
measures’), as presented in the SCPs, would, in the great majority of cases, be consistent with-r
term potential growth. The outliers are Luxembourg, which stands clearly over its benchmark rate
while Estonia, Denmark, Germany and Belgiurasoamarkedly exceed it; as far as the 2013 plans
concerned, Member States are expected to comply, at the exception of a clear deviation for the
Estonia, while Luxembourg stands again above its benchmark rate.

However, a majority of Member Statestually plan a larger adjustment than what is required by
preventive arm (by maintaining real net expenditure growth well below the benchmark); this refle
undergoing correction of current excessive deficits and a large consolidation of jdnices which is
underway in the EU, and more specifically in the euro area.

() All results of this first gercise of the assessment of policy plans against the expenditure benchmark, present
note, are only based on plans as reported by Member States in their programmes, at the exception of ¢
undertaken after bilateral contacts with the arittes.

Member States subject to the EDP are not formally concerned by this benchmark.

(® In accordance wittArt.5 of Reg 1466/97, the change in expenditure is recalculated in order to avoid takin
account nordiscretionary changes1 governmeh expenditure dueeither to unemployment benefits oo EU
programmes matched by EU funds revenue. To avoid penalizing peaks in investment, corresponding expe
also smoothed ovdour years. Finally, the effect of measures taken by the MembezsStatt the revenue side
deducted, to obtain a net change in government expendiarér the benchmark, theeference rate used as
ceiling over expenditure growth corresponds to theyddr average growth te of potential GDP (2062016)
Moreover,as long as the Member State is not at its MTO, this expenditure growth should remain below the r
rate,in order to supporthe requiredstructuraladjustment by 0% of GDP towards the MTChis yields a lower
benchmark (the "lower rate"Member $ates which have overachieved their MTOuld temporarilyexceed the
benchmarkas long as, taking into account the possibility of significant revenue windfalls, the MTO is res
throughout the programme period

(Continued on the next page)
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Box (continued)

Table 1: Growth of government expenditure net of discretionary revenue measures and applicabl e benchmark
Applicable benchmark for 2012 and
2013 (%) Real growth rate of government expenditure net of discretionary revenue measures presented in SC
2012 2013 2014 2015
BE 0.4 15 -0.2 -0.5 -0.7
BG 1.1in 2012, 2.6 in 2013 -11 -2 -0.4 52
cz 1.2 -3.3 -1.7 -2.4 0.2
DK 0.9in 2012, 0in 2013 2 -2.4 0.4 0.5
DE 0.0in 2012, 1.2 in 2013 0.9 0.6 0.2 14
EE 1 2.2 4.6 25 -0.2
IE -0.8 -13.4 5.3 -6.1 -4.6
EL -1.4 n.a. na. n.a. n.a.
ES -0.2 -12 -7.4 -2.9 -2.1
FR 0.3 -1.4 -1.2 -0.3 -0.3
IT -0.8 -6.7 -35 -1.2 0.1
cY 0.3 9.1 -5.2 -3.3 2.6
LV 0.1 -3 -0.5 -0.7 -1.1
LT 0.8 -6.3 -0.6 0.4 3
LU 1.8in 2012, 0.6 in 2013 4.9 2 2.2 2.6
HU -0.6 9.5 -25 1.7 2.2
MT 0.2 -4.4 -1 -0.5 -0.7
NL 0.4 -3.6 -0.1 -0.6 -1.1
AT 05 0.8 -0.3 0.5 0.1
PL 2.6 1 1.2 0.6 0.5
PT -1.1 -23 -3.3 -2.4 -0.6
RO 14 -4.3 1.5 1.4 2
Sl 0.6 -9.2 -6.5 -2.6 -3.1
SK 1.8 0.4 0.1 0.6 13
Fl 1.4in 2012, 0.5 in 2013 0.9 -1 0.5 15
SE 1.8 2 1.5 0.3 0.8
UK 0.1 -4.3 2.8 2.5 -1.5
EA17 -3 -1.7 -0.7 0
EU27 -2.9 -0.9 -0.9 -0.1
a: for all Member States but SE (as well as DK, Fl and LU in 2012 and BG and DE in 2013), the applicable benchmark is
a rate below their reference medium -term rate of potential GDP growth to support the adjustment towards the MTO.

b: sha ded rows correspond to years to which the requirements of the preventive arm are applicable.

c: bold figures indicate an excess of net expenditure growth over the applicable benchmark (only indicative for

2014 and 2015, also taking into account planned ac hievement of the MTO). Concerning SE, the overachievement
of the MTO over the programme period allows a temporary excess over the benchmark..

d: the deadline for UK to correct its excessive deficit corresponds to the fiscal year 2014/2015.

Source: SCPs, Commission services

Graphsl and 2 present expenditure plans for 2012 and 2013 ftereal growth rate is shown on tr
vertical axis) in comparison to their respective benchmark (to be read on the horizontal axis). To res
benchmark, net expenditure growth needs to remain below the bisector. According to the requiren
the peventive arm, a few Member States would simply be required to keep the net growtH ¢
expenditure at or below themediumterm potential GDP growth rafgepicted with a circle), in order tc
remain at their MTO. However, most of the Maen States have to maintain it below a lower rate (depic
with adiamond, as they have to progress towards their MTO.

(Continued on the next page)
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Box (continued)
Graph 1: Real growth of government expenditure net of discretionary revenue measures and applicable
benchmark as presented in SCPs in 2012
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Graph 2: Real growth of government expenditure net of discretionary revenue measures and applicable
benchmark as presented in SCPs in 2013
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Tablel.3.1: Budgetary developments in the Member States up to 2014 according to the SCPs

Real GDP growth Government balance Structural balance Government gross debt

2011 2012 2013 2014 2011 2012 2013 2014 2011 2012 2013 2014 2011 2012 2013 2014
BE 1.9 0.1 1.3 1.7 -3.7 -2.8 -2.2 -1.1 -2.9 -2.3 -1.4 -0.6 98.0 99.4 97.8 95.5
DE 3.0 0.7 1.6 1Y% -1.0 -1.0 Yo 0.0 -1.0 -0.5 -0.3 0.1 81.2 82.0 80.0 78.0
EE 7.6 1.7 3.0 34 1.0 -2.6 -0.7 0.1 -0.2 -0.8 0.0 0.5 6.0 8.8 11.0 10.6
IE 0.7 0.7 2.2 3.0 -13.1 -8.3 -7.5 -4.8 -8.2 -7.9 -7.4 -5.2 108.2 117.5 120.3 119.5
EL #N/A #N/IA #N/IA #N/A #N/A #N/A #NIA #N/IA = = = = #N/A #N/A #N/A #N/IA
ES 0.7 -1.7 0.2 1.4 -8.5 -5.3 -3.0 -2.2 -6.9 -4.4 -2.2 -0.9 68.5 79.8 82.3 81.5
FR 1.7 0.7 18 2.0 -5.2 -4.4 -3.0 -2.0 -4.2 -3.1 -1.8 -1.2 85.8 89.0 89.2 88.4
IT 0.4 -1.2 0.5 1.0 -3.9 -1.7 -0.5 -0.1 -3.6 -0.5 0.5 0.5 120.1 123.4 1215 118.2
CcY 0.5 -0.5 0.5 1.0 6.3 -2.6 -0.6 0.0 6.9 -2.0 0.2 0.8 71.6 72.1 70.2 67.8
LU 1.6 1.0 2.1 3.3 -0.6 -1.5 -1.2 -0.9 0.4 -0.2 0.1 -0.2 18.2 20.9 23.6 24.4
MT 2.1 15 2.0 2.0 -2.7 -2.2 =17 -1.1 -2.9 -2.2 =18 =13 72.0 70.3 68.7 67.4
NL 1.2 -Ya 1% 1% -4.7 -4.2 -3.0 n.a. -3.5 -2.3 -1.5 -2.8 65.2 70.2 70.7 n.a.
AT 3.1 0.4 1.4 2.0 -2.6 -3.0 -2.1 -1.5 -2.4 -2.1 -1.6 -1.3 72.2 74.7 75.3 74.6
PT -1.6 -3.0 0.6 2.0 -4.2 -4.5 -3.0 -1.8 -6.0 -2.6 -1.0 -0.4 107.8 113.1 115.7 113.4
Sl -0.2 -0.9 1.2 22 -6.4 -3.5 -2.5 -1.5 -6.2 -1.6 -0.9 -0.6 47.6 51.9 53.1 52.6
SK 3.3 1.1 2.7 3.6 -4.8 -4.6 -4.5 -4.2 -4.3 -4.1 -2.3 -2.0 43.3 50.2 52.0 53.0
Fl 2.9 0.8 1.5 2.1 -0.5 -1.1 -0.5 -0.1 0.5 -0.2 0.2 0.1 48.6 50.7 51.8 51.9
EA-17 (*) 1.7 -0.1 1.2 1.6 -4.0 -2.9 -1.9 -1.2 -3.3 -1.9 -1.0 -0.6 86.1 89.7 89.3 87.7
BG 1.7 14 25 3.5 -2.1 -1.6 -1.3 -0.5 -1.0 -0.6 -0.6 -0.2 16.4 19.8 18.4 18.0
Ccz 1.7 0.2 1.3 2.2 -3.1 -3.0 -2.9 -1.9 -2.7 -2.0 -2.1 -1.3 41.2 44.0 45.1 44.8
DK 1.0 1.2 15 1.8 -1.8 -4.0 -1.8 -1.9 0.1 -0.9 -0.3 -0.7 46.5 40.5 41.4 41.2
LV 5.5 2.0 3.7 4.0 -3.5 -2.1 -1.4 -0.8 -2.6 -1.2 -0.9 -0.7 42.6 44.5 45.8 46.7
LT 5.9 225) 3.7 3.4 6.5 -3.0 -2.0 -1.0 -4.7 -2.6 2.1 -1.5 38.5 40.2 38.6 36.7
HU 1.7 0.1 1.6 25 4.3 -2.5 -2.2 -1.9 -4.0 -1.9 -1.2 -1.1 80.6 78.4 77.0 73.7
PL 4.3 215 2.9 312 5.1 -2.9 2.2 -1.6 5.1 -25 -1.7 -1.1 56.4 58 52.5 50.6
RO 25 1.7 3.1 3.6 -5.2 -2.8 -2.2 -1.2 -3.1 -1.7 -1.2 -0.5 33.3 34.2 33.7 32.8
SE 3.9 0.4 213 3.7 0.3 -0.1 0.5 17 -0.2 1.0 1.6 24 384 37.7 35.4 31.8
UK (1) 0.8 0.8 2.0 2.7 -8.3 -5.9 -6.0 -4.4 -6.9 -4.4 -4.6 -3.5 84.0 89.0 91.9 92.7
EU-27 () 1.7 0.2 L5 2.0 -4.4 -3.3 -2.4 -1.7 -3.7 -2.2 -1.5 -1.0 81.1 84.3 84.3 83.0

(1) Convergence programme and autumn faedamancial years ending in following March.
(*) In case of missing programmes: weighted average of the figures for those countries that have submitted a programme.
Source:SCPs, Commission services.

measures for 2013 (and hence their-iarusion
in the Commissiorservicesforecasts based on the
Thebudgetary targets outlined in SCPs can be se@@-policy changeassumption).
as vulnerable to three riskdess favourable
macroeconomic conditions may negatively affecThe base e#ct, reflecting a different assessment
the achievement of the targets throughout thef the budgetary outcome for the current year,
programme period; the impact of the consolidatioamounts to a relatively modest 0.3pp of GDP for
measures may haveeén overestimated; and theboth the euro area and the EU as a whole. There is
targets may not be supported by sufficientijhowever considerable variation across countries:
detailed measures, especially for the years nthe 2012 base effeckglains0.8pp of GDPof the
covered by the current budget. higher deficit projected by Commission serviges
Cyprus and Slovenia while in Spain it attains
Graph 1.37 seeks to highlight these different risks1.1pp. Conversely, in Finland and Estonia and to a
by focusing on the gap between Member Statele'sser extent in Germany atite Czech Republic
targegs and the Commissiorservices' deficit there are small positive basdegfts.
forecasts for 2013, in terms of the following three
components: i) the difference in the deficitsThe gap stemming from different growth
projected for 2012 (labeled the '2012 base effectprojections for 2013 is even smaller, at 0.1pp of
reflecting differences in the growth projections forGDP for both the euro area and the EU. While a
2012 and/orthe assessment of the impact of theossible favorable bias emerges 8pain, France,
measures in the 2012 budget; the effect dhe Netherlands, Hungary, Poland, Bulgaria,
difference in the growth projections for 2013Hungary and Swede only in the case of Sweden
(labeled '2013 growth gap'), calculated using thehere it amounts to 0.6pp of GDP does this appear
standard semglasticities of budgetary balance toto be sizeable. By contrast, the macroeconomic
growth; iii) the residual dierence, (labeled the scenario may impart a small prudent bias to the
'2013 policy gap'), presumably mainly stemmindgudget plans in Austria, Estonia, the Czech
from the absence of detail consolidation Republic and Slovakia.

3.2.3. Risks to the SCPs targets: an assessment
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Graphl.3.7:  General government deficit for 2013: decomposition of the gap between the SCP projections and the COM forecasts
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Source:Commission services.

For the EU27 as a whole, reventeeGDP ratios in  observed formost Member States, among which
the SCPs are 0.5 and 0.3pp of GDP lower in 2013pain, France, Cyprus, Luxembourgthe
and 2013, respectively, than those projected by ti¢etherlands,  Slovenia, Lithuania, Poland,
Commissionservices whereas for the euro areaDenmark, Sweden and the United Kingdom
revenue ratios are higherath envisaged by the presenin their SCPghe most sizeable differences
Commissionservices by 0.1pp and 0.4pp in 2012 when compared with Commissiorservices'
and 2013, respectively. Revenue projections coularojections. At least part of the differences is
be consideredo be particularly cautious inhé accounted for by policy measures that are not
Netherlands, Denmark, Poland, Sweden and thecluded in the Commissioservices 2012 Spring
UK. In the cases of Latvia and Estonia reven Forecast.
projections appear somewhat on the high side in
2012, but this possible bias is almost totally offseffor the remaimg countries, hie size of the
by apparently very conservative assumptions fatifference between the two sets of forecasts may
2013. By contrast, revenues appear to be projectbe taken as an estineadf the required measures to
on the basis of especially favorable assumptions meet the targets in the SCPs and hence provide an
Belgium, Spain, Italy, Malta and Bulgaria, whereindication of the magnitude of the underlying
in these cases theevenue ratiosn SCPsimply implementation risks. By contrast, expenditure
revenue growth rates that exceed those of GDP Ipyojections in Germany, Italy, Malta and especially
more than 3pp in 2012. in Austria and Bulgaria can beonsidered to lean
toward the conservative side.
Expenditure projections are lower in the SCPs than
in the Commission service8012Syring forecasts. In conclusion, balancing the different types of
The expenditure ratiosin the SCPs areon risks, overall budgetary projections appear to rely
aggregatdower by 1pp in 2012 and by 1.2pp inon especially favourable assumptions on growth,
2013 for the EU27 whereas for the euro areaas well as omevenue or expenditure in the cases of
differencesare narrower an@mount t00.2pp in Belgium, Spain, France, Poland, Slovenia,
2012 and of 0.5pp in 2013. Thipattern is Bulgaria, Lithuaia, Sweden and the Netherlands.
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However in the case of the last two MemberThe expendituréo-GDP ratio is set to fall between
States, favourable macroeconomic assumptior2011 and 2015 in all Member States except
and optimistic expenditure projections are partiallfFinland and Luxembourg. Ireland, hitania,
compensated by prudent estites on the revenue Slovenia, Spain, Latvia, the United Kingdom,
side. Portugal and Poland are forecasting reductions in
expenditure of over 5pp of GDP?)
3.2.4. Composition of consolidation . . .
While almost all countries are reducing
On average, the consolidatiopknsset out in the expenditure, only 11 Member Statgdan an
SCPs for both the euro area and the EU27 aiecrease in the revende-GDP mtio over the
primarily expenditurébased. Graph 1.8.indicates 20112015 programming period. Belgium and Italy
the 2011 starting level for revenue and exgitire foreseean increase in revenue of over 2%pp of
ratiog as well as the variation expected for bottGDP, while France, Cyprus, Spain, Romania and
variables by 2015, as set out in the SCPs. It sho#snlandprojectan increase of over 1pp. In Ireland,
that, on average, general government expendituam increasein the tax revenue ratis offset ly a
is forecast to decrease from 49.4% of GDP in 201kduction in noftax revenues. In addition, 13
to 47.2% in 2015 in the euro area, and fronb%8 Member States forecast a reduction in their
to 45.7% of GDP in the EU27. Meanwhile,revenue as a share of GDP. The largest reduction is
revenue is forecast to increase from 45.4 % dbreseen in Hungary (8pp of GDP, largely
GDP in 2011 to 46.5% in 2015 in the euro area aneflecting oneoff increase in revenues in 2011),
from 44.2% of GDP to 44.7% in the EU27. Thewhile Estonia, Latia, Denmark, Portugal and
change in expenditure corresponds to nearly 2/3 bfthuania forecast a decrease of over.2pp
the overall changenithe deficit in the euro area
and over 4/5 in the EU27, making the

consolidation plans broadly expendittbased on
average. (*) For IE and UK, the obseed change in expenditute-
GDP relies in part on oreff measures.

Graph 1.3.8:  Envisaged variation in expenditure and revenue ratio 201:2015*
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* For IE and UK, the observed change in expenditor&DP relies in part on oreff measures.
Source SCPs, Commission services.
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Overall, fiscal consolidation is entirely plans set out in the SCPs, including an gsialof
expenditurébased in  Denmark, Slovakia, compliance with the new provisions concerning
Lithuania, latvia, Poland, Estonia, the the debteductionbenchmark.
Netherlands, Slovenia, Portugal, Germany,
Hungary, Bulgaria, the UK and Sweden. In Spain&s'll Evolution of the debt -to-GDP ratio
Austria, Cyprus, France, Malta and Romania, it is
relatively evenly balanced between spending cutGraph 1.39 shows the projected changes in general
and revenue increase while it is primarily government debt over the period 202015. In
revenuebased in Belgium and ltaly?) the euro areaoverall debt is pr@cted to reach a
level slightly above 85% of GDP after having
Table 1.32 displays the yearly fiscal adjustment atpeaked at almost 89% of GDP in 2018; the
the aggregate E2¥ level and its expenditure and EU27 the corresponding figures are 80% and 84%
revenue components as foreseen in the SCBEGDP. The implication for the medium term is
between 2012 and 2015. Those are compared withat as long as the consolidation measures are not
the correspoding adjustment forecast by therevelsed beyond 2014, debt should be on a
Commissionservicesfor the years 2012 and 2013.declining path for the years beyond the
The envisaged improvement in the paim pr ogr ammesd® hori zon. I n all
balance exceeds Commission servicesedast Denmark and Luxembourg, debt is progetto
marginally for 2012 (by 0.2pp of GDP) and morepeak before 2015. However, in Spain and the
strongly for 2013 (by 0.5pp of GDP). Tleéore, United Kingdom, the projected reductiom 2015
the SCPs appear to be slightly more optimistic thais small and coming back to pcésis levels is
Commissionservicesforecast on the size of the likely to take many further years.
budgetary improvement at aggregate EU level.
Graph 1.39 also shows that consolidations
The table also shows the composition of thenvisaged by the Member States does not ensure
adjustment. For 2012, the SCP adjustment ihat debtto-GDP ratios in 2015 will be lower than
evenly balancetietween revenue and expenditurein 2011: Spain, Irelandglovakia, Luxembourg, the
while the Commission services forecast United Kingdom, Estonia, Slovenia, Finland,
consolidation only on the revenue side. For 2013;zech Republic and Portugal will seeitroebtto-
2014 and 2015, SCP consolidatit driven by GDP ratio increasbetween 2011 and 2015.
expenditure cuts. @rall, in 2012, the adjustment
appears to be froribaded on theevenue side, and While consolidation is a necessary prerequisite for
more uniformi if not slightly backloadedi on the the debtto go down in the lofrgn, déot dynamics
expenditure side. also depenccrucially on the interest ratgrowth
differential.(*) The larger the differential

3.3. DEBT IMPLICATIONS (*® The change in the gross debt ratio can be decomposed as

follows:
This section assesses debt implications of the D, D,, PD, +éD"1*(r g )8+ Sk o
. . . . —_—— - — Wi
macroeconomic scenario and of the consolidation 'y Y., Y %c; }t_l S0y

eret is a time subscriptD, PD, Yand SF are the stock of
(*® In Finland the small fiscal adjustment envisaged is entirely  government debt, the primary deficit, nominal GDP and the

revenuedriven. stockflow adjustment respectively, and r agdepresent
Tablel.3.2: Fiscal adjustment for EU 27: 2012 SCPs vs. Sprin2012 EC Forecasts
2012 2013 2014 2015
SCPs EC Forecast SCPs EC Forecast SCPs SCPs
Planned n [o4] Planned n [o4) Planned n Planned n
Revenue 0,6 0,8 0,1 -0,2 -0,1 0,0
Expenditure -0,5 0,0 -0,7 -0,5 -0,9 -0,8
Government Balance 1,1 0,9* 0,8 0,3 0,8 0,7

* Deviations are due to rounding.
Source:SCPs, Commission services.
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Graphl.3.9: 20112015 planned changes in general government deb
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Source:SCPs, Commission services.

betwea real interet rate and real GDP growth-(r The consolidation stragges envisaged in the SCPs
0), the larger the increase in the primary balanckeave an impact on loagin debtto-GDP ratios.
required to stabilize a given debt ratio. Th(rsg) The last column of Tablé.3.3 shows the debt
plays a key role in determining an appropriatstabilizing primary balanceunder the assumption
strategy to achieve a given debt target. that the interesfirowth differential remains
constant from 2015 onwardg¢column of tle
Graph 1.3.D show that the interestgrowth middle) If the 2015 structural primary balance
differential is positively correlated with the levelprojected in the SCP&ourth column)is higher
of public debtin normal times (20050 2008) and than the debtstabilizing primary balance this
Graph 1.3.11 shows that this is also true during theeans that the planned consolidation over 2011
crisis (2009 to 2013)the larger the public debt 2015 will ensure the stabilization of the deébt
ratio, the higher the differential tends to @dis GDP ratio fran 2015 onwardsTable1.3.4 shows
might obey to two main elements. Firstly, a highhat it is the case according to all Member States'
debtratio may trigger an increase fisk premia consolidation plans
(®"), thereby leading to higheinterest rats.
Secondly, higher debt levels and interest ratddow do the SCP debt projections compare with the
might weigh on economic growth, especially wherCommission Spring forecasts? Graph 1.
debtexceed a certain thresholével as a number presentsthe projections for 2013 using a similar
of papers suggest® methoddogy as for Graph 1.3. The figure shows
the level of debt projected by both the SCPs and
the Commissiorservicesand decomposes it into

the '2012 base effect’ which represertse
difference in projected levels of debt in 2012, the

the average real interest rate and real rate of GDP growtl . e :
The term in parentheses represants e  fosarl d v 612011% gr wth gap’ whit quantifies the differences

measuring the combined effect of interest expenditure aridu€ to ifferenigrowth assumptiongor 2013 and

economic growth on the debt ratio. the residual '2013 policy gap', which is assumed to
(") See empirical evidence in Part reflect the contribution that policy changes
(®%) See for example Kumar and Woo (2010). included in the SCPs have on the debt projections.
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Graphl.3.10: Comparing average 20052008 interestgrowth differential and debt ratio in 2004 in Euro Area Member States
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The figure shows that for both the euro area amndifference in the euro area debt, and 0.5pp in the
EU27, the Commissiomservicesforecast slightly EU27. A significant contributor to the difference is

higher debto-GDP ratis in 2013. For the euro also the '2012 base effect' which accounts for
area, the Commissiaervicesexpect debt to come 2.3pp in the euro area and 2.2pp ia EU27.

in at 92.6% of GDP, while the SCPs project

89.3%. For EU27 the difference between the two i§his overall '2012 base effect' is driven by a

similar; while the Commissiogervices expect the number of Member States that show very
debt of 87.2% of GDP the $3 forecast 84.3%. significant differences in their SCPs relative to the
The '2013 policy gap' accounts for 0.8pp of th€ommission services' estimates The largest

Graph 1.3.11: Comparing average 20162013 interestgrowth differential and debt ratio in 2009 in Euro Area Member States
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Source:SCPs, Commission services.
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Tablel.3.3: Debt-stabilizing primary balance for Member States whose debto-GDP ratio is projected to exceed the 60% threshold in

2015
2015 Interest- growth 2015 structural primar: Debt-stabilizing primar
Member State 2015 Debt-to-GDP differential ((% balance (3 C—F-)DP) Yy R (%ngDP) y
BE 92.3 0.2 35 0.2
DE 76 0.8 2.6 0.6
ES 80.8 -0.4 2.9 -0.3
FR 86.4 -0.6 2.2 -0.5
IE 117.4 15 2.1 1.7
IT 114.4 1.6 6.1 17
CcY 65.4 0.4 3.6 0.3
HU 72.7 2.7 2.8 1.9
MT 65.3 1.8 3 11
AT 72.8 0.5 2 0.4
PT 109.5 0.2 4.5 0.2
UK 91.4 -0.8 0.9 -0.7

Source:SCPs, Commission services.

differences in 2012 base levels are found fof 5, oopt penchmark
Cyprus (5.1% of GP), Malta (4.7% of GDP) and
Slovenia (3.5% of GDP) but these small MembeAccording to the debt reduotn benchmark
States account for little in the weighted averagentroduced by the reform of the Pact, Member
However France and the United Kingdom alsoStates whose current deiotGDP ratio is above
have sizeable differences of, respectively, 1.5%he 60% threshold have to reduce the distance to
and 2.9% of GDP. As with the differeex in the 60% by an average rate of one twentieth per year
deficit projections, the fact that many Memberas a benchmark, based on changes over the last
States have significant policy changes penciled ithree years for which the data is available. The
is both a risk and a challenge, as consolidatiodebt reduction benchmark is also considered to be
measuresnust beimplemented, to ensure that thefulfilled if the budgetary forecasts of the
outcomes are not weaker than the plans. Commission services indicate that the required
reduction in the differential will occur over the
threeyear period emmmpassing the two years
following the final year for which the data is

Graph 1.3.12:  General govenment debt for 2013: decomposition of the gap between the SCP projections and the COM forecasts
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Source:SCPs, Commission services.
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Tablel.3.4: Minimum adjustments over the transition period for Member States whose debto-GDP ratio exceeds the 60% threshold in

2011
_ Miqimum cumulative requi_rgd struc_:tural Cumulative planned
Member States Debt Ratio in 2011 Deadiine fgr EDP adjustment over the transition period[1} adjustment in the
correction

SCPs/COM Forecasts[2]  SCP Plans[3] SCPs
IT 120.1 2012 0 0 0.8
PT 107.8 2013 0 0 0.7
BE 98 2012 1 0.9 2.4
FR 85.8 2013 0.2 0.1 2
UK 85.7 2014 15 1.2 2.5
DE[4] 81.2 2013/2011 0 0 0.9
HU 80.6 2012 0.7 0 1
AT 72.2 2013 0 0 14
MT 72 2011 1.7 0.7 2
cYy 71.6 2012 0.1 0.2 2.6
ES 68.5 2013 0.4 0.1 2
NL 65.2 2013 0 0 n.a[s]

[1] In both cases (SCPs/COM forecasts and SCPs plans), fiscal plans are assumed to follow SCBespuojgcthe EDP deadline. Difference
between both scenarios then only stem from growth assumptions.

[2] Growth projections between 2012 and 2020 are the following: in 2012 and 2013, they rely on the 2012 COM Spring floeeciets, 2014 to
2016, tke real GDP growth is assumed to linearly close the output gap by 2016, finally from 2016 onwards, projections are assunege
towards the AWG projections.

[3] Growth projections between 2012 and 2020 are the following: they rely on the SCPs as hiaig are available and then, assuming con:
potential growth, real GDP growth is assumed to close the output gap by 2016 and equal to potential thereafter.

[4] In case of Germany, the calculations are made for a 2011 EDP abrogation and thus sitientrperiod is assumed to start in 20!
[5] Not available since the Netherlands have not reported structural balance beyond 2013.

Source: SCPs, Commission services.

available, based on unchanged policies. Howeverhis ensures that the path of deficit retion is
Member States subject to an excessive deficiustained over the three years of the transitional
procedure at the time of the entry into force of thiperiod (first condition) and realistic (second
new provision are granted a thrgear period condition), while allowing some room for
following the correction of the excessive deficitmanoeuvre during the transition period.

during which Member States should make progress

towards compliancevith the debt benchmarkA  For each Member State concerned by the transition
negative assessment of the progress made towapisiod, Table 1.3} compares the minimum
compliance with the debt benchmark should leacequired adjustments to the structural balances set
to the preparation of a report under Art. 126(3) out in the SCPs(*®) It shows that, based on plans,
"Sufficient progress towards compliance” isall Member States would implement structural
defined as a continuous and realistic adjustmeatjustments large enough to meet the debt
needed to ensure meeting the debt benchmark raduction benchmark by the end of their
the end of the transitional perio8pecifically,to transitional period. All Member States also plan
ensure continuousnd realisticprogress during the sufficient progress according to the two criteria
transition periodMember States should respectmentioned above.

simultaneousiytwo conditionsas laid down in the

Code of Conduct

- 1) the annualstructural adjustmerghould not
deviate by more than 0.25% of GDP from the
minimum linear strictural adjustment ensuring
that the debtrule is met by the end of the
transitional period.

- 2) At any time during the transitional period,(zg) The minimum required adjustment is the minimum
th .. | structural adiust t structural adjustment that ensures that, if followed, the debt
€ remaning annual structural agustment eq,ction benchmark will be met at the end of the

should not exceed % % of GDP. transition period.

47



European Commission
Public finances in EMU - 2012

48

Box 1.3.2: Overview of Council recommendations relating to fiscal policy

1. AT

Summary assessment:

The Council is of the opinion that the macroeconomic scenario underpinning the budgetary projections in the progranione fercte
years 2012 an@013 For 20142016 the scenario becomes more optimistic, projecting average GDP growth of 2.1%, consistent!
the current estimates of potential growdthe objective of the budgetary strategy outlined in the programme is to correct the ex:
deficit by 2013 and reach the meditterm budgetary objective (MTO) by 2016. The programme has changed the MTO from the te
a balanced budget over the business cycle to a structural deficit of 0.45% of GDP, adequately reflecting the requitemstability

and Growth Pact. The foreseen correction of the excessive deficit is in line with the deadline set by the Council redomissuédtin
the context of the Excessive Deficit Procedure in December 2009. However, based on the (recalculated) btrdget balancethe

average annual fiscal effort planned at 0.5% of GDP for the periodZ2m3 is lower than the 0.75% of GDP recommended by
Council. The envisaged structural progress towards the MTO is sufficient in 2015, but lower tharf GB® per year benchmark of tt
Stability and Growth Pact in 2014 and 2016. However, in 200¥5 the projected growth rate of government expenditure, taking
account discretionary revenue measures, respects the expenditure benchmark of thea@thkiliopvth Pact. Nevertheless, there are r
accompanying the fiscal targets both on the revenue and on the expenditure side. For example, the budgetary effectasusesnis
difficult to quantify because of dependence on individual uptake. Sieclegfslation has not yet been decided the details of the fina
transaction tax are not yet known. The envisaged expenditure cuts at thatismal level are not defined. The programme foresees
the debtto-GDP ratio, which amounted to 72.2% lag¢ tend of 2011, is going to peak at 75.3% in 2013 before gradually falling to 70.
2016. In terms of the debt reduction benchmark of the Stability and Growth Pact, Austria will be in a transition peeigeamnst2014
2016 and the plans presentedhie programme would ensure sufficient progress towards compliance with the debt reduction ben
However, there are risks attached to this projection because of the growing debt-ovstdecompanies classified outside the gen
government sectand potential further burden due to the banking sector government support.

Recommendation:

1 Implement the 2012 budget as envisaged and reinforce and rigorously implement the budgetary strategy for the year 2048;
sufficiently specify measures (jparticular at the subational level), to ensure a timely correction of the excessive deficit an
achievement of the average annual structural adjustment effort specified in the Council Recommendations under the Eficés
Procedure . Thereafteensure an adequate structural adjustment effort to make sufficient progress towards the-temedi
budgetary objective (MTO), including meeting the expenditure benchmark.

1 Take further steps to strengthen the national budgetary framework by aligrpogsibslities across the federal, regional and lo
levels of government, in particular by implementing concrete reforms aimed at improving the organisation, financingeamay effi
healthcare and education.

2. BE

Summary assessment:

The Council is 6the opinion that the macroeconomic scenario underpinning the budgetary projections in the programme is pla
the years 2012 and 2013 and optimistic for the years 2014 and 2015 as it foresees GDP growth to be substantially tigHetetsi
estimates of potential growth emerging from the Commission's 2012 spring forecast. The objective of the budgetary diretddy the
programme is to bring the deficit below 3% of GDP in 2012 (to 2.8% of GDP, down from 3.7% of GDP in 2011) andnt@@&%o The
programme confirms the previous meditenm budgetary objective (MTO) of a surplus of 0.5% of GDP in structural terms, v
adequately reflects the requirements of the Stability and Growth Pact The planned 2012 headline deficit compiiesl@dthine set b
the Council for the correction of the excessive deficit and the planned fiscal effort complies with the EDP recomme ralatimnmuH]
average annual effort of %% of GDP in structural terms. The planned growth rate of governmenitierpdaatling into accoun
discretionary revenue measures, complies with the expenditure benchmark of the Stability and Growth Pact in 2013 ton?015,
2012. Based on the (recalculated) structural budget bajaheeprogramme projects the struefubalance to improve by 1.1 percenta
point of GDP in 2012 and by about 0.8% of GDP on average over the perio®@033However, there are risks stemming from the
that the additional measures to be taken from 2013 onwards are not yet spedifibdtdhe macroeconomic scenario from 2014 onw:
is too optimistic. The government debt, which at 98.0% of GDP in 2011 is well above the 60% threshold, is planned byathmertog
stabilise and then to decline to 92.3% in 2015, which would implycgerit progress towards meeting the debt reduction benchmark
Stability and Growth Pact. Moreover, implicit liabilities stemming from the guarantees given to the financial sectoicalarfyaldrge.
The rulesbased, multannual framework for gemal government, particularly with regard to expenditure would benefit from enforce
mechanisms and/or commitments from the regions and communities, as well as from the local level, in order to meeathdidefioit
targets.

(Continued on the next page)
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Box (continued)

Recommendation:

1 Implement the budget for the year 2012 to make sure the excessive deficit is corre2@t2bydditionally, specify the measur:
necessary to ensure implementation oftihdgetary strategy for the year 2013 and beyond, thereby ensuring that the excestii®
corrected in a durable manner and that sufficient progress is made towardsdiuerierm budgetary objective (MTO), includin
meeting the expenditure benchmark, and ensure progress towards compliance with the debt reduction benchmark.figciis
framework to ensure that the budgetary targets are binding at federal aledeuath levels, and increase transparency of bustianing
and accountability across layersgoivernment.

& BG

Summary assessment:

The Council is of the opinion thabmpared with the Commission’s 2012 spring forecast the macroeconomic scenario underpin
budgetary projections in the programme is optimistic for the A@®L@eriod, when annual growth is expected to reach 1.4% in 201:
2.5% in 2013. The Commissits 2012 spring forecast foresees a GDP growth of 0.5% in 2012 and 1.9% in 2013. After the corre
the excessive deficit in 2011, the objective of the budgetary strategy outlined in the programme is to achieve a bisittanhh is
close to llance, both in terms of the structual and headline budget balances, by the end of the programme period. THierme
budgetary objective (MTO), defined in structural terms, has been marginally revised from a deficit of 0.6% of GDP toad @deidiof

GDP. The new MTO adequately reflects the requirements of the Stability and Growth Pact. Based on the (recalculatetiisticittu
Bulgaria plans to achieve its MTO over the programme period. In-2012, the growth rate of government expendittaing into
account discretionary revenue measures, would respect the expenditure benchmark of the Stability and Growth Pactityiat2fy&€ac
Planned fiscal consolidation faces a number of risks stemming from (i) lower revenue given the optigisiEconomic scenario as we
as less taxich underlying growth structure of the economy and (ii) inefficiencies in the public sector, particularly with respeetrsoia
healthcare, which may lead to considerable expenditure pressures. Theidebthelbw 60% of GDP and, according to the programm
is expected to peak at close to 20% of GDP in 2012 and then to decrease over the programme period. There is congidemat
improvement in tax compliance and advancing in this area woldd &ulgaria to support higher growth enhancing expenditure:
requirement to keep the budget deficit belo® 2nd limiting government expenditure to%0f GDP was adopted as an amendmen
the Organic Budget Law, thus strengthening the binding natutbe fiscal framework and improving the predictability of budget
planning. However, challenges remain with respect to further improving the contents of the #eediubudgetary framework an
strengthening the reporting on accrual basis includingutifi improving the quality and timeliness of reporting by State Ow
Enterprises and suhational governments.

Recommendation:

1 Continue with sound fiscal policies to achieve the mediemm budgetary objective by 2012. To this end, implement the budg
strategy as envisaged, ensuring compliamitie the expenditure benchmark, and stand ready to take additional measures in ctse
the budgetary scenario materialise. Strengthen efforts to enhance the quality o$peidimg, particularly in thedecation and healtt
sectors and implement a comprehensivectaxpliance strategy to further improve tax revenue and address the shadow ec
Further improve the contents of the mediterm budgetary framework and the qualitytieé reporting system

4. CY

Summary assessment:

The Council is of the opinion that the macroeconomic scenario underpinning the budgetary projections in the programm
optimistic in 20122014. Although incorporating a major downward revision of the growth outlook, theoewamomic scenaric
underpinning the budgetary projections in the programme remains subject to downside risks, relating in particular totitre afv
domestic demand in 2042013. The objective of the budgetary strategy outlined in the programmeasréat the excessive deficit k
2012 and to reach the meditterm budgetary objective (MTO) by 2014, and to stay at MTO in 2015. The programme confirt
previous MTO of a balanced budget in structural terms, which adequately reflects the requiréen&tability and Growth Pact. Th
planned correction of the excessive deficit is in line with the deadline set by the Council recommendation issued iexthef ¢bet
Excessive Deficit Procedure on 13 July 2010. Based on the (recalculated) strdefinig] the average annual fiscal effort planned
1.5% of GDP for the period 2042012 is equal to the effort recommended by the Council. The envisaged progress towards the
2013 is sufficient as it is higher than the 0.5% of GDP benchmarkedBtdbility and Growth Pact both according to the Commissi
2012 spring forecast and the programme. The growth rate of government expenditure, taking into account discretionamessierss
is in line with the expenditure benchmark of the Stabditg Growth Pact in 2033014, but not in 2015. There are risks accompanying
budgetary targets of the programme linked to the macroeconomic scenario appearing optimisti2D1204r&d the planned consolidatit
effort in 2013, party relying on not lfy specified measures. According to the programme, the-tdeBDP ratio, which amounted t

(Continued on the next page)

Source:SCPs, Commission services.
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Box (continued)

ensure sufficient progress towards compliance with the debt reduction benchmark. However, there are risks attacheojectitiris
linked to tie possible rescue operations of financial corporations.

Recommendation:

1 Take additional measures to achieve a durable correction of the excessive deficit in 2012. Rigorously implement the
strategy, supported by sufficiently specified measu@sthle year 2013 and beyond to ensure the achievement of the riedinr
budgetary objective (MTO) by 2014 and compliance with the expenditure benchmark and ensure sufficient progress witt
reduction benchmark. Accelerate the phasingf an enfoceable multiannual budgetary framework with a binding statutory basit
correctivemechanism. Take measures to keep tight control over expenditure and implement programme and performance bt
soon as possible. Improve tax compliance and fighhagexevasion

&, Ccz

Summary assessment:

The Council is of the opinion th#te macroeconomic scenario underpinning the budgetary projections in the programme is pl
According to the convergence programme, GDP growth is expected to reachr@i2P@% in 2012 and 2013 respectively, compare:
0% and 1.5% in 2012 and 2013 respectively in the Commission's 2012 spring forecast. The objective of the budgetaryttrateiy
the programme is to reach a balanced budget in 2016. The genemairgene deficit target of 2.9% of GDP in 2013 is in line with 1
deadline for correcting the excessive deficit set out in the Council recommendations of 2 December 2009. The averageahmefiioat
of 0.9% of GDP over the period 202013, based on ¢h(recalculated) structural budget balané slightly below the effort of 1% o
GDP recommended by the Council. The programme confirms the previous rredimrudgetary objective (MTO) of a deficit of 1%
GDP, which adequately reflects the requiretaenf the Stability and Growth Pact, to be reached in 2015. The progress towards the |
0.8% and 0.7% of GDP in 2014 and 2015 respectively, based on the (recalculated) structural balance and the rate afqremthesft
expenditure complies with ¢hexpenditure benchmark of the Stability and Growth Pact. The budgetary projections of the prograr
subject to several risks. The law on financial compensation to churches, currently discussed in Parliament, would egeasel
government defi¢ by 1.5% of GDP in the year of entry into force. More generally, the nature and extent of the envisaged cons
measures on both the revenue and the expenditure side emmilsiderableisk for the sustainability of the fiscal adfogent beyond the
programme period. Budgetary adjustment has so far relied mostly on -geedssard cuts, which affect also growgmhancing
expenditure. Additional savings in public administration expenditures amounting to almost 1% of GDP are plagé#8-f@015, but
details are not sufficiently specified in the programme. Finally, most of the planned revenue measures are of a terapoeargt shoulc
expire in 2015. According to the programme, the detDP ratio is expected to peak at 45.1%G@P in 2013 and decline thereafte
mainly on account of the projected continuous improvement of the primary balance.

Recommendation:

1 Ensure planned progress towards the timely correction of the excessive deficit. To this end, fully implement the gd12nt:
specify measures of a durable nature necessary for the year 2013 so as to achieve the annual average structural edjfisthier
the Council recommendation under the Excessive Deficit Procedure. Thereafter, ensure an adequate stristtnest a&dfart to
make sufficient progress towards the meditemm objective, including meeting the expenditure benchmark. In this context,
acrossthe-board cuts, safeguard groweinhancing expenditure and step up efforts to improve the efficiengyldic spending.
Exploit the available space for increases in taxes least detrimental to g&hiftithe high level of taxation on labour to housing ¢
environmental taxation. Reduce the discrepancies in the tax treatment of employees anethelgelfl. Take measures to impro
tax collection, reduce tax evasion and improve tax compliance, including by implementing the Single Collection Potakés all

6. DE

Summary assessment:

The Council is of the opinion that the macroeconomic scenariorpindéng the budgetary projections in the programme is plausible.
programme's projections for 2013 are broadly in line with the Commission's 2012 spring forecast as regards the pace and p
economic growth as well as labour market developmeéltte programme's projections for economic growth in the outer years are b
in line with the Commission's estimate of Germany's medenm potential growth rate. The objective of the budgetary strategy oul
in the programme is to meet the meditetm budgetary objective (MTO) already in 2012 and to reach virtually balanced nominal b
as from 2014, starting from a nominal deficit of 1.0% of GDP in 2011, thus below the 3% of GDP reference value of th
significantly ahead of the 2013 d#ime. The programme specifies the previous MTO of a structural deficit of 2% of GDP, (interpre
a narrow range around 0.5% of GDP), which adequately reflects the requirements of the Stability and Growth Pact, teficiplyoa
exceeding 0.5% dBDP. Risks to the deficit and debt targets may arise notably if additional measures to stabilise the financial sec
out to be required. Based on the (recalculated) structural de@rmany plans to respect its MTO throughout the programmedpe
which should also be the case taking into account the risk assessment. According to the information provided in the m@ondraism

(Continued on the next page)
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Box (continued)

increase by 0.8p. to 82.0% of GDP in 2012, before falling to 80% of GDP in 2013 and remaining owrawdrd path thereaftel
Following the correction of the excessive deficit, Germany is in a transition period and, according to plans, is matieny gpudfgress
towards compliance with the debt reduction benchmark of the Stability and Growth Pact.

Reco mmendation:

1 Continue with sound fiscal policies to achieve the medieim budgetary objective by 201Po this end, implement the budgeta
strategy as envisaged, ensuring compliance with the expenditure benchmark as well as sufficient progressrigiard® cwith the
debt reduction benchmark. Continue the grefigndly consolidation course through additioedfiorts to enhance the efficiency «
public spending on health care and ldegm care, and bysing untapped potential to improve the efficigof the tax system; us
available scope for increased and more efficient gremtiancing spending on education and research at all levels of goverr
Complete the implementation of the debt brake in a consistent maoress allLANDER ensuring tinely and relevant monitoring
procedures and correctiomechanisms

7. DK

Summary assessment:

The Council is of the opinion that the macroeconomic scenario underpinning the budgetary projections in the progransieisTiial
scenario projecting GDP gnh at 1.2 and 1.5% in 2012 and 2013 is broadly in line with the Commission's 2012 spring forecast of
1.4%. Accordingly, the government deficits are slightly smaller in the convergence programme (4.0 and 1.8% of GDP in 2012
respectively, ompared with 4.1 and 2.0% of GDP in the Commission's 2012 spring forecast). The objective of the budgetary
outlined in the programme is to correct the excessive deficit by 2013 and achieving the medium term budgetary objectioé g\
structurd deficit of no more than 0.5 percent of GDP. The government's objective is also to reach at least a structurally befgetdec
2020. The programme thereby confirms the previous MTO, which adequately reflects the requirements of the StabilitythriaGir
The planned headline deficit in 2013 is consistent with a timely correction of the excessive government deficit and, baest
(recalculated) structural budget balahdbe planned fiscal effort in that year complies with the Council recomatiendssued under th
Excessive Deficit Procedure in July 2010. Net discretionary measures as presented in the programme are estimatednsoliditiarc
broadly in line with the EDP recommendation. The consolidation path has become moieadadthan previously planned and
sizeable effort is needed in 2013 to ensure the required structural adjustment. Risks of falling short of the 3% of &P vafee in
2013 are limited; the Commission's 2012 spring forecast sees the government d2fs atf GDP. Denmark is expected to reach
MTO in 2013. However, based on the (recalculated) structural budget balance, this is not the case from 2013 onwardstiruadeth
budgetary improvement in the structural budget balance falls short 6f3%e of GDP required by the Stability and Growth PAttthe
same time, the growth rate of government expenditure, taking into account discretionary revenue measures, is expectee twitie
the expenditure benchmark of the Stability and Growth.RRart of the budget deficits will be financed by reducing the governm
account with Denmark's Nationalbank. Denmark's gross public debt is projected to fall from 46.5% of GDP in 2011 to 2215%wiell
below 60% of GDP.

Recommendation:

1 Implementthe budgetary strategy as envisaged, to ensure a correctionexfceresive deficit by 2013 and achieve the annual ave
structural adjustment effospecified in the Council recommendations under the Excessive Deficit Procedure. Thereafter, el
adequate structural adjustment effort to make sufficient progress towards the rediutbudgetary objective (MTO), includin
meeting the expenditure benchmark

8. EE

Summary assessment:

The Council is of the opinion thétte macroeconomic scenario urgiening the budgetary projections in the programme is plausib
201213, when GDP growth is expected to average around 2.4%. The Commission's 2012 spring forecast foresees GDP growth
2013. The objective of the budgetary strategy outlinethé programme is to ensure sustainable fiscal policy that supports bal
growth, by achieving a structural surplus while ensuring sufficient fiscal buffers and reducing the tax burden on lalstrate@healso
aims at fulfilling the requirements ofi¢ Stability and Growth Pact. The programme aims at overachieving the rrediarbudgetary
objective (MTO) of a structural surplus as of 2013. The MTO adequately reflects the requirements of the Stability anBagtoésec
on the (recalculated) strural budget balance,the rate of growth of government expenditure, taking into account discretionary re
measures, will meet the expenditure benchmark of the Stability and Growth Pact by 2015. In parallel, the programmeaaimrsge
headline sysluses as of 2014. The debt ratio is well below 60% of GDP and, according to the programme, is likely to decrease i
to about 10% in 2015.

(Continued on the next page)
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Box (continued)

more binding multannual expenditure rules within the meditarm budgetary framework, contia enhancing the efficiency of publ
spending and implementing measures to imptaxecompliance.

9. EL

Recommendation: Detailed recommendations are set out in a Memorandum of Understanding.

10. ES

Summary assessment:

The Council is of the opinion th#tte macroeconomic scenario underlying the programme is broadly plausible for 2012 and op
thereafter. The Commission's 2012 spring forecast projected GDP growth to-Ie&fhin 2012 and0.3% in 2013, againstL.7% and
0.2%, respectively, in therogramme. In compliance with the Excessive Deficit Procedure, the objective of the budgetary strategy
in the programme is to bring the general government deficit below 3% of the GDP reference value by 2013, based mainlyitonee
restraintbut also on some revenircreasing measures. Based on the (recalculated) structural balhe@nnual average improvement
the structural balance planned in the programme #%26GDP for 201413, above the fiscal effort of over 2%of GDP on agrage over
the period 201413 recommended under the Excessive Deficit Procedure. Following the correction of the excessive deficit, the pr
confirms the mediurterm objective (MTO) of a balanced budgetary position in structural terms, which woalthbst reached by 201
with a structural budget deficit of 022 of GDP. The MTO adequately reflects the requirements of the Stability and Growth Pac
envisaged pace of adjustment in structural terms in -A@]2epresents sufficient progress towatids MTO and the growth rate ¢
government expenditure, taking into account discretionary revenue measures, is in line with the expenditure benchr8tekibtytad
Growth Pact. The programme projects the government debt ratio to peak in 2013 @ntddectining thereaftein 2014 and 2015 Spai
will be in transition period and plans presented in the programme would ensure sufficient progress towards compliareeletit!
reduction benchmark of the Stability and Growth Patie deficit and debadjustment paths are subject to important downside ri
Macroeconomic developments could turn out less favourable than expected. Moreover, measures are not sufficiently epe20iE8!
onwards. Budgetary compliance by regional governments, givénréwent poor track record, a greater sensitivity of revenues tc
ongoing structural adjustment, the uncertain revenue impact of the fiscal amnesty and potential further financial raone afser pose
risks to the budgetary strategy. Any impadtthese financial rescue operations on the deficit would be of eoféneature. Strict
enforcement of the Budget Stability Law and the adoption of strong fiscal measures at regional level would mitigateoftee sigmge
at regional levelGiventtre decentralised nature of Spainds public finar
Council welcomes the intention of the Commission to present a thorough assessment of the implementation of the Courecibiatam
on correting the excessive deficit, also taking into consideration the announcedamuiltil budget plan for 204134 in the coming weeks

Recommendation:

1 Deliver an annual average structural fiscal effort of above 1.5% of GDP over the pe&i6d3 as required yb the EDP
recommendation by implementing the measures adopted in the 2012 budget and adopting the annouacedahbltidget plan fo
201314 byend July. Adopt and implement measures at regional level in line with the approved rebalancing plaitiprapbgly
the new provisions of the Budgetary Stability Law regarding transparency and control of budget execution and continng tmg!
timeliness and accuracy of budgetary reporting at all levels of government. Establish an independent ifistah itstprovide
analysis, advice and monitor fiscal policy. Implement reforms in the public sector to improve the efficiency and qualitjcc
expenditure at all government levels

11. FI

Summary assessment:

The Council is of the opinion that theacroeconomic scenario underpinning the budgetary projections in the programme is plaus
the 201213 period, GDP growth expected in the programme is in line with the Commission's 2012 spring forecast. Projection:
realistic for the years 2@land 2015 as they foresee GDP growth to be substantially lower than encountered before the crises :
than in the recovery years 201Q. The main budgetary goal of Finland's 2012 stability programme is to reduce the central gove
deficit by limiting expenditures and increasing revenues. As the central government budget is the main source of the general ¢
deficit, improving its position will contribute to balancing of the general government budget. The mtediutnudgetary objective (MD)
of a surplus of 0.5% of GDP in structural terms reflects adequately the requirements of the Stability and Growth Pach Bas
(recalculated) structural budget balahdg@nland has met the MTO in 2011 but would marginally deviate from it ovet-281The rate of
growth of government expenditure, taking into account discretionary revenue measures, complies with the expenditure béticar
Stability and Growth Pact in all years except 2015. The programme aims at balancing the general goadyseby 2015 and reachir
surpluses as from 2016. The debt ratio is well below 60% of GDP and according to the programme, the debt level widpéalk aoze
to 52% of GDP and then start declining. A notable sustainability gap still existslinaFmd 6 s publ i ¢ fi nance
rapidly deteriorating dependency ratio caused by population ageing. The sustainability gap in public finances needsiriadaeslgc
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monitored and measures adjust ed aachared todnukangualyexpenBiture tedingsd bus thesei
currently not apply for the municipal sector.

Recommendation:

1 Preserve a sound fiscal position in 2012 and beyond by correcting any departure froedilneterm budgetary objective (MTO
that ensures the longerm sustainability of public finances. To this end, reinforce and rigorously implement the budgetary s
supporteddy sufficiently specified measures, for the year 2013 and beyond including meetagémeliture benchmark. Contintee
carry out annual assessments of the size of the agelaitgd sustainability gap and adjust public revenue and expendit.
accordance with thengterm objectives and needs. Integrate the local government sector better in the systdtiraofnua fiscal
framework including through measures to control expenditure

12. FR

Summary assessment:

The Council is of the opinion that the macroeconomic scenario underpinning the budgetary projections in the programmigtiés Thé
Commission's 2012 sing forecast projected GDP growth to reach 0.5% in 2012 and 1.3% in 2013, against 0.7% and 1.75%, res|
according to the programme. After the deficit came out better than expected at 5.2% of GDP in 2011, the programmaeindeibsioavbr
to 3% of GDP in 2013, which is the deadline set by the Council for correcting the excessive deficit, and to continue cons
thereafter, with a balanced budget to be achieved by 2016. The metiarbudgetary objective (MTO) of a balanced budget in strakt
terms is expected to be reached within the programme period. The MTO adequately reflects the requirements of the sakilityha
Pact. Based on the (recalculated) structural balarice planned average annual fiscal effort in 22003 is in Ihe with the Council
recommendation of 2 December 2009. Annual progress in structural terms equivalent to a further 0.7% of GDP towardsreeMa@n
is projected to be made in 20146. According to the programme, the growth rate of government expendieking into accoun
discretionary revenue measures, is in line with the expenditure benchmark of the Stability and Growth Pact. The adjirspresgrmed
in the programme is subject to risks. The macroeconomic scenario could turn out to beolessbfa\as indicated by the Commissio
2012 spring forecast. Measures are not sufficiently specified to reach the targets from 2013 onwards and to achieventmedeek
average annual fiscal effort. Furthermore, France's track record when it comestitegrexpenditure targets is mixed. Therefore, it car
be ensured that the excessive deficit will be corrected by 2013 unless the planned measures are sufficiently speaifiéohahdreb
implemented as needed. Starting from 85.8% of GDP in 20&1glebt ratio is expected to reach 89.2% in 2013 and to drop to 83.:
2016. According to the programme, the debt reduction benchmark will be met at the end of the transition period (2016).

Recommendation:

1 Reinforce and implement the budgetary strategpported by sufficiently specified measures, notably on the expenditure side,
year 2012 and beyond to ensureaarection of the excessive deficit by 2013 and the achievement of the structural adjestoner
specified in the Council recommernitans under the Excessive Deficit Procedure. Thereafter, ensure an adequate structural ad
effort to make sufficient progress towards the mediarm budgetary objective (MTO), including meeting the expendi
benchmark, and ensure sufficient pregs towards compliance with the debt reduction benchmark. Continue to revie
sustainability and adequacy of the pension system and take additional measures if needed

13. HU

Summary assessment:

The Council is of the opinion that the macroeconomic aderunderpinning the budgetary projections in the programme is some
optimistic. The Hungarian authoritiesd growth pr oj ecareddorthe
Commission's 2012 spring forecast on the antofi the more optimistic official assumptions regarding domestic demand, particule
2013. The objective of the budgetary strategy outlined in the programme is to ensure the sustainable correction ofviheleficie s/
the 2012 deadline set blget Council in line with the Council Recommendation of March 2012. The official deficit targets and the p
fiscal efforts comply with the March 2012 Council recommendations based on Article 126(7). The programme confirms the
mediumterm budgeiry objective (MTO) of 1.5% of GDP, which it plans to achieve by 2013. The MTO adequately reflec
requirements of the Stability and Growth Pact. Based on the (recalculated) structural budget, lmatzgress towards the MTO does r
appear to be adeate in 2013 against the assessment of the Commission's 2012 spring forecast, which takes into ac
implementation risks related to selected saving measures and a less optimistic macroeconomic scenario. The growtherataeoit
expenditure, tging into account discretionary revenue measures, is in line with the expenditure benchmark of the Stability and Gr¢
in 2013, but not in 2014 and in 2015. According to government plans, the public debt is continuously reduced througloguatineep
period to below 73% of GDP in 2015, but will remain above the 60% of GDP reference value. Regarding the debt reductiankbt
Hungary will be in transition period in 202914 and the programme would ensure sufficient progress towards compliahcthev
benchmark. According to the programme, the debt reduction benchmark would be met at the end of the transition periodnith
thereby should help to reduce the accumulated external and internal indebtedness.

(Continued on the next page)
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Box (continued)

Recommendation:

1 Correct the excessivdeficit by 2012 in a durable manner, by implementing the 2012 budget and the subsequently a
consolidation measures, while reducing the reliance oroffnmeasures. Thereafter, specify all structural measures necess
ensure a durable correatiof the excessive deficit and to make sufficient progress towards the mtdianbudgetary objective
(MTO), including meeting the expenditure benchmark, and ensure sufficient progress towards compliance with the debt
benchmark. Also to help niifate the accumulated macroeconomic imbalances, put the public debt ratio on a firm downward p

1 Revise the cardinal law on economic stability by putting the new numerical rules hiridiag mediurterm budgetary framework
Continue to broaden the ayital remit ofthe Fiscal Council, with a view to increasing the transparency of public finances

14. IE

Summary assessment:

The Council is of the opinion th#éte macroeconomic scenario underpinning the budgetary projections of the programme isepl
Economic growth projections in the programme are similar to the Commission's spring 2012 forecast. The objective of ttrg

strategy of the programme is to reduce the general government deficit below the 3% of GDP threshold by end 2015n Whechvithi
the deadline set by the Council for correcting the excessive deficit. The programme currently projects a deficit of &B%befdd the
programme target of 8.6% of GDP) in 2012, 7.5% of GDP in 2013, 4.8% of GDP in 2014 and 2.8% of GDEryahthe programmi
period in 2015. This path is underpinned by consolidation measures of 2.7% of GDP implemented in the budget for 2018)

consolidation measures of 3.9 % of GDP in 2@034 and a further partly specified consolidation efforL.d® of GDP in 2015. The
programme restates the meditenm objective (MTO) of a structural general government deficit of 0.5 % of GDP, which is not re
within the programme period. The MTO adequately reflects the requirement of the Stability ariti Baotv General government debt
above 60% of GDP and is projected to increase from 108% of GDP in 2011 to 120% in 2013 before starting to decline.r&uorhe |
the Excessive Deficit Procedure until 2015 and in the following three years, Ingltimk in transition period and the budgetary ple
would ensure sufficient progress towards compliance with the debt reduction benchmark of the Stability and Growth Pact.

Recommendation: Detailed recommendations are set out in a Memorandum of Understandi ng.

15, IT

Summary assessment:

The Council is of the opinion thétte macroeconomic scenario underlying the programme is plausible, under the assumption of ni
worsening in financial market conditions. In line with the Commission's spring 201a$brét expects real GDP to contract sharply 1
year and recover gradually in 2013. In compliance with the Excessive Deficit Procedure (EDP), the objective of the Istidgetsr
outlined in the programme is to bring the general government defioivitbe 3% of GDP reference value by 2012, based on ful
expenditure restraint and additional revenues. Following the correction of the excessive deficit, the programme confedisrtiierm

budgetary objective (MTO) of a balanced budgetary positigtructural terms, which adequately reflects the requirements of the St
and Growth Pact. It plans to achieve it in 2013, i.e. one year earlier than targeted in the previous stability proigraungiméhe measure
already adopeted in 20:(2011.Based on the (recalculated) structural defithe planned average annual fiscal effort over the pe
20102012 is well above the 0.5% of GDP recommended by the Council under EDP. The envisaged pace of adjustment in struc
in 2013 allows adeving the MTO in that year and the planned rate of growth of government expenditure, taking into account disc
revenue measures would comply with the expenditure benchmark of the Stability and Growth Pact. The programme pr
government detratio to peak in 2012 and to start declining at an increasing pace thereafter, as the primary surplus increasdst

Italy will be in transition period and its budgetary plans would ensure sufficient progress towards compliance with tbeéudieint

benchmark, as also confirmed in the Commission's 2012 spring forecast. According to plans, the debt reduction benchenarét\ail
the end of the transition period (2015). Reaching the above deficit and debt outcomes will require strict addeftadipimplementatiot
of the corrective measures adopted in 2010

Recommendation:

1 Implement the budgetary strategy as planned, and ensure that the excessive deficit is corrected in 2012. Ensure ttregilaah
primary surpluses so as to put thebtto-GDP ratio on a declining path by 2013. Ensure adequate progress towards the-teeuahit
budgetary objective, while meeting the expenditure benchmark and making sufficient progress towards compliance witt
reduction benchmark

1 Ensure thathte specification of the key features of the Constitutional balanced budget rule in the implementing legislation, i
appropriate coordination across levels of government, is consistent witlutimmework. Pursue a durable improvement of
efficiency and quality of public expenditure through the planned spending review and the implementation of the 2011
Action Plan leading to improving the absorption and managemetit éiinds, in particular in the South of Italy
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Box (continued)

16. LT

Summary assess ment:

The Council is of the opinion thétte macroeconomic scenario underpinning the budgetary projections in the programme is plausi
broadly in line with the Commission's 2012 spring forecast for 2012 and 2013. The objective of the budgeétayy sttlined in the
programme is to correct the excessive deficit by 2012 as recommended by the Council and progressing towards tterrmédidgetary
objective (MTO) thereafter. The programme confirms the previous MTO, i.e. a structural generahgmitesurplus of 0.5 % of GDF
which adequately reflects the requirements of the Stability and Growth Pact, and outlines a consolidation of at leatideeoie per
year, planning a balanced budget by 2015. While the budgetary plans are in liree timitbly correction of the excessive deficit, t
average annual fiscal effort in 202012, based on the (recalculated) structural budget béaJascexpected to be lower than 2.25%
GDP required by the Council in its recommendation of 16 Februar@.Zlte planned annual progress towards the MTO in the y
following the correction of the excessive deficit is slightly higher than 0.5% of GDP in structural terms, that is, tmeabemdtthe
Stability and Growth Pact. The planned rate of growth afegoment expenditure, taking into account discretionary revenue mea
complies with the expenditure benchmark of the Stability and Growth Pact in 2013 and 2014, but not in 2015. General gdeétrnim
projected to remain below 60% of GDP over thhegpamme period, increasing to nearly 41% of GDP in 2013, according t
Commission's 2012 spring forecast, while the convergence programme targets the debt to decrease to around 35% by 2@d6ofT
budget planning and execution is progressing thatgovernment has still to approve the proposed laws. These laws would in
accountability within the fiscal framework, by establishing an independent body, and to tighten rules on treasury reserves.

Recommendation:

1 Ensure planned progress towards tihgely correction of the excessive deficit. To this end, fully implement the budget for the
2012 and achieve the structural adjustment effort specified in the Council recommendation under the Excessive Deficd.
Thereafter, specify the meass necessary to ensure implementation of the budgetary strategy for the year 2013 and bt
envisaged, ensuring an adequate structural adjustment effort to make sufficient progress towards theemediuihgetary
objective, including meeting the esqpditure benchmark, while minimising cuts in grosetfhancing expenditure. In that respe
review and consider increasing taxes least detrimental to growth, such as housing and environmental taxation, inchuftimgi
car taxation, while reinforcintax compliance. Strengthen the fiscal framework, in particular by introducing enforceable and t
expenditure ceilings in the mediut@rm budgetary framework

17. LU

Summary assessment:

The Council is of the opinion that the macroeconomic scenarierpimhing the budgetary projections in the programme is plausibl
particular, the programme scenario for 2012 and 2013 is very close to the Commission's 2012 spring forecastteMediefitit
projections are made under a slightly optimistic grovatbngrrio, above potential growth although still well below average historic 1
The objective of the budgetary strategy outlined in the programme is to bring the deficit from 1.5% in 2012 to 0.9% ith20pdakage
of consolidation measures of aroub®% of GDP and provide a wider room for manoeuvre in case of negative shocks. The pro¢
confirms the previous medium term objective (MTO) of a structural surplus of 0.5%. However, this MTO cannot be regaptefragea
under the provisions of tHgtability and Growth Pact because, based on current policies and projections, this MTO does not appe
sufficiently into account the implicit liabilities related to ageing, despite the debt being below the Treaty referenddoraleer, basec
on both the Commission's 2012 spring forecast as well as on the (recalculated) structural budget balance in the progeaniroerd.
would significantly depart from its own MTO starting from 2012. The growth rate of government expenditure, net of nlisgregienue
measures, is expected to significantly exceed the expenditure benchmark as defined in the Stability and Growth Paabf &), !
gross government debt is below the reference value of the Treaty.

Recommendation:

1 Preserve a sound fiscal ptsn by correcting any departure from a mediterm budgetary objective (MTO) that ensures the 1o
term sustainability of public finances, in particular taking into account implicit liabilities related to ageing. To thisiefiedce and
rigorously impement the budgetary strategy, supported by sufficiently specified measures, for the year 2013 and beyond,
meeting the expenditure benchmark

18. LV
Summary assessment:
The Council is of the opinion that the macroeconomic scenario underpirirenigutigetary projections is cautious in 2012, taking

account the latest available information, and plausible in 2013. While macroeconomic projections for 2012 in the prograanime s
very close to those in the Commission's spring 2012 forewast GDP growth projections respectively at 2.0% and 2.2%), re

(Continued on the next page)

55



European Commission
Public finances in EMU - 2012

56

Box (continued)

convergence programme has changed the metkum objective from1.0% to-0.5% of GDP; the new MTO adequately reflects -
requirements of the Stability and Growth Pact. Thenpéd headline deficit in 2012 complies with the deadline for correction o
excessive deficit established in Council Recommendation of 7 July 2009. For 2013, the programme targets a headlind.déficf
GDP, although the planned expenditure midun is not yet fully supported by measures. Based on the (recalculated) structural
balancé, Latvia will approach its MTO by the end of the programme period in 2015. While the recalculated information sugge
progress towards the MTO is lefgn 0.5% of GDP in structural terms in outer years of the programme, planned expenditure 1
would ensure that the growth rate of government expenditure, taking into account discretionary revenue measures, \ioeditetime
expenditure beriamark of the Stability and Growth Pact. At the same time, tax changes from the second half of 2012 as ad
Parliament on the $4of May, which are not yet reflected in the programme scenario but acknowledged in the letter accompar
submissiorof the 2012 convergence programme represent a risk to the attainment of targets in 2013 and beyond. The general ¢
debt ratio is below 60% of GDP, increasing from 42.6% of GDP in 2011 to 46.7% of GDP in 2014, as the authofiiies lprge
repayments related to the international financial assistance programme that are due-202914nd falling to 38.9% in 2015 as the
repayments are made.

Recommendation:

1 Ensure planned progress towards the timely correction of the excessive deficit. diadthimplement the budget for the year 2012
envisaged and achieve the fiscal effort specified in the Council recommendation under the Excessive Deficit Procedtes, -
implement a budgetary strategy, supported by sufficiently specified stiuctessures, for the year 2013 and beyond, to m
sufficient progress towards the meditenm budgetary objective (MTO), and to respect the expenditure benchmark. Use bett
expected cyclical revenue to reduce government debt

1 Implement measures to ifthtaxation away from labour to consumption, property, and use of natural and other resource
improving the structural balance; ensure adoption of the Fiscal Discipline Law and develop a medium term budgetary fawmngw
support the longerm sistainability of public finances; restore contributions to the mandatory funded private pension scheme
gross wages from 2013

19. MT

Summary assessment:

The Council is of the opinion that the macroeconomic scenario underpinning the budgetatigm®jis optimistic, especially in the out
years of the stability programme period when compared with potential growth as estimated by the Commission. The ohlifet
budgetary strategy outlined in the programme is to gradually reduce the deficB% of GDP in 2015, after the planned correction of
excessive deficit in 2011. The programme confirms the previous medmumbudgetary objective (MTO) of a balanced position
structural terms, which is to be achieved beyond the programmelp&he MTO adequately reflects the requirements of the Stability
Growth Pact. There are risks that the deficit outcomes could be worse than targeted, stemming from (i) lower reveneestgfety t
optimistic macroeconomic scenario; (ii) possibl@wuns in current primary expenditure; and (iii) the ongoing restructuring of the na
airline (Air Malta) and financial situation of the energy provider (Enemalta). Based on the (recalculated) structurdlaanigetannual
progress towards the MI is planned to be in line with the 0.5% of GDP benchmark in the Stability and Growth Pact. Usi
Commi ssi onds i de-oftsindluded i the ludgetary targets, @average erogress towards the MTO is slightly higher
GDP) but spreaglery unevenly, with no progress in 2012 followed by an effort of 1¥4% in 2013. According to the information prov
the programme, the growth rate of government expenditure, taking into account discretionary revenue measures, woelavib thdi
expenditure benchmark of the Stability and Growth Pact throughout the programme period. The risks to the budgetary f§rg
however, that the average adjustment towards the MTO could be slower than appropriate. After peaking at 72% of GDFhén
general government gross debt ratio is planned in the programme to start decreasing and to reach 65.3% of GDP iraBO1& st
60% of GDP reference value). According to the plans in the programme, Malta is making sufficient progress towargisheesksist
reduction benchmark of the Stability and Growth Pact at the end of the transition period (2015) but this assessmettogiskbjas the
debt ratio could turn out higher than planned given the possibility of higher deficits aneflstocddjustments. Malta's mediutarm
budgetary framework remains nbimding, implying a relatively short fiscal planning horizon. The programme announces that the N
government is considering reforms to the annual budgetary procedure, including timealitiéstroducing a fiscal rule embedded in 1
Constitution, including monitoring and corrective mechanisms, in line with recent changes to the euro area governanck. framewo

Recommendation:

1 Reinforce the budgetary strategy in 2012 with additional peemtameasures so as to ensure adequate progress towards the-rr
term budgetary objective (MTO) and keep the deficit below 3% of GDP without recourseaéfer@ontinue fiscal consolidation ¢
an appropriate pace thereafter, so as to make sufficiegtgss towards the MTO, including meeting the expenditure benchmart
towards compliance with the debt reduction benchmark, by specifying the concrete measures to back up the deficit t&tQ&8s
while standing ready to take additional measuresage of slippages. Implement, by e2@il2 at the latest, a binding, rdtased
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Box (continued)

multi-annual fiscal framework. Increase tax compliance and fight tax evasion, and reduce incentives towards indebtednes®ii
taxation

20. NL

Summary assessment:

The Council is of the opinion that the macroeconomic scenario underpinning the budgetary projections in the programmeics &ptir
2013, the stability programme projects economic growth of 1%% without taking into account the negative impact of itmale
consolidation measures on growth, whilst, on the basis of the samelicp change scenario, the Commission's forecast a lower gr
rate of 0.7%. The stated objective of the programme is to meet the Council recommendations on correcting ithe defegtsand to
strive to further improve the budgetary position towards the metium budgetary objective (MTO) by targeting a structural effort ¢
least 0.5% per year. The programme targets a headline general government deficit of 3% of GIBRamd2nfirms the previous MT!
of a structural deficit of 0.5% of GDP, which adequately reflects the requirements of the Stability and Growth Pact.agkeaaveal
fiscal effort of 0.75% of GDP over the period 264013, based on the (recalculatedustural budget balanceis in line with the
structural effort of %% of GDP recommended by the Council. As the programme does not provide budgetary targets beydwed
sustainability of the budgetary correction in 2013 and progress towards the M@ wuter years, including compliance with t
expenditure benchmark of the Stability and Growth Pact, cannot be assessed. The budgetary projections over the progchame
subject to implementation risks. These are not solely restricted to the mewmbunced consolidation measures, but also to
implementation of some of the measures agreed upon earlier by the outgoing government. The additional measures progc
government in April 2012 for 2013 and their budgetary impact have beenrfapéeified and quantified on 25 May after the-offtdate
for assessment. Budgetary adjustment has so far relied mostly on expenditure cuts, which also affeenigamwihg expenditure
According to the 2012 stability programme, the eleb&DP ratiois expected to further rise relatively markedly in 2012, to 70.2% of (
and to increase slightly further to 70.7% of GDP in 2013, taking into account the impact of the additional consolidaticrs ndees deb
ratio is thus projected to remain well aleothe 60% reference value. For 2014 and 2015, the programme does not specify debt tal
therefore an assessment of compliance with the debt reduction benchmark of the Stability and Growth Pact beyond 204.8igannot

Recommendation:

1 Ensure timel and durable correction of the excessive deficit. To this end, fully implement the budgetary strategy for :
envisaged. Specify the measures necessary to ensure implementation of the 2013 budget with a view to ensuring the
adjustment effdrspecified in the Council recommendations under the Excessive Deficit Procedure. Thereafter, ensure an
structural adjustment effort to make sufficient progress towards the méelionmbudgetary objective (MTO), including meeting t
expenditure bnchmark, and ensure sufficient progress towards compliance with the debt reduction benchmark whilst p
expenditure in areas directly relevant for growth such as research and innovation, education and training. To this thed
formation of anew government, submit an update of the 2012 stability programme with substantiated targets and measur
period beyond 2013

21. PL

Summary assessment:

The Council is of the opinion that the macroeconomic scenario underpinning the budgetartjigm®jn the programme is plausible anc
in line with the Commission's 2012 spring forecast. The objective of the budgetary strategy outlined in the programareei the
excessive deficit by 2012 and reach meditenm budgetary objective (MTO)R2015. The programme confirms the MTO of a deficit
1% of GDP, which adequately reflects the requirements of the Stability and Growti Raglanned correction of the deficit is in lir
with the deadline set by the Council and the planned fiscat effonplies with the recommendation under the Excessive Deficit Proce
Based on the (recalculated) structural défidtie planned annual progress towards the MTO is higher than 0.5% of GDP (in str
terms). The growth rate of government expamgit taking into account discretionary revenue measures, is in line with the benchn
the Stability and Growth Pact over entire programme period, but exceeds the expenditure benchmark by a small margiccoraoig
to the Commission's 2012 sprifarecast. Sufficient progress towards the MTO may require additional efforts as it predominantly re
sizeable cuts in public investment expenditure and is not sufficiently supported by detailed measures in the outehg/gaogafrhme.
General gvernment debt is projected to remain below®6f GDP in Poland over the programme period. The national authorities fol
it to decrease gradually from 56.3% of GDP in 2011 to 49.7% of GDP in 2015, whereas the Commission, taking accouneofsges
to the consolidation plans, expects the improvement to be slower.

Recommendation:
Ensure planned progress towards the correction of the excessive deficit. To this end, fully implement the budget f@Oth2 aed
achieve the structural adjustmefffioet specified in the Council recommendations under the Excessive Deficit Procedure. The
specify the measures necessary to ensure implementation of the budgetary strategy for the year 2013 and beyond as
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Box (continued)

1 Speed up the reform of the fiscal framewbskenacting legislation with a view to introducing a permanent expenditure rule by
This rule should be consistent with the European system of accounts. Take measures to strengthen the mechanisms af
among the different levels of governntén the mediurterm and annual budgetary processes

22. PT

Recommendation: Detailed recommendations are set out in a Memorandum of Understanding.
23. RO

Summary assessment:

The Council is of the opinion that the macroeconomic scenario underpinnibgdbetary projections in the programme is plausible.
objective of the budgetary strategy outlined in the programme is to reach a budget deficit below 3% of GDP in 2012 jtmtliee
Council recommendations given to Romania under the ExcessiveitDficedure. Thereafter, it aims at achieving a meenm
budgetary objective (MTO) defined as a deficit of 0.7% of GDP in structural terms. The MTO adequately reflects the resufehee
Stability and Growth Pact. Following the planned correctibthe excessive deficit in 2012, the deficit is expected to decrease furtl
2.2% of GDP in 2013, to 1.2% of GDP in 2014 and 0.9% of GDP in 2015. Based on the (recalculated) structural buddetHisl:
implies an improvement in the deficit by 1.5862012, 0.5% in 2013 and 0.7% in 2014, in line with the 0.5% of GDP benchmark
Stability and Growth Pact. The growth rate of government expenditure is in line with the expenditure benchmark of tiyeaBth
Growth Pact over the 2012015 period The programme foresees the achievement of the MTO in 2014. The main risks to the bu
targets are the arrears of state owned enterprises, as well as poteat@lmailation of arrears at local government level and in the h
sector, even if sommmeasures have been taken in the health sector. As regards public debt, it was below 34% of GDP by end
remaining substantially below 60% of GDP.

Recommendation: Detailed recommendations are set out in a Memorandum of Understanding.

24. SE

Summa ry assessment:

The Council is of the opinion that the macroeconomic scenario underpinning the budgetary projections in the progransimeigqpli
2012 and optimistic in 20135, when GDP growth is expected to average around 3.5%. The Commission&péfgXorecast foresee
GDP growth of 2.1% in 2013. The objective of the budgetary strategy outlined in the programme is to endarenlsngtainability by
respecting the rules of the Swedish fiscal framework, including the target of having a suigdueial government net lending of 1%
GDP over the cycle. The strategy also aims at fulfilling the requirements of the Stability and Growth Pact, notablygelspea¥nof
GDP reference value. The programme has changed the mégtiombudgetary objgive (MTO) from a general government surplus
1.0% of GDP to a deficit of 1.0% of GDP. The new MTO adequately reflects the requirements of the Stability and Growtle Ra¢hel
change, the MTO is, based on the (recalculated) structural budgeteydiely to be met over the programme period, even taking
account the likelihood of further expansionary discretionary measures in 2013 or 2014, . Certain downside risks to prajeetians
from 2013 onwards are linked to the optimistic macroecoic assumptions. The planned growth rate of government expenditure,
into account discretionary revenue measures, would comply with the expenditure benchmark of the Stability and Growih dRetuit
ratio is below 60% of GDP and, according to phegramme, is projected to continue to decrease over the programme period.

Recommendation: Detailed recommendations are set out in a Memorandum of Understanding.

25. SI

Summary assessment:

The Council is of the opinion that the macroeconomic scenarierpimhing the budgetary projections in the programme is optim
when compared with the Commi ssionbés 2012 spring for ectditng
the general government deficit below 3% of GDP in2@he deadline set by the Council, and to pursue further deficit reduction thet
so as to broadly a demi mudgetarySobjectve (MTQ@) dy 201%.eTtei MIT@ is defined as a balanced posit
structural terms, unchanged from the poes programme, but cannot be regarded as appropriate under the provisions of the Stak
Growth Pact because, based on current policies and projections, it does not ensure sufficiently rapid progress towenms
sustainability.There are riskshat the deficit outcomes could be worse than targeted, due to (i) a lack of specification of the m
foreseen, in particular for the period 2018; (ii) a track record of primary current expenditure overruns; (iii) lower revenue give
relatively optimistic macroeconomic scenario aadcertainty about the impact of the recently decitbed measures; and (iv) possib
additional capital support operations and calling of guarantees. Based on the (recalculated) structuralthalaveeage annléiscal

effort over the period 2012013, is planned to be almost 1% of GDP, slighty above the one recommended by the Council. How
Commission's 2012 spring forecast implies that an additional effort will have to be made in 2013 to respemintnendation over the
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growth of government expenditure, taking into account discretionary revenue measures, is in line with the expenditurek ériblen
Stability and Growth Pact in both years, so overall the programme plans a broaaigragteadjustment path towards the MT®aking
account of the risks mentioned above, the progress towards the MTO could be slower than appropriate in both years. d-&8%oavb
GDP in 2011, general government gross debt is projected in the progranpeek by 2013 at 53% (thus remaining below the 60%
GDP reference value) before falling slightly by the end of the programme p€hedlebt projections are subject to upward risks from
possibility of higher deficits mentioned above and higheclstlow adjustmentsS| o v e ni a &esm bodgetaryufraamework an
expenditure rule remain insufficiently binding and insufficiently focussed on achieving the MTO and securitegrioegstainability.

Recommendation:

1 Implement the 2012 budget, and reirde the budgetary strategy for 2013 with sufficiently specified structural measures, st
ready to take additional measures so as to ensure a correction of the excessive deficit in a sustainable manner byh&(
achievement of the structural adfment effort specified in the Council recommendations under the Excessive Deficit Prot
Thereafter, ensure an adequate structural adjustment effort to make sufficient progress towards an appropriatermedijective
for the budgetary positionincluding meeting the expenditure benchmark. Strengthen the mddiombudgetary framework
including the expenditure rule, by making it more binding and transparent

26. SK

Summary assessment:

The Council is of the opinion that the macroeconomic scenariderpinning the budgetary projections in the programme is plausible
broadly in line with the Commission's 2012 spring forecast, although the latter assumes somewhat higher real GDP gt®vthhe
stated objective of the budgetary strategylioed in the programme is to ensure the kbegn sustainability of public finances. Tt
intermediary steps defined to reach this are a rigorous implementation of the 2012 budget and a reduction of the heiadaievd8po
of GDP in 2013, the deadknfor correction of the excessive deficit set by the Council. The achievement of the headline deficit t
2013, however, may fall short of plans. The programme has changed the mtediuibudgetary objective (MTO) from a clese
balanced budget tostructural deficit of 0.5% of GDP, which is not foreseen to be achieved within the programme period. The ne
adequately reflects the requirements of the Stability and Growth Pact. Based on the (recalculated) structural budgethbzdamcage
anrual fiscal effort in 2012013 amounts to 1.3% of GDP, well above the required value recommended by the Council, whel
residual fiscal effort is somewhat back loaded to 2013. The target for 2013 is subject to risks, as suggested reversumayézbatort
of the objective; simultaneous implementation of all sreedlle measures can be difficult to implement, and in light of upwards revi
of the deficit targets that took place in the past. In addition, further albo@sd expenditure cuts mayove unsustainable in the mediu
term. In 2014 and 2015, the average fiscal effort stands at 0.3% of GDP annually, which is below the required adjusbi¥teaf GTIP
for countries which have not yet reached the MTO. Nevertheless, according to ttepnagthe growth rate of government expenditt
taking into account discretionary revenue measures, is in line with the expenditure benchmark of the Stability and Griovitie Pater
years of the programme. Government debt would remain well belowo8@BP. While Slovakia passed legislation establishing the Fi
Council, so far it has not been set up and the legislation on expenditure ceilings has not yet been adopted.

Recommendation:

1 Take additional measures in 2012 and specify the necessaryraseasl013, to correct the excessive deficit in a sustainable mi
and ensure the structural adjustment effort specified in the Council recommendations under the Excessive Deficit F
Implement targeted spending cuts, while safeguarding grewtancing expenditure, and step up efforts to improve the efficienc
public spending. Thereafter, ensure an adequate structural adjustment effort to make sufficient progress towards thermmn
objective, including meeting the expenditure benchmargceferate the setting up of the Fiscal Council and adopt rule
expenditure ceilings

1 Increase tax compliance, in particular by improving the efficiency of VAT collection; reduce distortions in taxation palaoss
different employment types, alsg bmiting tax deductions; link real estate taxation to the market value of property; make grea
of environmental taxation

27. UK

Summary assessment:

The Council is of the opinion thétte macroeconomic scenario underpinning the budgetary projedtiaghe programme is plausible. Tl
objective of the budgetary strategy outlined in the programme is to implement the necessary fiscal consmlidatiiave the
government's fiscal targets on net debt and cyclieadiysted current balance. The comesrce programme does not include a melit
term objective (MTO) as foreseen by the Stability and Growth Pact. According to programme projections, the deadling tbec
excessive deficit set by the Council in its recommendation of 2 December 20Q8eieekto be missed by one year. The governr
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deficit in 201415, the deadline set by the Council, is estimated at 4.4% of GDP, implying, based on the (recalculated) structyrahc
average fiscal effort of 1.25% of GDP between 2Q10and 201415 which is below the 1%:% effort set out in the Council recommends
under the Excessive Deficit Procedure. Although the government has not deviated from its fiscal consolidation strategiiadliicl
based on previous macroeconomic projections, apfdesufficient to comply with EDP targets, the fiscal performance and outlook
been affected by a deterioration of economic growth prospects. Revenue measures have been significloitettantthe adjustmer
path of the fiscal consolidation. Alrsb40% of the total annual fiscal consolidation planned for the-2011® 201415 period has bee
achieved by the end of 2041P, including 30% of the spending cuts and -thivds of the net tax increases. The potential reve
contribution from an incresed efficiency of the tax system, stemming from a review of the VAT rate structure, remains re
underexploited. According to the convergence programme, the general government deficit is expected to be 8.3% of GDP, i5.2%4
in 201213, 6.0% ofGDP in 201314, 4.4% of GDP in 20145, 2.9% of GDP in 20136 and 1.2% of GDP in 20167. These estimate
are somewhat lower than those by Commission services, who in its 2012 spring forecast expect a deficit of 6.1% of GEB {wh@t2
would be 7.9 without an upcoming oreff pension fund transfer) and 6.5% of GDP in 2Q¥3 The differences stem from a low
growth forecast and amendments made by Eurostat to UK e@(dll
Autumn Satement to prioritise growtBnhancing expenditure, but public sector investment is still set to fall sharply by120:
Government debt, forecast at 94.7% in 2043 is expected to peak in 2018.

Recommendation:

1 Fully implement the budgetary stratefyyr the financial year 20223 and beyond, supported by sufficiently specified measure
ensure a timely correction of the excessive deficit in a sustainable manner and the achievement of the structural affjrsti
specified in the Council recommeations under the Excessive Deficit Procedure and to set the high public debt ratio on a s
downward path. Subject to reinforcing the budgetary strategy for the financial yeat 2@t beyond, prioritise growt#nhancing
expenditure to avoid thesk that a further weakening of the mediienm outlook for growth will negatively impact on the letegm
sustainability of public finances

* Cyclically adjusted balance net of co#f and temporary measures, recalculated by the Commission servicéw dradis of the
information provided in the programme, using the commonly agreed methodology.
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SUMMARY

The deepening of the sovereign debt crisis in 20Xrksolution, and a common deposit insurance
and 2012 marked a turning point in the debate cscheme. The June 2012 Euro Area summit
the EU economy andsitgovernance framework, in confirmed that the Commission would present
particular in relation to the euro area. The move tplans for a European single supervisory
stricter budgetary and economic surveillancenechanism along with a framework for the
intensified, building on the recently adoptedpotential direct recapitalisation of euro area banks
reforms through the ESM, paving the way for a banking
union.
Despite the preceding period of sustained
economic growth, many Member Statentered With a number of euro area meerb facing
the recession in 2009 with little or no room forinsolvency/illiquidity, kackstos of last resortvere
fiscal manoeuvre to reduce its impact on theet upas early as May 2010 (see Box)l.to
economy. In some Member States, the apparegtiarantee the stability of the euro arebhe
fiscal space vanished as macroeconomitemporary firewalls were developed gradually. In
imbalances and strains in financial market$ebruary 2012, Member States signedir@aty
unwound. Thedramatic soial implications of estabishing the European Stability Mechanism
shrinking economic output and rising governmenESM). The strict conditionality attached to the
deficits and debt in those Member States that wefmancial support provided by all the different
most strongly affected, along with the first signs obackstops implied a significant strengthening of
spillovers to other euro area countries, triggered @conomic and fiscal surveillance on the Member
consensus on the need to opanthe EU States concerned.
governance framework. As a result the economic
and fiscal surveillance framework in the EU as &he lack of fiscal space for some countries to
whole was reformed, and a crisis resolutiorsupport their economies during the early days of
mechanism for the euro area was introduced. the crisis, and the more recent evolution of the
crisis from a banking crisis to a sovereign debt
The supervisory and regulatory framework of thene, highlighted the extent of the implications of
banking system also underwent significant inadequate nainal economic and budgetary
reforms. A new EU financial supervisory policy during the boom years. With the risks to
framework became operational in January 2011. Ispillovers to other Member States also becoming
response to G20 commitments, the EU continuesvident, an overall strengthening of EU
its financial regulation programme. The latessurveillance has been undertaken. A major
Commission's legislative proposal on creditimg overhaul of the EU economic governance
agencies (CRA3) is meant to tackle thdrameworkwas proposed by the Commission in
overreliance of financial markets on ratingsSeptember 2010 and adopted by European
concentration in the credit rating sector, CRA$arliament and Council in the second half of 2011
civil liability and remuneration models. Other (the secalled 'Six Pack’). With its entry into force
major ongoing projects include revisions of thein December 2011, the Elas now thus much
capital requirementdor banks (CRD4 directive) stronger rules than before the stafrthe economic
and the markets in financial instruments directivand financial crisis.
(MIFID), both currently being discussed in the
European Parliament and the Council. MosThe Six Pack legislation has strengthened a wide
recently, on 6 June 2012, the Commission adoptednge of existing aspects of economic governance
a legislative proposal for bank recovemnd and introduced new oneé new Macroeconomic
resolution. The proposed framework sets out thenbalances Procedure has been set up to prevent or
necessary steps and powers to ensure that basderect macroeconomic mibalances. Early
failures across the EU are managed in a way whiatetection of such imbalances will reduce the risks
avoids financial instability and minimises costs foof their unwinding resulting in sudden rises of
taxpayers. The May 2012 informal Europeargovernment deficits and debt in Member States
Council summit resolved that Economic and with apparently sound public finances.
Monetary Union needed to be deepened and a
potential 'banking union' could be established with move towards a more integrated framework for
more integrated banking supervision andssessig economic reforms and public finance
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plans had already started in Spring 2011, when, @ompliance with theSGP will also be promoted
the context of the Europe 2020 strategy, thby the minimum standards introduced for Member
European Semester was implemented for the firSitates' fiscal framework&€hapter 1.3 pesents the
time. The European Semester coordinates amdain elements of the Directive on national
aligns the submission of the tability and budgetary frameworks which was also part of the
Convergence Programmes (SCPs), which contaBix Pack. As is the case for most other national
Member States' budgetary plans, with that oihstitutions, national budgetary frameworks are far
National Reform Programmes (NRPs), whichfrom homogeneous within the EU. Such diversity
contain the elements necessary for monitoringg doaimented by a databaseeated as a result of
progress towards the Europe 2020 national targefse Ecofin Council's 2006 decision to ase
for sustainableand inclusive growth. Both these Commission to conduct a comprehensive analysis
documents are now submitted by rfigril so that of the existing national fiscal rules and institutions
they can be analysed and courdpecific in the EU Member StatesBased on a recent
recommendations under Articl#21(2) i on the update of this datase, Chapter 11.3 outlines the
Broad Economic Policy Guidelinésand 148(4) main danges innational fiscal frameworks that
on Employment Guidelines can be issed before took placen 2010.
the summeii in time to feed into the preparation
of the national policies for the following year. The variety across national fiscal frameworks
reflects different political and economic
The Stability and Growth Pact (SGP) sets out thenvironments and traditions. Different frameworks
provisions according to which the Treatycan be compatible ith EU budgetary framework,
requirements to ensure fiscal discipline aras long as their quality and the consistency of their
implemented In light of the heated debate on therules is conducive to the achievement of the EU
need to adapthe fiscal policy reaction toa obligations. For this reason, the Directive requires
deteriorating economic environmer@hapter 1.2 only minimum standards, in particular with regard
explains the SGP provisions that apply tdo accounting and statics, forecasting, numerical
Excessive Deficit Procedures (EDPSs) in the case &iBcal rules, mediurterm budgetary frameworks
worsening economic conditionas well as the and transparency. However, best practices going
methods used to assess whether an extension of eyond these minimum requirements are also
timeline for correcting an excessive deficit can beliscussed amongst Member States, in peer review
granted. exercises, in order to help countrieshizve the
best outcomes they can. Chapter 1.3 briefly
Chapter 1.2 also presents the main new featuremitlines the outcome of thélovember 2011
introduced in the SGBy three of the regulations session of this exercise.
contained in the Six Packh@adjustment towards
the mediurerm budgetary objective (MTO) With the sovereign debt crisis intensifying over the
which is the core of thpreventive arnof the SGP course of 2011, it has become widely
will now be assessed on the basis afnew acknowledged that the postponement of the
expenditure benchmark, whichallows early adoption of even deeper reforms, both at national
detecton and correcbn of unsustainable and EU level, could put the Economic and
expenditure deelopments as well as on the Monetary Union (EMU) at serious risk, with
structural balanceAs for the corrective arm, in dramatic implications for all Member States.
line with the Treaty envisaging both a deficit and a
debt criterion to examine compliance withThe most recent initiatives of reforms to the
budgetary discipline, a debéduction benchmark budgetary surveillance framewotkave focussed
has been established to allowetbpening of an on the euro area, where spillovers are particularly
EDP on the basis of an insufficiently diminishing high. Chapter L4 presents the two regulations
debtto-GDP ratio. For the euro area, enforcemerproposed by the Commission on 23 November
is now ensured by a gradual system of financidl011, focussing in particular on the main features
sanctions which can already be invoked in theof the draft regulation aimed at enhancing
preventive armin the case of inadequate measuresionitoring of budgetary policies on euro area
to correct a significant deviation from theMember States. The same regulation includes
appropriate adjustment towards the MTO provisions specific to euro area Member States



subject to EDP, to which stricter monitoring
requirements apply. The second regulation
concerns only euro area Member States
experiencing severe difficulties with regard to their
financial stability or receiving financial assistance
on a precautionary basis

National governments have also spurred a further
strengthening of the adopted reforms fore th
national level. Chapter 1.5 presents the content of
the Treaty on Stability Coordination and
Governance (TSCG)that was signed by 25
Member State®® on 2 March 2012 and that is
currently undergoing the process of ratificatitm.
particular, the Fisl Compactwhich is part of the
TSCGreinforcesthe obligation to reach the MTO
already envisaged by the preventive arm of the
SGP through national rules and automatic
corrective mechanisms

Finally, a vision for the future of a more deep and
integrated ENU has been presented on 26 June
2012 in the Report "Towards a Genuine Economic
and Monetary Union" prepared by the President of
the European Council, in cooperation with the
Presidents of the Commission, of the Eurogroup
and of the European Centrank ' The Report
sets out four building blocks for the future EMU:
an integrated financial framework, an integrated
budgetary framework, an integrated economic
policy framework and strengthened democratic
legitimacy and accountability. In its June 2012
meeting, the European Council invited its
President, again in cooperation with the Presidents
of the Commission, of the Eurogroup and of the
ECB, to develop a specific and tiFbeund road
map for the achievement of a genuine Economic
and Monetary Union.

(®» The United Kingdom and the Czech Repuldid not sign
the TSCG.
() SeeEuropean Counci2012).
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1 = INTRODUCTION

Budgetary frameworks are set up to guide policgand early 2000s (Buti, 200&jlowever, the reform
making over time. In order to be effective, theywas essentially triggered by thaifficult debate
need to be stable enough to facilitate planning ovéretween EU institutions and Member States that
the yearsbut they must also be flexible enough teensued from the November 2003 decision by the
adapt as any weaknesses beeocapparent and as Council not to follow the Commission
the environment in which they operate changesecommendations concerning the excessive deficit
The need for stability is a key reason why changgwocedurs for France and Germany.
are not usually introduced as a result of small
weaknesses being identified. However, lack oThe reformthat followed in 2005 was a positive
timely adaptations of frameworks to the eniegg step forward, as it enhanced the economic rationale
policy challenges is also explained by institutionabf the SGP. It introduced provisions on how to
inertia. Consensus on improvements provedeal with special circumstances and country
particularly difficult to achieve when they concernspecific  problems, above all linked to
introducing more binding rules. Major changes arenacroeconomic  downturns. In  particular,
thus often adopted only as a result of dramatifollowing the 2005 reform, thadjustmentequired
events,which disclose the unsustainability of theto correct the excessive deficit wagmulated in
status quo structural termgo allow the automatic stabilisers
to operate freelyaround thefiscal consolidation
Although there has been an increase in researphth, unles there are specific risks to financial
into budgetary institutions and rules in recenstability. This provision remains particularly
years, the available empirical work is still limitedrelevant in the current economic situation (Chapter
(see for instance Fabrizio, 2008). The existingl.2 includes an explanation of how effective
work does seem to confirm, though, that onection to correct an excessive deficit is assessed).
determinant that typically brings about change to
budgetary institutions and rules are negativélowever, severaproblematic aspects of the SGP
economic shocks. Sufficiently large economidhat had already been identified at that time were
shocks not accommodated by markets help buildreot effectively addressed by that reform, including
constituency for improvig budget institutions. the definition of the satisfactory pace of debt
The fiscal framework of the European Union haseduction the poor enforcement mechanisms and
proven to be no exception to these findings. the often too optimistic nw@oeconomic and
budgetary forecasts prepared by national
The overall favourable macroeconomic conditionauthorities. The experience of the 2005 reform
that characterised the first decade of the Economimought forward the importance of seizing the
and Monetary Union (EMU) had masked thewindow of opportunity given by the call for
extent of the potential consequences of the pitfalleeforms in bad economic times to also address
of the EU governance framework. A first reform toimprudent fischpolicies in good times. Changes to
the Stability and Growth Pact (SGPY)(i the budgetary frameworks should not just focus on
framework for budgetary surveillance at EU levektontingent situations that are likely to be
i was carried out in 2005. This reform was als@xceptional, but should carefully consider the
linked to he effects of ai more moderatei incentives inherent in the emerging framework for
negative shockDeficits rising above the 3% of the medium and longer term.
GDP threshold during an economic downturn
clearly showed that government balances that hatlhile a number of weaknesses had already been
not improved in structural terms in the late 1990&lentified before the start of the current economic
and financial crisis in 2008 (see European
(*) Member States araequired by the Treaty on the COMMIssion, 2008, the momentum for reforms
Functioning of the European Union to avoid excessivdo the EU governance framework only really
deficits (Articll(_e _126) agd to ter_1su(;|e coordination Off”:ﬁ"gr]ained pace whethe possibiliy of the illiquidity
cconomic polies and sustaned sonveroence of b insolvency of both EU and euro arbtermber

Growth Pact (SGP) provides the secondary legislation thabtates arose for thérst time since the launch of
defines these obligations in greater detail and thus sets oie euro.

the framework within which fiscal policy making is to be

set and monitored at European level.
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The impact of financial crises on the publicbetweenlie European Parliament and the Council
finances is typically very large and long lastinged to the adoption of all six proposed pieces of
(see the analysis of the fiscabst of financial legislation at the first reading. Parliament gave its
crises in European Commission, 2809 The position in September 2011 and the Council
consequences of a crisis are, however, even wordecided on the legislation in November,
in countries where they come on top of underlyingonfirming the same texts age by the
public finances fragilities, which, in some Parliament. While the legislative process entailed a
instances, are revealed by the crisis itself. Tlhis number of changewith respect to theroposals
been the case for a number of EU Member Statespresented by the Commissiom, particular with

regard to the formulation of the principle of
Lack of room for budgetary manoeuvre with theprudent fiscal policy makingthe thrust of the
onset of the crisis and the subsequent risks t©ommission's proposalwasbroadly retainedThe
financial stability spurred acknowledgement thategislation entered into force on 13 December
the SGP had not provided sufficient incentive t@011.
pursue prdent fiscal policies in good times. Also,
the SGP's effectiveness in correcting governmerthese six pieces of legislations include a major
deficits below 3% of GDP was not enough to curbeform of the SGP, but also new legislation, with a
unsustainable developments of governmenwider scope. First, the boundaries of EU
expenditure and debt ratios (Europearmsurveillance hae been extended to include
Commission, 2014). macroeconomic surveillance. Previously,

macroeconomic surveillance came under the
On 12 May (*) and 30 June 2010(*), the recommendations stemming from the Broad
Commission issued two communications outlinindeconomic Policy Guidelinesi the Six Pact
a comprehensive set of measures that wesharpens the definition of macroeconomic
considered urgent to reinforce economic surveillance and addsnrcement mechanisms.
governancdn the EU, drawing on the lessons ofSecondthe legislation revamps fiscal frameworks
the first ten years of EMU(*®) Since then, a not only at EU level, but also at national level.
number of mitiatives have followed.

Thenew regulation on the prevention and
A first package of legislative proposals reformingcorrection ofmacroeconomic imbalancedso has
economic governance the secalled Six Pack  important implications with regard to fiscal
was presented by the Commission on 28urveillance.(*) It addresses cases like those of
September 2010. This package is addressed to k#land and Spain, where government deficit and
Member States although certain aspects gbjilya  debt figures were not a source of concern ahead of
only to the euro area. Thanks to changes ithe crisis. In these Member States, government
legislative procedures introduced by the Lisbonleficits and debt, however, increased suddenly and
Treaty 9, the European Parliament was, for thelramattcally once the crisis hit, as a result of the
first time, deeply involved in the design of the EUunravelling of imbalances that were not essentially
fiscal framework. Rapid but intense negotiation®f a fiscal nature, although they contributed to
mask unsustainable expenditure trentise new
regulation aims to ensure the timely assessment
and corretion of risks as they emerge.

(*) CcOM(2010) 250 final
http://ec.europa.eu/ecomy_finance/articles/euro/docume
nts/201605-12-com(2010)250_final.pdf

(*) COM(2010) 367/2 The new directive on national budgetary

http://ec.europa.eu/economy_finance/articles/euro/docum
nts/com. 2010, 367_en.pdf %rameworks addresses the need to ensure

(*) The Report EMU@10(European Commission, 2008 CoNnsistency between national fiscal governance
taking stock of the experience thie first ten years of EMU andthe EUbudgetary discipline provision# also

had already highlighted some of the challenges ahead. ;
(* According to the Lisbon Treaty, legislation on the promotesstronger frameworks to support naton

coordination of economic policy has to be adopted by bot§CONOMIC policymaking in those Member States
European Parliament and Council, through ordinary

legislative procedure. A special legislative procedure
envisaging only Council adoption remains for legislation(*") Regulation (EU) 1176/2011 of the European Parliament
that concerns the Excessive Deficit Procedure (EDP) and and of the Couril of 16 November 2011 on the prevention
the related EDP protocol. and correction of macroeconomic imbalances.
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that have still to make progress in this respect. lexcessive deficitepeated}. Unlike the sanctions
line with subsidiarity concerns and a history offoreseen by the Treaty, enforcement mechanisms
very different budgetary frameworks acrosdoreseen by the new regulation are deemed
Member States, the directive sets only minimunadoptegd on the basis of a Commission
requirements. Bwever, with a view to exceeding recommendation, unless a majority of euro area
these minimum requirementdest practiceis Member States in the Council rejects this
discussethetween Member Statehrough a peer recommendationtife secalled "reversed qualified
review processThe directive and the peer reviewmajority").
process are presented in Chapter I1.3.

A distinction between provisions for euro area and
The reformed SGP is presented in Chapte?. | noneuro area Member States is warranted by the
The reform included two regulations amending thdifferent implications of fiscal misbehaviour by
existing legislation on: (i) the preventive arm ofeuro area or neruro area countries on other
the SGR®) i the part of the SGP which aims toMember StatesAs demonstrated by the sovereign
ensure that Member States are at their Mediundebt crisisi andin particular by the need to put in
Term budgetary Objective (MTQO) and (ii) the place common financial backstogs spillovers
correctivearm of the SGH the Excessive Deficit from fiscal policies are higlwithin a currency
Procedure (EDP(®®). The main revisions union. More integrated economic and financial
concerned the introduction of benchmarks fosystems mean that other cities bear a higher
expenditure (net of discretionary revenueshare of the cost of one country's profligacy than
measures) and debt developments, in theould otherwise be the case. The increased
preventive and corrective arm, respectivelyawareness of the cost of not preventing these
Further provisions have also been added, inegative spillovers has led the Commission to
particular as regards severe economic downturmsesent two further legislative proposals, kncagn
for the EU or the euro area as a whole, as well ake Two Pack, for regulations specific to the euro
for the launch of EDPs for Member States witharea on 23 November 2011. On the same day, the
government debto-GDP ratios below 60% of Commission also presented a Green Papethen
GDP. feasibility of common euro area debt issuarine

particular onStability Bondsthat could over the
The pieces of legislatn mentioned above apply to medium &rm contribute to completing the
all Member Stateg% The only specific euro area institutional setup of EMUsee Boxl.4.1). One of
aspect of the legislation on economic governandbe legislative proposal is linked to the
that entered into force in December 2011 are theforementioned financial backstops. deeks to
two regulations on enforcement mechanisms (orsrengthen the economic and budgetary
regulation related to the SGRdaone regulation on surveillance of Member States experienciog
macroeconomic imbalances) which do not concerthreatened with sere difficulties with regard to
Member States outside the euro area. In particuldheir financial stabilityor receiving a financial
the regulation on enforcement mechanisms for thessistance on a precautionary ba@fy
SGP envisages a gradual system of financial
sanctions for euro area Member States tteat The other legislative proposal, on enhanced
already be invoked in the preventive ainthis is budgetary monitoring, is more directly linked to
well before the sanctions envisaged by the Treathe SGP and willbecome part of it, when
(Article 126) in the case where a euro areadopted(*?) It aims toreinforce thecoordination,
Member State does not comply withsurveillance and discipline of euro area Member
recommendations by the Council to correct its
(*) Proposal for a Regulation of the European Parliament and
(®® Council regulation (EC) 1466/97 of 7 July 1997 time of the Councilon the strengthening of economic and

strengthening of the surveillance of budgetary positions budgetary surveillance of Member States experiencing or
and the surveillance and coordination of economic policies  threatened with serious difficulties with respect to their

(® Council Regulation (EC) 1467/97 of 7 July 19%h financial stability in the euro area (COM/2011/0819 final).
speeding up and clarifying the implentaiion of the (*) Proposal for &Regulation of the Europ@ Parliament and
excessive deficit procedure of the Councilon common provisions for monitoring and

(*% Only provisions on national numerical fiscal rules do not  assessing draft budgetary plans and ensuring the correction
apply to the UK, in view of its specific Protocol annexed to  of excessive deficit of the Member States in the euro area
the Treaties. (COM/2011/0821 final
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States' public financest sets common budgetary triggered in the event of significant deviatifsom

rules anda timeline for all euro area Member the MTO or the adjustment path towardsaimd be

States Above all, it envisagesn assessment of monitored at the national level by independent

governmentsdraft budgetary plans eachutamn institutions.

by the Commissionso as to feed into national

Parliaments' examination of the draft budgetThe TSCG tdss the Commission tpropose: (i)

Stricter provisions should apply dMember States common principles concerning the national

in EDP, for which the proposed regulationautomatic correction mechanisms and the role and

envisages closer monitoring independence of the institutions responsible at
national level formonitoring compliance with the

On 21 February 2012,hé Council reached rules; (i) a time frame for comrgence towards

agreement on a generghoach to the proposed the countryspecific MTOs.

Regulation for negotiations with Parliamerithe

European Parliament'snegotiation position was The TSCG will ater into force following

adopted in plenary meeting on 13 June 2012. ratification by at least telve euro area countries
(*. Along with the transposition into national

At the date of publication of this report, thelegislation of the directive on national budgetary

negotiations between the -tegislators have just frameworks, to be copleted by December 2013,

started. Accordingly, Chapter 1.4 presents thé¢he TSCG entail the adoption of important reforms

Commission proposals of 23 November 2011of national fiscal governance in many Member

These Commission proposals were followed bgtates.

another important initiative imed at enhancing

economic governance, including fiscal surveillancén its Communication of 20 June 2012, the

and budgetary frameworks. On 9 December 201Commission has already put forward seven

the Heads of State and Government of the eurcommon principles for designing the national

area as well as almost all nearo area Member correction mechanisms. The principles cover the

States put forward proposed changes to economagal status of a national correction mechanism, its

governance of the euro area by way of a ‘fiscalonsistency with the EU framework, activation,

compact' based on stricter budgetary rules)ature of the correction in terms of size and

completed by closer economic policy coordinationtimeline, operational instruments, escape clauses,

and a strengthening of stabilisation instruments. and the rée and independence of monitoring
institutions.(*%)

On 30 January 2012, the Heads of State and

Government of 25 Mmaber States (the only nen

signatories were the United Kingdom and the

Czech Republic) agreed on the draft of an

intergovernmental Treaty on Stability,

Coordination and Governance in the Economic and

Monetary Union (TSCG), which they signed on 2

March 2012.The content of the TSCG, including

provisions going beyond the fiscal compact, is

described in Chapter 11.5.

Participating Member States essentially undertake
intensified commitments through the TSCG, in
particular to reflect the SGP rules in their natibn
legislation. The Article on the fiscal compact
contains a.pl‘OVISlon to enShnaepaI?'nced budget ([43) At the cutoff date of this documenGreece, Portugal,
rule at national level tI’.II‘Ol.Jgh b'nd'ng_’ permanent = siovenia and Latvichave deposited their instrument of
and preferably constitutional provisions. The ratification of the TSCG.

.. V. o
TSCGexplicitly refers to the respeof the MTOs Em) ?/OM(ZOlZ) 342 final

. p:/leur

of the SGP The_rUIe ShOUId. also contain an lex.europa.eu/LexUriServ/LexUriServ.do?uri=COM:2012:
automatic correction mechanism that shall be 0342:FIN:EN:PDF
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2 « THE 2011 REFORM OFHE STABILITY AND GROWH PACT

planning and execution of the Member States
when they are not subject the more stringent
As part of the EU response to the crisis, a reformequirements ofan EDP. Countries currently in
of the Ewopean common fiscal framewoikthe this situation areBulgaria, Estonia, Germany,
Stability and Growth Pact (SGP) entered into Finland, Luxembourg and Sweden. The preventive
force on 13 December 201The new framework arm is implemented through Council Regulation
has two main components: (EC) No 1466/97 of 7 July 1997 on the
strengthening of the surveillance of budgetary
Stronger preventive action and deeper fiscal positions and the surveillance and coordination of
coordination: A new expenditure benchmark will economic policies.
now be used alongside the change in the structural
budget bance(*) to assess adjustments toward
the country specific mediwterm budgetary
objective (MTO). Inadequate action to correcUnder the preventive arm of theGB, Member
significant deviations from the appropriateStates aim at a specific fiscal targethe secalled
adjustment path towards the MTO can lead to amediumterm budgetary objective (MTO) to
interestbearing deposit (of 0.2% @DP as a rule) ensure the sustainability of their public finances.
to be lodged by nenompliant euro area countries. The new rules define dlexpenditure benchmark”
for judging progress towards the MTO, to
Stronger corrective action through a reinforced complement the assessment based on the structural
SGP. The launch of an Excessive Deficitbalance. The aim is to improve the planning and
Procedure (EDP) can now result from governmerihe fiscal record of the Member States by
debt developments as well as from governmerguaranteeing the financing of expenditure
deficit. Member States with debt in excess of 60%rogrammes by permanent revenues of an
of GDP should reduce it in line with a numericalequivalent level. This should help avoithe
benchmark. Furthermore, regardless of whether aepetition of mistakes made ahead of the crisis,
EDP is launched on the basis of deficit or debivhen unsustainable expenditure trends were
developments, progressive financial sanctions aemporarily funded through windfall revenues or
euro area Member Set kick in at an earlier stage additional borrowing. The expenditure benchmark
of the EDPIn cases of particularly serious non does not constrain governments in terms of their
compliance, including those evidenced by théevel of goverment expenditurei it simply
existence of an interest bearing deposijoe requires that all changes to expenditure are
interest bearing deposit (of 0.2% of GDP as a ruld)nanced through additional revenues. The actual
will be requested from a eurcea country when it size of the spending to GDP ratio is not
is placed in EDP. Failure by a euro area country toonstrained.
comply with a Council recomendation under
Article 126(7)to correct its excessive deficit will For Member States that have achieved their MTO,
result in a fine (of 0.2% of GDP as a rule). Thahe expenditure benchmarkdemplied withwhen
fine imposed can rise up to 0.5% of Gper year the annual growth of government expenditure, net
in the case of neoompliance with a notice to take of discretionary measures taken on the revenue
measures for the deficit reduction in accordancside, does not exceed a referencmediumterm
with Article 126(9). rate ofpotential GDP growth.

2011 reform of the SGP

%’he expenditure benchmark

For Member States that have not yet reached their
2.1. THE REFORM OF THE PRENTIVE ARM OF MTO, the expenitiure benchmark is complied with
THE SGP when the annual growth of government
expenditure, net of discretionary measures taken
The provisions of the preventive arm of the SG®n the revenue sideloes not exceed a rate below
should provide the main giglines for budget reference mediurterm rate of potential GDP
growth.

(*® The structural balance is definedths cyclicaly adjusted
balance net of oneff and temporary measures
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The difference between the refecenrate and 81  to a large extent not under the control of the
rate below the referencatei referred toas "the government, and nediscretionary changes in
convergence margin"i is countryspecific, unemployment benefit expenditure, so as to allow
depending o the size of government spending infor these to vary countayclically. It also
the econom?®), in order to ensure that complyingexcludes expenditure on EU programmes fully
with this lower rate yields an annual improvethe matched by EU fund revenue and increases in
of the government balanceApplying a lower revenue mandated by laWue to the potentially
reference rate fovlember States not at their MTO very high variability of investment expenditure,
means letting revenues grow more rapidly thaespecially in the case of sthkember States, the
spending: this should help the Member State tgovernment expenditure aggregate is to be
meet the required structural adjustment of 0.5pp afdjusted by averaging investment expenditure over
GDP. Table 112.1 summarises the different 4 years.

requirements and their effects for Member States

both at and not yet at their MTOs _ L L
The notion of oO0significant

The referencenediumterm rate of potential GDP enforcement provisions

growth is based on regularly updated forward In the preventive arm, the enhanced Stability and
looking projections and backwatdoking Growth Pact dbws a stronger action in the event

estimates taking into account the relevantofiisi gni f i c aaf&a Medleev Stagatbrn 0 n
calculation method provided by the Economigdhe MTO or from the appropriate adjustment path
Policy Committee(EPC) The reference medium towards it.

term rate of potential GDP growth will be the

devi

0

average of the estimates of the previous 5 yearBp enforce this rule, the concept dfsi gni fi cant

the estimate for the current year danthe d e v i a has cbeed defined in the amended
projections for the following 4 years. The aim is toRegulation 146®7 and has been detailed in the
have a measure which is sufficiently stable ove€ode of Conduct (*'). The identification of a
time to provide a reference, but is also regularlgignificant deviation from the MTO or the
updated so as to avoid that the reference provideghpropriate adjustment path towards it is to be
to guide policy is out of touch with the econic  based on outcomes (i.expostdatg as opposed
situation. to plans. In substance, the analysi§ the
'significant deviatiohconsists of an assessment of
The government expenditure aggregate to heoth the deviation of the structural balance from
assessed excludes interest expenditure, since itthe appropriate adjustment path towards the MTO
and of the impact of an excess of expenditure

(*% The convergence margin is set so that the lower increaseQr{OWth over the expenditure benchmark.

net expenditure relative to GDP is consistent with a
tightening of the budget balance of 0.5pp of GDP, when
GDP grows at its potentiahte. It is calculated based on
the assumption that any decrease in the share of publitf) Specifications on the implementation of the Stability and
expenditure in the economy (which would occur if Growth Pact and guidelines on the fotnaamd content of
expenditure grows slower thgyotential GDP) would be Stability and Convergence Programmes:

translated into an exactly proportional improvement of the

strucural balance (the coefficient being equal to the base http:/ec.europa.eu/economy_finance/economic_governanc
value of the share of public expenditure in GDP times the e/sgp/pdf/coc/code_of conduct en.pdf

convergence margin of expenditure growth).

Tablell.2.1:  Expenditure benchmark in relation to MTO achievement

Member State at its MTO Member State not at its MTO

Net expendituregrowth in line with a rate below the
reference rate

Net expenditure growth in line with the reference rate

% government expenditure in GDP constant % government expenditure in GDP decreases
Structural balance constant over time Structural balance strengthens
Remains at MTO Gap with the MTO closes over time

Source:Commission services.

71

at


http://ec.europa.eu/economy_finance/economic_governance/sgp/pdf/coc/code_of_conduct_en.pdf
http://ec.europa.eu/economy_finance/economic_governance/sgp/pdf/coc/code_of_conduct_en.pdf

European Commission
Public finances in EMU - 2012

For a MembeState that has not reached the MTOfreversed simple majorityf). Also in this case, at
the deviation will be considered significant if both the same time the Conission may recommend to

(i) the deviation of the structural balance from thehe Council to adopt a revised recommendation
appropriate adjustment path oesponds to at least under Article 121(4) on necessary policy
0.5% of GDP in one single year or at least 0.25%measures.

of GDP on average per year in two consecutive

years ; and (i) an excess of expenditure growtm the case of euro area Member States, a financial
has had a negative impact on the governmesanction (an interedtearing deposit of 0.2% of
balance of at least or 0.5% of GDP in one ®nglGDP as a rule) may be imposed lifet Council
year or cumulatively over two years. In case onlglecides that no action has been taken to address
one of the two conditions above is verifiethet the Council recommendation under Article 121(4).
deviation will be considered significant ihe This sanction is recommended by the Commission
overall assessment evidence limited compliancend adopted by the Council according to the
also with respect to the other condition. freversed qualified majority v #)t e (

In the event of asignificant observed deviation a In order to deaWith exceptional circumstances, an
warning under Article 121(4) is issued by theescape clause has been inserted. This foresees that
Commission. Within one month from the date othe deviation may be left out of consideration
adoption of this warning, the Council will examinewhen it results from an unusual event outside of
the situation and, on the basis of a Commissiotine control of the Member State concerned which
recommendation, adopt a recommdation under has a major impact onéhfinancial position of the
Article 121(4) for the necessary policy measuregeneral government or in casésevere economic
within the established deadline, normally of fivedownturn for the euro area or the EU as a whole
months (*¥). The recommendation under Articleprovided that this does not endanger fiscal
121(4) is adopted by the Council by qualifiedsustainability in the mediusterm.
majority.
The Member State concerned has to repmrthe The operational entry into force
Council on action taken in response to th&he new provisionsof the preventive arm are
recommendation within the deadline establisheinmediatelyoperational, in particular with regard
by the Council. It the Member State fails to takdo the content of the Stability or Convergence
appropriate action in response to the CouncProgrammes (SCP). If a Member State submits an
recommendation under Article 121(4) the SCP whichpresents plans thao not complyex
Commissionrecommendsmmediately to adopt a antewith the provisions of the prexméve arm,the
decision establishing that no effective action ha€ouncil shouldinvite the Member Statéo submit
been takenAlso this decision is adopted by thea new programme.
Council by qualified majority. At the same time,
the Commission may recommend to the Council tBrogrammes of Member States which are still
adopt a revised recommendation undeticle subject to an EDP need to demonstrate that they
121(4) on necessary policy measures. meet theobligations deriving from th@reventive
arm after correcting their excage deficit.

However, if the Council does not take the decision
that no effective action has been taken and failure
to comply with the recommendation under Article
121(4) persists, after one month from its previous
recommendtion, the Commission adopts a new
recommendation to the Council to take a decision
that no effective action has been taken. In thi . . . .

.. . . ) Thi s means t hat t he Commi ssi onds
case, the decision is adopted by the Council by” agopted unless a simple majority withihe Council

decides to reject it, within ten days or its adoption by the

Commission.

(*® The deadline is reduced to three months if the Commissiof) Thi s means that the Commissionés
in its warning, considered the situation to be particularly = adopted unless a qualified majority within the Council
serious and warranting urgent action. decides to reject it.
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Graphll.2.1:  Legal steps under the preventive arm of the SGP as of 13 December 2011

ForEAMSonly
(voted among EA MS)

Member States concerned: Member States notdlieaund by the more stringent requirements of the corrective arm.

For all Council decisions: no account of the vote of the MS concerned.

Qualified majority voting (QMV) rules (Lisbon Treaty): 55%MfS patrticipating in the decisions (i.e., in the contixthe SGP, 16 countries if EA,
26 otherwise, as the concerned country does not vote), comprising at least&&salafion of thesStates.

Until the end of the Lisbon Treaty transitional period (as defined by the Protocol 36 to the Treaty): 2/8I18f(EXcepted concerned country), with
weights computed according to that Protocol, are needed to reach a QM.

Reversed voting rules (RQMV/RSMV): the qualified/simple majority rules need to be fulfilled to reject the Council decision.
Source:Commission sefiges.
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While theexantecompliance with the expenditure three years period encompassing the two years
benchmark in the SCPs has already been examinidlowing the final year for which the data is
in Spring 2012 (see Section 1.3)he expost available."
compliance with theexpenditure benchmark and
possible existence of a significant deviatigil be  The compliance with the debt criterion will then be
evalwatedfor the first time n Spring 2013, when checked in three steps and an excessivicitle
the outturn of 2012 budget formulated under therocedurecouldbe launched when:
new ruleswill be assessed.

9 First step the government debt ratio is above

the reference value of 60% of GDP
2.2. THE REFORM OF THE GGRECTIVE ARM OF
THE SGP and

The corrective arm of the Stability and Growth] Second step
Pact (SGP) is concerned with the prasedto be
followed if a country's public finances fall outside bt > bbt = 60% + 0.95/3 (kt- 60%) + 0.95/3
the requirements of the Treaty. It is based on (bt-2-60%) + 0.98/3 (bt3 - 60%)
Article 126 of the Treaty which specifies that
Member States shall avoid excessive government where
deficits. It defines the criteria according to which
compliance with budgetary discipline should be bt stands for the detdo-GDP ratio in year;t
examined in terms of whether the general
government deficit exceeds 3% of GDP or the bht stands for the backwaidoking benchmark
debtto-GDP ratio exceeds 60% and is not debt ratio in year t;
sufficiently diminishing towards this reference
ratio. Hence, an Excessive DeficRrocedure and
(EDP) can be launched not only on the basis of the
deficit criterion but also on the basis of the debf Third step
criterion. The corrective arm is implemented
through Council Regulation (EC) No 1467/97 of 7 (a) i+2 > blt+2 = 60% + 0.95/3 (B-1 - 60%)
July 1997 on speeding up and clarifying the + 0.95/3 (bt- 60%) + 0.9%/3 (kt-1 - 60%)
implementation of the EDP.
where
The debt reduction benchmark bbt+2 stands for the forwartboking
Following the amenthents to the corrective arm  benchmark debftio;
that enteredinto force on 13 December 2011
Member States with debt in excess of 60% of GDP bt+1and l4+2stand for the debt forecast in year
should reduce their debt in line with a numerical t+1 and t+2 as estimated by the Commission
benchmark. under the 'ngpolicy-change' assumption on the
basis of the fiscal outcome of year t;and, in
In particular, according to Article 2 (la) of parallel
Regulation 1467/97, a government debt ratio
above 60% of GDP should be considered i§ (b) the breach of the benchmark cannot be
compliance with the debt criterion if its excess attributed o the influence of the cycle.
over 60% "has decreased over the previous three
years at an average rate ofeowentieth per year The proposed formula for the benchmark debt
as a benchmark, based on changes over the lastel and the long time horizon over which it is
three years for which the data is available. Theomputed is meant to avoid the pitfalls of a simple
requirement under the debt criterion should also bgenchmark requiring a 1/2Cannual reduction of
considered fulfilled if the budgetary forecasts othe excess of the debt ratio ove0% of GDP,
the Commission indicates that the quéed
reduction in the differential will occur over the
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specifically the volatility of the benchmark and it has ben enlarged by the amendmentsdgulation

vulnerability to manipulatior®).

1467/97(%9).

Graph 1l.2.2illustrates the procedure for judgingHowever, as regards relevant factors, the deficit

whether a country's debt trajectory is

compliance with the debt benchmark.

incriterion and the debt criten are not on an equal
footing. Before establishing that an excessive

deficit exists on the basis of the debt critarithe

Member States subject

teexcessive deficit whole range of relevant factors covered by the

procedures opened before the adoption of the deBbmmission report shouldebtaken into account,

reduction benchmark have

to comply withwhich is not always the case for the launch of

recommendations and notices focussing on thexcessive deficit procedures based on the deficit
only requirement to bring their deficit below 3% ofcriterion.

GDP in a durable manner.

However, a deficit of 3%of GDP does not,
however, ensure that dets-GDP ratios diminish
sufficiently toward 60% of GDP. In fact, this was
the reason why a deb¢duction benchmark had to
be introduced. Compliance with the existing
recommendation to correct the excessive defici
does not thus ensure that the debt benchmark will
be also complied with in the year following the

correction. On the contrary, lacking a sizeabl@? according to Article 2(3) of regulation 1467/97, "The

additional correction, a breach would be likely. In
order to avoid having to
deficit pracedure on the basis of the debt criterion
at the same time of the abrogation of the procedure
based on the deficit criterion, a thrgear
transitional period has been envisaged. i
particular, as specified by the same Article 2 (1a)
of Regulation 1467/97,For a Member State that

is subject to an excessive deficit procedure on 8
November 2011 and for a period of three years
from the correction of the excessive deficit, the
requirement under the debt criterion shall be
considered fulfilled if the Member $aconcerned ()
makes sufficient progress towards compliance as
assessed in the opinion adopted by the Council on
its stability or convergence programrhe

Extension of the list of the other relevant factors

Before establishing that an excessive deficit exists

report shall reflect, as appropriate:

launch an excessivéa) the developments in the meditienm economic position, in

particular potential @wth, including the various
contributions provided by labour, capital accumulation and
total factor productivity, cyclical developments, and the
private sector net savings position;

the developments in the mediderm budgetary positions,

including, n particular, the record of adjustment towards
the mediumterm budgetary objective, the level of the
primary balance and developments in primary expenditure,
both current and capital, the implementation of policies in
the context of the prevention and @mtion of excessive
macroeconomic imbalances, the implementation of policies
in the context of the common growth strategy of the Union,
and the overall quality of public finances, in particular the
effectiveness of national budgetary frameworks;

the deelopments in the mediuterm government debt
position, its dynamics and sustainability, including, in
particular, risk factors including the maturity structure and
currency denomination of the debt, stdidw adjustment

and its composition, accumulatedserves and other
financial assets, guarantees, in particular those linked to the
financial sector, and any implicit liabilities related to
ageing and private debt, to the extent that it may represent
a contingent implicit liability for the government.

the Commission prepares a report under Articl@&he Commission shall give due and express consideration to

126(3) TFEU if a Member State does not fulfil the
requirements specified under either the deficit or
debt criteria. The Commission report should take
into account the other relevant factors whose list

(* The properties of the formula wepgesented in last year
edition of the Report (European Commission, 2011).

any other factors which, in the opinion of the Member State
concerned, are relevant in order to comprehensively assess
compliance with deficit and debt criteria and which the
Member State has put feard to the Council and the
Commission. In that context, particular consideration shall
be given to financial contributions to fostering international
solidarity and achieving the policy goals of the Union, the
debt incurred in the form of bilateral and ilateral
support between Member States in the context of
safeguarding financial stability, and the debt related to
financial stabilisation operations during major financial
disturbances.”
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Graphll.2.2:  Steps preceding the preparatiorof a Report under Article 126(3) assessing a possible breach of the debt criterion

b, < 60% of GDP
STEP 1 YES NO

No further step b, < bb,

YES NO
STEP 2

No further step

STEP 3 (3a) by,, <bb,,, (3b) b, > bb, due to the
effect of the cycle

YES NO NO YES

Conclusions  Nofurther step  COmMIssion report No further step

Source:Commission serees.

In particular, with regard to the deficit criterion,and the a dektib-GDP ratio remains below 60% of
the 2011 reform introduced a distinction betweeGDP, on condition that overall fiscal sustainability
Member States with the det-GDP ratio above is maintained).

or below 60% of GDP. The whole range of other

relevant factors has to the taken into account whetowever,if the Member State'slebt ratio exceeds
evduating the existence of an excessive deficit 060% of GDP,when evaluating compliance with
the basis of the deficit criterion in Member Stateshe deficit criterionthe relevant factors assessed in
with debtto-GDP ratios below 60% of GDP. the Commission report will be taken into account
Moreover, where the excess of the deficit over 3% the steps leading to the decision on the existence
of GDP reflects the implementation of a pensiomf an excessive defic only if the general
reform introduing a multipillar system that government deficit remains close to the reference
includes a mandatory fully funded pillar, thevalue and its excess overethlreference value is
Commission and the Council will also consider théemporary(this is the secalled "double condition
net cost of the reform to the publicly manageaf the overarching principle!)

pillar when assessing developments in EDP deficit

figures for Member States, asntp as the general

government deficit does not significantly exceed % Thenet cost of the pension reform is measured as its direct

level that can be considered close to 3% of GDP" impact on the general government deficit (as defined in
Article 1 of Regulation 479/2009).
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Box I1.2.1: The transition period

In order to assess the debt path during the transition period, a definition of "st
progress towards compliance” is necessary. It is defined as the minimum linear s
adjustment ensuring thatf followed i Member States will comply with the debt ridg
the end of the transition period. This minimum linear structural adjustment path
built taking into account both the influence of the cycle and the forleatdng nature ¢
the debt benchmark. Alsay iorder to ensure continuous and realistic progress to
compliance during the transition period, Member States should simultaneously
the following two conditions:

- First, the annual structural adjustment should not deviate by more than
GDPfrom the minimum linear structural adjustment ensuring that the debt
met by the end of the transitional period;

- Second, at any time during the transition period, the remaining annual sti
adjustment should not exceed % % of GDP.

This shouldensure that the path of deficit reduction chosen by the Member £
sustained over the three years of the transitional period (first condition) and 1
(second condition), while allowing some room for manoeuvre during the tral
period.

A negative assessment of the progress made towards compliance with th
benchmark during the transition period should lead to the preparation of a report
Commissionbased on Article 126(3)

adequate response to the recommendations, the
deadline for correction might not be achieved
Beyond improvement of the corrective arm of théecause ofunexpectedunfavourable economic
SGP, a new Regulation on the enforcement afevelopmentsin case an unexpected economic
budgetary surveillance in the euro area alsevent occurs with  major unfavourable
entered into force on 13 December 2011. Thisonsequences for the Member Statecmwned by
Regulation sets progressive financial ctions the excessive deficit procedure, the possibility
which kick in at an earlier stage of the EDP thamxtending the deadline for correction without
was previously the casA.noninterest bearing stepping up the procedure is, however, considered
deposit of 0.2% of GDP may be requested from anly if the Member State has taken "effective
euro area countrglready when its placed in EDP action" to comply with the recommendation or
(either on the basis of its government deficit ornotice aldressed to it by the Council.

deht). Failure of a euro area country to comply

with recommendations for corrective action willThe 2011 reform of the SGP did not change
result in a fine. dramatically the provisions on assessment of
effective action, but provided some important
elements of clarity. First, the recommendations
issued after the entiinto force of the amndments
will include annual nominal targets, which should
The 2005 reform of the SGP introduced rules tbe consistent with a minimum annual fiscal effort
take into accounthe fact that in spite of &

Enforcement provisions

Assessment of effective action:  which
implications?
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of at least0.5pp of GDP as a benchma(R). This consider whether the Member State concerned has
novelty just aims at transparency; it does not implpublicly announced or taken measures that seem
a repeal of the important changes introdubg the sufficient to ensure adequate progress towards the
2005 reformto return to an obligation of delivering correction of the excessive deficit within the time
a nominal adjustmentSecond, Member State limits set by the Council.

under an EDP will have to prepare a report on the

action taken i n r e s p ohis s a prelimmary assessmenCin mastcasées @rd
recommendation under Article 126(7) or a noticgarticularly so in cases of a mufthnual
under Artide 126(9)(*). The report shall include correction framework.In the specific ase of

the targets for government expenditure andecommendations or notices which have set a
revenue and for the discretionary measures on bodleadline for the correction of the excessive deficit
the expenditure and the revenue side consistempre than one year after its identification, the

with the Council s r e assessmemnt shautdimainly, foclus on thve arledsurea s

information on the measurgéaken and the nature taken for the year following the identification of
of those envisaged to achieve the targets. Repotte excessive deficit.
of Member States subject to a notice under Article
126(9) should also include the information on therh ) .
actions being taken in response to the specific eassesémem O.f effective action when the
. . procedure is held in abeyance
Council recommendatior(8).
If the Commission considers that the Member
These provisions did not apply to State has acted in compliance with the
recommendations that were issued before lf®commendation or notice, it infoerthe Council
December 2011, which is the case for almost th&ccordinglyand the proceduris held in abeyance.
totality of recommendations that characterise
ongoing EDPs. Their implementation will howeverAfter the first and only systematic assessment of
not entail major changes to the methodologgffective action required by the SGP, Member
developed to asses$fertive action for existing States' compliance with the recommendation is
EDPs, which is described below. subject to a continuous monitoring which does not
embed fixed/defined occasions to take stotkhe
_— . . situation.
The initial assessment of effective action
The Council recommendations under ArticleAccording to the Code of Conduct, during the
126(7) establish a maximum deadline of siperiod of abeyance the Commission should assess
months for effective action to be taken. T2@11 whether the measures already announced or taken
reform has explicitly envisaged that, whenare being adequately implemented and whether
warranted by the seriousness of the situation, tregditional measures are announced and
deadline may be three montt§ ( implemented inorder to ensure adequate progress
toward the correction of the excessive deficit
The Code of Conduct of the SGP specifies theithin the time limits set by the Council.
modalities of the initial assessment of effective
action. Fllowing the expiy of the deadline, the _ . :
Commission assesses whether the Member St LtaeCk of eﬁethve aCt.'On' case for stepping up
concerned has acted in compliance with th&'® EDP and imposing sanctions
recommendation (**). This assessment should The Code of Conduct also specifies what should be
done in case it appears that the Member States
() Articles 3(4) and 5(1) of Regulation 1467/97 concerned has not acted in compliance with the
(* Articles 4(2) and 6(1) of Regulations 1467/97. recommendation or notice. Specifically, it requires

&) The reporting requirements of Member States in EDP willp,q following step of the EDP procedure to be
increase with the entry into force of the tyack, which .
foresees bannual and quarterly reporting for 126(7) activated.
recommendations and 126(9) notice respectively (see
Section 11.4).
(") Articles 3(4) of Regulation 1467/97
(*® As indicated in the Code of Conduitt,the case of a notice action takes place after the four month period following the
under Article 126(9), the initial assessment of effective  notice
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This means that theCommission has to The case for postponing the deadline

recommend to_theCouncil to adopt a_decision According to Article 3(5) of Regulation 1467/97

under Article 126(8) in case the Member State w. : . . )
subject to a recommendation under Article 126(76;(%md analogous Article 5(2) in case of noticeH):

- effective action has beenken in compliance with
For euro area Member States, the decision undér . .

. . . a recommendation under Article 126(7) TFEU and
Article 126(8) is followed bya notice under unexpected adverse economic events with major
Article 126(9).In case the MembeBtate does not P )

. . : unfavourable consequences for government
even comply with thenotice, the Treaty envisages

) finances occur after the adoption of that
enforcement measuresder Article 126(11) recommendation, the Council mal; decide, on a

recommendadin from the Commission, to adopt a
revised recommendation under Article 126(7)
TFEU. The revised recommendation, taking into
account the relevant factors referred to in Article

. . . . ... 2(3) of this Regulation may, in particular, extend
The imposition of aworrinterest bearing deposit IS e deadline for the corréen of the excessive

now possible already when the excessive deficl} . : .
. . eficit by one year as a rule. The Council shall

procedure is launched. In particular, the .

o . ., assess the existence of unexpected adverse
Commission will recommend to the Council to . : .

. . ) o economic events with major unfavourable

require anorvinterest bearing deposi(i) in case consequences for government finances against the
the Member State was already subjeot dn q 9 9

. . . . . economic forecasts in its recommendation. In the
interestbearing deposit for inadequate action to

S - . gaseof a severe economic downturn in the euro
correct a significant deviation from the adjustmenarea or in the Union as a whole. the Council ma:
path towards the MTO; or (i))in case of ' Y

particularly serious noemompliance with the also d.ecllde, on a recomr_nendatlon from the
obligations laid down in the SGP Commission, to adopt a revised recommendation
under Article 126(7) TFEU provided thttis does

A Council decision on noreffective actionunder ?eortme"ndanger fiscal sustaibility in the medium

Article 126(8) addressed to a euro area Member
State is now followed by a Commission

The 2011 reform introduced additional
enforcement mechanisms @&uro area Member
States, all already entered into forc®.(

. . . : Therefore, the Regulation allows for the possibility
recommendation to the Council to imposdirae . . :
. of postponing the deadline for correction when a
correspading to 0.2% of GDP as a rulen the . )
. L Member State has taken effective action but cannot
case of Cohesion Fund beneficiaries, the . X
i . meet the deadline for correction because
possibility tosuspend a part of the commitments : .
) N . unexpected events occurredwith  major
under the Cohesion Funid view of a Council
L . unfavourable consequences for government
decision 126(8) exists both for euro area and fqr . ) .
norreuro area Member Stafé3 inances.While this provision was already part of
the SGP since the 2005 reform, the 2011

A decision under Article 126(11) includes, as éntroduced the possibility of considering the

rule, fines up to 0.5% of GDPer year(a fixed postponement of the deadline not only on the basis
' P i Y . of unexpected adverseconomic events for the

“Member State concerned but also in case of a
severe economic downturn in the euro area as a
whole or in the Union as a whole, provided that the
revision does not endanger fiscal sustainability in
the medium tern®f). In this latter eent, the
postponement is not conditional aation taken

component linked to the size of the deficit).

(*® Enforcement mechanisms for euro area Member States are
included both in Regulation 1173/11 on theeefive
enforcement of budgetary surveillance in the euro area ar(tf) Regulation 1467/97 does not provide a specific definition
in Regulation 1697/97 ospeeding up and clarifying the of severe economic downturn for the Union or the euro
implementation of the excessive deficit procedure area as a wholthat could lead to a postponement of the

. deadline for correctianOnly indicatively, a reference is

(®® Council Regulation (EC) No 1084/2006 of 11 July 2006,  provided by the provision specifying whether an excess of
establishing a CohesioFund and repealing Regulation the deficit over the reference value resulting from an
(EC) No 1164/94. economic downturn could be considered as exceptional.
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Abrogation of the procedure in case of a How to assess effective action?

durable correction According to the Code of Conduct, a Member

Some important clarifications on conditions forState should beonsidered to have taken effective
abrogating the excessive deficit procedure havaction if it has acted in compliance with the
been included in the latest versiontbé Code of recommendation or notice, regarding both the
Conduct. In particular, the Code of Conducimplementation of the measures required therein
foresees that a decision on abrogation should la&d budgetary execution. The assessment should in
based on notified (i.e. observed) data and thgarticular take into account wier the Member
abrogation should only occur if the CommissiorState concerned has achieved the annual budgetary
servicesforecast indica®that the deficit will not targets initially recommended by the Counéf) (
exceed the 3% of GDP referenwalue over the and the underlying improvement in the cyclically
forecast horizon®). adjusted balance net of one off and other
temporary measures. In case the observed budget
Irrespective of the structural effort implemented, dadance proves to be lower than recommended or if
"durable correction" is deemed achieved if: the improvement of the cyclically adjusted balance
net of one off and other temporary measures falls
1 () the notified data for the previous yearsignificantly short of the adjustment underlying the
show a deficit below 3% of GDP or a deficittarget, a careful analysis of the reasons for the
close to 3% of GDP that has declinedshotfall would be made. In particular, the analysis
substantially and continuously and where thshould take into account whether expenditure
excess over the 3% threshold is fully explainetiargets have been met and the planned
by the net cost of the implementation of adiscretionary measures on the revenue side have
multi-pillar system that includes a mandatorypeen implemented.
fully funded pillar;
i Based on Regulation 1467/97 and the
and specifications providein the Code of Conduct,
the Commission assessment of effective action

1 (ii) the Comnissionservicesforecast indicate
that the deficit will not exceed the 3% of GDP
reference value over the forecast horizon or
where the excess over the 3% threshold is full§f
explained by the net cost of the implementation
of a multipillar system that icludes a
mandatory, fully funded pillar.

If the deadline has expired but one or both of the
above conditions are not respected, the procedure
should be stepped up. i

According to article 2(2), this would be the casettie
exces over the reference value results from a negative
annual GDP volume growth rate or from an accumulated
loss of output during a protracted period of very low annual
GDP volume growth relative to its potential

(*» Reflecting the operationalization ofethlebt criterion in the
EDP allowed by the 2011 reform, the Code of Conduct also
specifies that the abrogation requires the debt ratio to

reflects the compason of three different
variables:

The recommended effort (R);

The apparent fiscal effort (S) measured by the
change in the structural balance computed
according to the commonly agreed
methodology;

The "adjusted structural balance" (S*), where
the adjustment takes into account:

the impact of revisions of potential output
growth compared to that assumed at the time of
the recommgSeeBoxll.2ans ( U)

the inmpact of the composition of economic
growth or of other windfalls/shortfalls on
revenue the whole effect beingneasured by
the impact of the divergence in the apparent
elasticity of revenue to GDP (net of

comply with the forwardooking element of the debt
benchmark. However, the envisaged transitional period fof?)
the debtbenchmark implies that this provision does not
apply for current EDPs.

The provision on the annual budgetary targets is fully
relevant only for recommendations and notices adopted
after the entry into force of the 2011 reform.



discretionary revenue measures) from its londf
term norm, or, if different, from the value
retained in the macroeconomic scenario
underlying the recommendatioff)(( b ) ,

- the impact of other unexpected events on the
gener al government bal

The comparison of R with S*, to assess the extent
of the effort taken with respect to the
recommended one, is compounded by a
comparison of S and S* which provides an
approximation of unexpected events with an
impact on public finances.

For current EDP recommendationsentailing a
multi-annual correction defined in terms of
average structural efforthe comparison should
focus on the period since the start of the cdivac 1
period until the year for which the budget should
normally already have been adoptédimittedly,

the formulationof recommendations in terms of
average structural effosuggests thabwer effort

in initial years compared to that recommended
should be taken intoaccount as an aggravating
factor in case correcting by the deadline is at risk
in the later years even if due to a deteriorated
macroeconomic scenario inageyears.

How to proceed with the

How to interpret the results?

1

Evolving budg etary surveillance

If S* indicates a lower effortthan that
recommended it can be concluded that no
effective action has been takeWith the
current recommendation geiring an annual
average fiscal effort, consideration should be
given to the existence of a margin for
manoeevre(far feaching the deadline through a
higher effort in the later year$his margin for
manoeuvre is subject to some constraints. In
particular, it should besuch thatthe effort
postponed to later yearsemairs realistic,
especially given the possibility of a less
favourable macroeconomic scenario. However,
no effective action could still be concluded in
specific cases such as a strong backlgadin
the early years of the consolidation period
desjite a supportive business cycle

If S is below the recommended effort but S*
indicates an effort in line with that
recommended, then there is evidence that some
economic events with an impact on public
finances have materialisetHowever, a small
differencewould mean that theinfavourable
consequences for government finanoésthe
unexected adverse economic events where not
major.

careful analysis?

The Code of Conduct requiseacareful analysis of
If the implemented effort, as measured bbyh why the fiscal effort fell short of thainderlying

S and S* is in line with that recommendedthe recommended targets particular, since the
then the conclusion is that effective action hag011 reform of the SGP, the Code of Conduct

been taken; specifies that the careful analysis should take into
accountwhether:
1 the expenditur@lans have been achieved,
%) The id [ h . .
() The i fa S t0~ ocompe Na shorterm - fax 1 the discretionary revemeu measures planned
elasticiyg2 = NT; o/aDGDFgo’ where R is the have been implemented.
E R, UEop,8
C -1 ~C t-1+

level of revenues iy NT, the new discretionary taxesin - The composition of growthnd its effect on the tax

relative tot-1 and gppthe level of GDP irt. It is then

comparedo a reference value. Such comparison allowsth€ 0 mp ut at i on
irevenueg niprePdetaifed @Rdlsi I9sholiltl @ cdriel out,
including highlighting  possible

computati on of a
divergence of the sheterm tax elasticity from the long
term average. The « revenue gap » is the

basehave already been takenté account in the

of S* and i

reasons for

R-R,3 EL"' e DGDRg_ NT, where @ is the
& GDR.g

divergences between the fiscal effort measured by
the change in the structural balance and the
budgetary impact of the measures effectively

reference value for the elasticity. If this expression iﬁmplemented by the Member State concerned. i.e
negative, it means that revenues have not increased how T

they should have, given the change in GDP.

Part Il

n
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divergences between the tdpwn and the bottom 9§ (2) Wha does a careful analysis reveal about
up approach. the expenditure and revenue developments

compared to original plans in case of doubts?
When is extending the deadline permissible? As mentioned above, the application of this
In the case of effective action and an unexpectddamework needs particular caution when effective
advese economic event with major unfavourableaction is assessed in responseeimommendations
consequences for government finances, thenvisaging an average structuraleffort to be
deadline may be extendeby one year as a rule. carried over a mukannual correctionperiod,
However, there is no obligation to postpone thgiven he existence of a margin for manoeuvre for
deadline. Such a decision should includelelivering the required effort in future budgets
supplementargonsiderations on:

1 the size of the gap to the 3% of GDP threshold,
1 the macrefinancial vulnerability,

1 the overall fiscal stance,

1 and any other relevant countspecific factors.

A large amount of uncertainty surrounding the
forecastmight also require caution in proceeglin
with an immediate postponement of the deadline
For exanple, this could be the case if such a
decision is to be considered in the early years of a
multi-annual correctionln case of noreffective
action, which implies a stepping up of the
procedurea decision to extend the deadline in the
new recommendation or the notice can also be
taken. This decision should essentially rest on an
assessment of the plausibility of meeting the old
deadline. If the size of the gap to the 3% of GDP is
too large, then aextension of the deadline could
be considered.

To summarize,following consideration whether
the general government deficit be durably below
the 3% of GDP reference value by the
recommended deadlinthe assessment of effective
action should address theollbwing sequence
which is set out in the decision treeGnaph 11.2.3

1 (1) Has the recommended fiscal effort been
achieved once all possible unexpected
economic events with major consequences for
government finances are taken into account?

1 and
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Graphll.2.3:  The legal steps of the correctivarm of the SGP as of 13 December 2011

Comparison of §, 5% and R

R«<S*¥«<S§ S* <« R
R« S« 5%

S<R< 5%

Non effective action
Effective action has been = EDP stepping-up
taken + possibility to
extend the deadline

Careful analysis

Positive Negative
Effective action Non effective action
=» Possibility to extend the =3 EDP stepping-up + possibility to
deadline extend the deadline

Definitions

Required fiscal effort = R

Change in the structural budget balance = S
Change in the adjusted structlbudget balance = S*
S=Ssx( U+ C+2)

Ef fect of revision of potential output growth on S = U
Overall tax elasticity effecton S =3
Ot her effects on S (e.g. natural disaster) = 2

Careful analysis: analysis of expenditure and revenue developments conspaaidrial plans in line with recommendation, botteapproach.
Source:Commission services.
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Graphll.2.4:  The legal steps of the corrective arm of the SGP as of 13 December 2011

cil

on

For EA MS only
(voted among EA MS)

as a rule, a fine is required (0.2%

GDP + variable component, up
to 0.5% of GDP)

As long as failure to
comply with decision

taken according to Art.

action

In case of non-effective

In case
(i) an interest-bearing deposit
already lodged by the MS through
preventive arm
wor (ii) sericus non-compliance

For EA MS only
(voted among EA MS)

If the deficit or the debt
criterion is breached

Source:Commission services.




3 = NATIONAL BUDGETARY RAMEWORKS: MINIMUM
REQUIREMENTS AND PEEREVIEWS

In the context of the recent overhaul of EuropeaRey requirements in five areas of budgetary

economic governance undertakam responseto
the crisis in 20162011, the role of national fiscal
frameworks has been given new prominence: most
visibly, through the adoption of a binding legal
text on minimum requirements; but also through
the sharing of best practieebetween Member
States through a peereview process.The
monitoring of progressat the EU level is also
supported by an extensive, robust dataset
maintained by the CommissionDirectorate
General for Economic and Financial AffairdG
ECFIN).

3.1. A BINDING INSTRUMENTTHE DIRECTIVE

ON NATIONAL BUDGETARY FRAME®RKS

The Directive on requirements for budgetary
frameworks of the Member States (> was
adopted as part of the SHPack economic
governance package and will be transposed by end
of December 2013. Itses out minimum
requirements for Maber States' fiscal frameworks
in five key areasutlined below, with a view to
ensuring consistency between national fiscal
governance and budgetary discipline provisions
from the BJ Treaties and thet&bility andGrowth
Pact (SGP) The legal istrument bosen was a
Directive, to ensure the most appropriate
association ofiniform EUlevel requirementsvith

the variety of Member States' budgetary structures.
Contrary to voluntary standards, @irective is
binding, but unlike a Regulatioh through which
mog of the SGP rules are establishiedt leaves
Member Stateshe flexibility to choo® the means
they will use to complywith its requirementsin
particular, the Directiveon budgetaryframeworls
allows Member States to adapt their existing
frameworks tathe new EU rules, and leaves open
the possibility of enacting or maintainingi more
stringent  provisions than its  minimum
requirements. This is crucial not only to respect
existing institutional settings, but also to anchor
national ownership of EU rules i

(®® Council Directive 2011/85/EU of 8 November 2011 on
requirements for budgetary frameworks tietMember
States whictentered into force on 13 December 2011.

policy -making

1) Accounting and statistics: Sound fiscal
statistics are not only necessary to support
national budgetary processes froimudget
preparation to execution, they are also crucial
for a proper functining of the EU fiscal
surveillance framework. Building on the
provenmethodological framework provided by
the European System of Accounts, the
Directive  requires accrumsbased data
compliant withESA95 covering althe general
government subsectors, aaldo regular audits,
both internal and external, of public accounts.
Member States are required to publish eash
based fiscal data, at a monthly frequency for
each of the central and regional government
and social security subsectors, while local
governmerg are required to report on a
quarterly  basis. Reconciliation  tables
explaining how ESA95 data is derived from
primary sources should also be made publicly
available.

2) Forecasting:Macroeconomic and budgetary
forecasts are an essential component of the
budget process, as fiscal planning based on
biased or unrealistic forecasts mdnamper
budgetary disciplinen a significant manner
The Directive mandates the public availability
of official macroeconomic and budgetary
forecasts prepared for fiscal plangjrand also

of the methodologies, assumptions and
parameters on which these forecasts are based,;
alternative scenarios (e.g. lowttranexpected
growth) shall also be considered. Furthermore,
the reliability of the forecasts can be improved
through compasions with forecasts from other
institutions i such asthe Commissiori and
independent economic institutes; othelevant
stakeholders should contribute to strengthening
the robustness of forecasts.

3) Numerical fiscal rules: Well-designed

national rulesbased frameworks are known to
significantly enhance budgetary discipline;
numerical fiscal rules can therefore provide
effective domestic leverage for the SGP (itself
a rulebased system defined on quantitative
fiscal targets) through increased domestic
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ownership of fiscal goals. While discretion is requires more clarity on specific items which

left in the definition ofthe numerical fiscal may have ammpacton budges, namely extra
rulesi which may target not just the debt or budgetary funds, tax expenditures and
deficit but alsoexpenditure andr revenus i contingent liabilities.

basic features are mandated in the Directive
These features include ghrequirements that
the targets and scope of the rules Well
defined that effective and timely independent All Member States must fulfil the requirements of
monitoring be put in place, thatstrict the Directive within the given transposition
compliance mechanismmust exist and that deadline that isthe end of 2013By then, Member
well-circumscribed escape clausshould be States must have taken all the necessary legal,
defined This can berelevant not only at the institutional and proedural measures to ensure full
general government level, but also at the-sulzompliance.

national level, as shown in Part IV.

Recent progress on adoption and monitoring

Euro Plus Pact partners aim for an early
4) Medium-term budgetary frameworks implementation. If they so wish, Member States
(MTBFs): Although the annual budget law iscan choose to exceed the requirements imposed by
the pivotal element of fiscal policy in all the Directive They can als@nsure thathese are
Member States, most figk measures have transposed intamationallegislation in advance of
budgetary implications beyond the vyearlythe deadlineThis is the caséor participants to the
cycle a multiannual perspective can greatlyEuro Plus Pactnfembers of theeuro area plus
improve fiscal planning. WhileStability and Bulgaria, Denmark, Latvia, Lithuania, Poland and
Convergence  Programmesare already Romania), who pledged in m2D11 to transpose
presented from a mulinnual perspective, they the Directive by the end of 2012.
could have a greateimpact on domestic
budgetary debatesjotably giventhat annual Sweeping reforms are underway in most
budgets are supposed to be in line with SCBuropean countries. Spurred on by the
commitments. The Directive therefore sets ouimpending deadline for the transposition of the
minimum requirements for domestic MTBF Directive andsupporedin parallelby the sharing
which includea fiscal planning horizon of at of best practice at European leviédrough the
least three yearsheembedding the MTBF into Economic Policy Committe¢EPC) Peer Review
the EU fiscal framework (including referenceprocess which is described belomost Member
to the achievement of the mediumterm States have pently committed to &trengthening
objective, revenue and expenditure projectionf their national fiscal framework. In spite of
on the basis ofunchanged policy and an different national traditions in the conduct of fiscal

explicit link to annual budgets. policy, and of different starting positions,
significantreforms wereundertaken in a majority
5) Transparency: Increasing fiscal of Member States in 2011 in the pursuit of better

decentralisation in most Member Statediscal governance.

strengthens the need for coordination between

central government (whigh according to Taking stock of this progress, the Commission
Protocol 12of the Treaty,s the levelat which  will prepare an Interim Progress Report for the
compliance withTreaty provisions on fiscal Directive by the end of 2012As providedfor by
matters is judged and egional and local the adopted Directive, the Commission will
governments, which manage an increasingreparea report on the measures in place across
share of public expenditure. The Directivecountries implementing the main provisions of the
promotes accountability by calling for nationalDirective by midDecember on the basis of
fiscal frameworks to appropriately cover allinformationto be provided by thélember States
general government tiers andequires that in the seconddif of 2012

Member  States estallish  coordination

mechanisms across subsectors, including

numerical fiscal rules. The Directive also



Part I
Evolving budgetary surveillance

3.2. THE PEER REVIEW ORNONAL FISCAL EU. The Commission services contributed to the
FRAMEWORKS peer review by preparingpuntry factsheets®}

The Directive on budgetary framewsrk(®) While the countryspecific elements usually
constitutes onef two pillars of the Commission's prevailed over common factors, the 2011 peer
strategy to reinforce fiscaltructuralsettingsin the review revealed a number of general trends. It
European Union.The second pillar has beenconfirmed that there was strong momentum for
developed as a forum for discussion amonfjscal framework reform in most Member States.
Member States which should lead to tangibl&his is particularly the case in thoswith
developments in the area. Together with legislativereviously weak frameworksncluding a lack of
initiatives, this two-pronged approach was any independent fiscal institution supporting the
approved in lie final report of the Van Rompuy preparation, execution angssessment of annual
task force on economic govemce It foresawthe budgets, as well amited numerical fiscal rules
organisation of a regular assessment and peand poor mediurterm planning.The peer review
review of domestic fiscal frameworkslongside identified important gaps in these areas and
the requirements set in the Directivés purpose provided policy advice to specify the relevant key
was to seek policy advice and evaluate othebuilding blocks that would need to betpu place.
desirable but noiinding features of domeést Particular attention has also been paid to the need
fiscal frameworks which supporgood policy for comprehensive and timely fiscal statistics.
making The Van Rompuy Task force concurredPressing aheathe implemenation of the agreed
with the earlier Council conclusions of 18 Maycommitments will prove critical for these countries
2010, which invitedhe Commission and the EPCwhich areoften undertaking major macroecaniac
to promote the exchange of best practices, ireforms in parallel, as structural improvements in
particular in view of theelements that have provenfiscal policymaking shouldsupport andgo hand
to be most successful in underpinning fiscain-hand with fiscal consolidatioefforts
consolidation efforts and in contributing to
building up sustainable public finances. Another feature emerging from the peer review is
that reforms are not only taking place in Member
Consequently,hite peer review was carried out inStates with he weakest frameworks. Member
2011 under the aegis of thEconomic Policy States with relatively stronger frameworks are also
Commitee(EPC)in two sessions. The first sessiontaking steps to refine existing structures and add
in May 2011 reviewed the frameworks of 14new building blocks. Whileame of the best fiscal
Member States (Estonia, Ireland, Greece, Italyperformers in the EU have been able to rely on a
Cyprus, Latvia, Lithuania, Hungary, Malta,relatively light fiscal framework based on a
Poland, Portugal, Romania, Slovakia and theombination of mutual trust, strong political
United Kingdom). The second sessicovered the commitment and popular suppothose Member
remaining 13 Member States in November 201$6tateshave recently felt the need twementthe
(Belgium, Bulgaria, Czech Republic, Denmarkjnformal arrangementshey were used tdnto

Germany, Spain, France, Luxembourglegislation, further reinforcing the link betwee
Netherlands, Austria, Slovenia, Finland andolitical commitment andpolicy deliverables
Sweden). Some Member States took further steps to enshrine

key fiscal principles into their national
The output of the peer review took the form ofconstitution, with the intention of providing a
EPC policy advie to the reviewed Member Statesstronger legal base to enforce the reforms.
This nonbinding guidance consisted of elements
that were deemed to improve each country's fisc&rom a thematic point ofiew, crosscutting issues
framework, while taking account of nationalidentified in the 2011 peer review included:
specificities and respecting the wide spectrum df) fiscal rules; (ii)fiscal councils; (iii)medium
institutional and administratés traditions in the term budgetary frameworks (MTBFs) and (iv) sub
national governments slippages (on the relevance

o o of it, see Part IV).
(°®® Council Directive 2011/85/EU of 8 November 2011 on
requirements for budgetary frameworks of the Member
States whiclentered into force on 13 December 2011 (*") See European Commission (26)2
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As part of tle advice delivered in the course of theor enhancing reputational sanctions through
peer review, the introduction of fiscal rules wasncreased transparency.
suggested for a number of countries, especially on
the expenditure side. While these rules share tl@verall, the 2011 peer review process provided a
same general objectives and features (as target amidque opportunity for Member States to brief
scope definibn, enforcement and complianceeach other and the Commission on progress made.
mechanisms, and escape clauses), differefit gave impetus to these reforms by providing
approaches were discussed, including the treatmest a mp | e s of 6good/ best
of cyclical expenditure, tax expenditure and/oMember States. Where appropriate, elements of
expenditure not considered to be directly under thie resulting policy advice were incorporated into
control of public authorities. the countryspecific recommendations in the 2011
European semester exercise. A monitoring process
The introduction or the strengthening of fiscahas been agreed upoby the EPC, whereby
councils has also been advocated for severBMember States' progress towards the measures
countries, though some differences among EP&dvised would be discussed in 2012 and 2013.
Members remained in the assessment of their
performance and suitability. In smaller countriesl.eaving aside common features, the following
resource constraintgeamore often considered to section presents countspecific information about
be a hindrance to their establishment anthe most visible recent reforms introduced ie th
development. An alternative could be to facilitateMember States examined in the November 2011
cooperation between resources scattered acramsssion of the peer revied@®)
existing institutions.
In Austria, the fiscal framework consists of the
The introduction or strengthening of MTBFs wagFiscal Equalisation Law and the Austrian Stability
recommended for sme Member States, mostly Pact encompassing all levels of government as
through the insertion of more binding features. Thavell as the mediurterm expendiire framework
discussion of specific design features address€MTEF), which concerns only the federal
several items, for example the proper mix of fixedgjovernment. On 15 November 2011, the Austrian

prac

and flexible elements or methodologies to accourite d e r a | government adopted a

for multi-year price and costevelopments. braked, with the transiti

government deficit of 0.35% of GDP by 2017. The
Another promising topic concerned soational reform package foresees the extension of the
governments and their place in budgetarfiTEF to the Lander Ilevel. Subsequently,
frameworks. While the construction of a fiscalfollowing negotiations on the debt brake with sub
framework usually begins with the resolution ofnational authorities, the proposed deficit limit was
issues at the central government level, it shouldhised from 0.35% to 0.45% of GDP.
also enompass suimational governments as they
may be an important source of fiscal slippagedn Belgium, the budget process has guatly
especially if expenditures at swiational level are taken the form of a series of agreements or
not matched with the adequate level of fundingonventions not only between the political parties
responsibilities as indicated in Part IV. A numbeiof the governing coalition but also between the
of Member Stateseceived policy advice in this different government layers. The framework relies
field, especially countries with a federal or aon the two existing independent bodies (the
heavily-decentralised administrative structure. Thé&ederalPlannng Bureauand the Hgh Council of
peer review also highlighted the need for furtheFinancd, which continue to positively influence
work to better assess how expenditure in-sulpublic finance developments. By contrast,
national governments could beeffectively numerical fiscal rules and medidrerm budgetary
monitored and controlled. Avenues for furtheframeworksappear to be less develop&dich has
research include stricter internal funding andontributed to frequent slippag in the pastt is
borrowing arrangements, tasking fiscal councilexpected that the frameworlwill undergo
with the monitoring of sumational governments
(in countries with stronger fiscal decentralisation}

%) For Member States examined in May 2011, see European
Commission (2014), pp.107108.
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significant changes as a result of the newevel and introducing a federatiavide early
agreement on institutional reforms which wasvarning system. In 2010, it replaced the former
concluded in October 2011. This calls for adequat€inancial Planning Council and consists of the
measures to reinforce the domestic fiscalederal ministers of fiance and economic affairs
framework wth a view to tackling theising debt as well as the state ministers of finance.
challenge.

In Denmark, given the important role of regional
In the Czech Republic the government has and local authorities in administrating public
launched a review of the existing fiscal frameworlexpenditure, the government put forward a
(dating from 2004)with the aim of improving its proposal for multannual expenditure ceilings
functioning. As a first step, an internal expertcovering all levels of government to tighten
group at the Nhistry of Financeis identifying spending control and to prepare for the effects of
weaknesses in the current framework. In thdemographic ageing in spring 2011. The ceilings
second phase, the government will propose drafire to be underpinned by sanctions, including
legislation which will also aim at complying with reductions in appropriations and grants, and to be
the new requirements on fiscal frameworksontrolled by tle Danish Economic Councils
stemming from EU legislatiorRropsalscurrently (DORS), which are currently monitoring the
under consideration include: possible ways of mpl ement at i on of t he gener
improving coordination between different levels ofbudget plans and quantifying sheetm and long
government a new fiscal rule for local and term budgetary effects of envisaged policy
regional governments stronger enforcement measures and reforms.
mechanisms for the existing fiscal ruyldsetter
monitoring aml ex post evaluation of budgetaryln Spain, in response to peztved weaknegs the
performance and the introdudion sustainability fiscal framework was strengthened in 2044th
considerations in the fiscal targeting. Furthermoreahe obligation forautonomous regiont publish
the possibility ofestablishing an advisory body onstandardised economic and budgetary execution
fiscal and budgetary matters is also undedata on a quarterly basis. In additiamJuly 2011,
discussion. the government introduced an expendituule

according to which central government and
In Germany a wide political debate on the municipalities cannot set an expenditure growth
sustainability of public finances led to anrate greater than the mediterm nominal GDP
amendment of the Constitution in 2009, replacingrowth rate in the setting of their budgetary
the golden rule by the debt brake stipulatingtability objectives. In September 2011, the
balanced budgets for federal and Landeparliament approveda constitutional balanced
governments. For the federal budget, the delmudget amendment, which should prohibit
brake has been in effect from 2011 and applies t&tructural deficits in excess of targets set at the EU
the cyclically adjusted budget. It sets a ceiling fotevel and limit the size of the aggregate debt of all
the federal structural deficit in normal times oflevels of administratiorio the reference value set
0.35 % of GDP which will apply from 2016 with a in the Treaty on European UWmi it also enshrines
transition period starting in 2011. Thethe expenditure rule and prioritises debt
implementation bthe debt brake for the federalrepayments over other expenditureCrucial
budget includes a (virtual) control accountparameters of the constitutional ruleve been
registering deviations in budget execution from theefined in an organic aan budgetary stability
defined level of authorised new borrowing, withspecifying, in particular, the definition of the
overruns entering as debits, and savings as credistructural deficit and the deficit ceilingat the
Debits on the control acaat need to be reduced general government levéivhich is 0 as a general
once they exceed 1 % of GDP, but only in amule but can reach0.4% of GDP in case it
economic upswing and by no more than 0.35% afccompanies structural reforinsthe distribution
GDP per annum. Lander budgets must be balancefl deficit and debt limits between the different
as of 2020. The constitutional amendment alskevels of admiistration and the responsibility of
included the establishment of a Stability Councieach government in case of breach, the exceptional
with a view to enhancing the monitoring ofcircumstances that can justify exceeding the limits,
budgetary developments at the federal and Landandthe correctite mechanism$or noncompliant
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administrations.The act entered into force on 13.3. EVIDENCE FROM THE SCAL
May 2012, but the @in binding provisionswill GOVERNANCE DATABASE
only take effect from 2020 onwards.
With a view to supporting the EU reflection and
In France, in line with the constitutional reform of decisioamaking processthe Fiscal Governance
July 2008,a second mukannual public finance database maintained by DG ECFIN collecs
planning act was passed for the 2014 periodin  information on themain elementsof national
December 2010. On the expenditure sidee t budgetary frameworkthat underlie the conduct of
target now covers the whole general governmemtudgetary policies of general government at all
sector, including local authoritiesA maximum stageg®®), such asnational fiscal rules, medium
increase in expenditure compared to that of 201f@rm budgetary frameworks, and independent
has been set antkntral government expenditurefiscal institutiors.
excluding interest payment s and civil servantsé®o
pensions is ne to remain unchanged in nominal The fiscal governance database was created as a
terms An annual ceilingexists for healthcare result of the Ecofin Council's January 2006
spending and for the main mandatory funds oflecision to askthe Commission to conduct a
social security Transfers to local governmentscomprehensive analysis of the existing national
have beeffrozen in nominal terms. fiscal rules and institutions in the EU Member
States. In April 2009the Ecofin Councilinvited
In the Netherlands the September 2010 Coalitio Member States to annually update the
Agreement endorsed new rules, following theCommission's questionnaire on changestheir
advice of the Budgeting Framework Commissionfiscal governance.
These include (i) the adoption of a signalling
margin: a downward deviation of one percentag&he most recent update of the fiscal governance
point relative to the path for the generaldatabase focused on changes in fiscal frameworks
government deficit would igger additional thattook placein 2010.
consolidation measures; (ii) expenditures sensitive
to cyclical trends (unemployment benefits, social o
assistance benefits and movements in the terms '\c')‘r'mer'cal fiscal rules
trade) and interest expenditure have beefihe Commission services have defined a
reintroduced within the expenditure ceilingcomposite index measuring the strength of
frameworks; (iii) the rule that spending overrunswumerical fiscal rules based on five dimensions, on
should be compensat ed which iaforndatop bas been mlecteththnougtethe wa s
broadened; (iv) a windfall formula for tax relief annual surveyThese ar¢he rules'statutory base,
was introduced, but subject to strict eligibilitythe room for setting or revising objectives, the
conditions. nature of the bodies monitoring compliance and
fostering enforcement of the rule,their
In Sloveniag the budget for 2010/11 was prepdr enforcement mechanisms, and media visibility.
using performanceased budgeting, whereby theThe index also takes into account the coverage of
budgetary lines are translated into 16 policy areageneral government fimges by the numerical
for the first time. A newexpenditure ruldor the fiscal rules.
general government (in cash termsis applied
for the 201114 period It lays down expenditure In 2010, the number of numerical fiscal rules in
ceilings on a rolling basis by limiting expenditureforce increased by two compared to 2009. Thus 24
growth to potential GDP growth (both in nominalMember Stateswere operatinga total of 70
terms) and restraining it further as long as thaumerical rulesn 2010 Cyprus, Malta and Greece
primary deficit and the general government debdid not have any numericalstal rules, as in
(as % of GDP) exceed their target valuesilings previous years). This increase is a result of new
are fixed for the first two years and indicative
ceilings for the following two years.

(*® The fiscal governance dataset is accessible on DG ECFIN's
website at
http://ec.europa.eu/economy_finance/db_indicators/fiscal_
governance/index_en.htm.
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Graphll.3.1:  The fiscal rule index (FRI) in the EU27 and selected groups of Member States, 1990 to 2010
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rules introduced in2010, of which two were central and general government while the majority
implemented in the hited Kingdom one in 1 over 30 per cerit applied to local government
Slovenia and one in Btonig while at the same
time, Sovenia and Germany abolished one The fiscal rule index (FRI) summarising the
existing rule each average strength of numerical fiscal rules in force
in the EU27 countries along five dimensions has
By type, budget balance rules continued to be threcovered from its first ever drop in 20q®) This
most widely used, making up anmad 40 per cent of
the rules. Debt rules and expenditure rules i ]
correspondto 27 and 24 per certf the rules, (") Note that the fiscal rule index calculated from the

. . 2009 data is obtained from slightly modified
respectively About 25 per censpplied to both calculations as compared with earlier releases of the

Graphll.3.2:  The fiscal rule index (FRI) in the EU-27 by country, 2009 and 2010
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results mainly from the two new rulesbudgetary targets and the preparation of the annual
implemented in th United Kingdomthatreplaced budget, (3) the involvement of national
previously suspended rules. Graph 11.3.1 shows thgarliaments in the preparation of the mediterm
FRI over time, for the EU27 and for the 2804 budgetary plans, (4) the existence of coordination
members (EU15) and more recent entrants (EU12nechanisms between subsectors of general
It shows that e average strength of numericalgovernment prior to setting the mediderm
fiscal rules has increasedore significantly inthe budgetary targets, and (5) the mitoring of
EU15 than it hasamongt theEU12. In terms of enforcement mechanisms  of uhi-annual
individual Member StateSraph 11.3.2 shows the budgetary targets.
value for the FRI by Member State for 2009 and
2010. It highlights thesignificant improvement of 2010 saw several changes to MTBFs in the EU
the Unhited Kingdom and minor changes tang Member States. A major novelty was the new
place in other countries. budgetary framework in Greece which aims to
include fiscal targets for the general government
andits sectors as well as measures to achieve these
targets, as a minimum. In Polana, Multi-Year
Mediumterm budgetary frameworks (MTBFs) areFinancial Plan of the State is prepared as of 2010.
defined as institutional policy instruments thatt comprises a statement of the government
allow the extension of the horizon for fiscal policymediumterm  fiscal  policy, = mediunterm
making beyond the annual budgetary calenfidr projections of expenditureand revenue and
Similarly to fiscal rule index, the MTBF index aggregate fiscal projections together with
captures the quality of these devices based on fiveacroeconomic assumptions.
dimensions: (1) the existence of a domestic MTBF,
(2) the connectedness between the mantiual Graph 11.3.3 shows the MTBF index for all
Member States for 2009 and 2010. It shows that in
2010 the quality of mediusterm budgetary
index. Still, figure 3 is based on a recalculated serikameworks as measured by the MTBRdex
of the fiscal rule index for the whole period esed experienced an improvement compared to 2009.
by the dataset, therefore comparability in time is nofhjs results from the considerably higher score of
» impaired by the change in methodology Greece that had no MTBF before, as well as mino
() See European Commission, Directorieneral _for improvements in several other atries including

Economic and Financial Affairs (2007) for this definition .
and details. Poland, Italy and Slovenia.

Medium -term budgetary frameworks

Graphll.3.3:  The MTBF index in the EU27, 2009 and 2010
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Evolving budgetary surveillance

Independent fiscal institutions Even with the increase in the number of fiscal
. ncils, among the new EU Members only 5 hav
Independent fiscal institutions are a furtherCou clis, among the new U Membe S0 y5. ave
Lo . . such institutions Estona, Hungary, Lithuania,
institutional mechanism to improve budgetary; . o

erformance andhelo foster a mediumterm Slovenia and RomanjiaThis might be due to the
P P fact that independent fiscal institutions require a

orientationfor budgetary policy Their role & to o ; f fi :
rovide independent input, analysis assessme%?rtam investment in terms of adequate financing
P ! ’ nd skilled human resources, in contrast to other

and/or recommendations in the area of fisca :
: areas of fiscal governance wharkanges can be
policy. In a number of EU Member States these ;
I ' : achieved by legal instruments. Some of the new
institutions (also called fiscal councils) have
: S . : EU members may thereforbave preferred to
proved to be instrumental in improving fiscal . .
concentrate their human resources for monitoring

policy .maklng by .pOV|d|ng positive and/or fiscal policy making in the central bank, ministries
normative analysis, assessments, and, . .
of finance, and academia.

recommendations.

In 2009, there were 29 independent fiscal
institutions located in 17 EU Member Stat8sich
institutions were far more common in the former
EU15, often having a long history. irew Member
States some tasks of independent fiscal institutions
are often assumed by central banks that are not
covered under the definition used in the survey.

In 2010 three new independent fiscal institutions
were established3reece, Romania and thenited
Kingdom), two were reformed Sweden and the
United Kingdon) and one closedtély). The new
Greekfiscal council, the Parliament (State) Budget
Office, is responsible for monitoring the
implementation of the state budget, the analysis
and evaluationof the state budget's data and
forecasts and of the sustainability of long term
fiscal figures. The Romanian Fiscal Council is
composed of five members who will support the
work of government and parliament in the process
of elaboration and development dfscal and
budgetary policies. Finally, the Office for Budget
Responsibility, new fiscal institution in thenited
Kingdom, is responsible for examinng and
reportng on the sustaebility of the public
financesandfor assessinghe extent to which the
fiscal mandate has been, or is likely to be
achieved.

In Italy, on the other handhe Italian Institute for
Studies and Economic Analyses (ISAEBased to
exist at the end of 2010. The closure of the
Institute was part of a general ratiosation of
public bodies.The new Constitutional law on a
balanced budget rule envisages the creation of a
fiscal council within the Italian Parliament.
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4 « PROPOSAL INTRODUCINGENHANCED MONITORING

AND ENSURING THE CORECTION OF EXCESSIVEBEFICIT
OF THE MEMBER STATH$ THE EURO AREA

1) A proposal for aRegulation on common
provisions for monitoring and assessing draft
budgetary plans and ensuring the correction of
Member States experience strong interlinkages excessive deficitof theMember States in the euro
between both their economic situations and area.
their budgetary policies The management of the
public finances in each of the euro area Membe&?) A proposal fo a Regulation on the
States becomes a matter of common concern givetrengthening of economic and budgetary
that it may affect all other participant countrigs. surveillance of Member States experiencing or
good times, this itrerdependence brings increasedhreatened with serious difficulties with respect to
prosperity. But it also means that the sharing dheir financial stability in the euro area.
risk should be accompanied by a sharing of
responsibility and a seamless procedure coverinthis secondproposedRegulation sets out explicit
all eventualities, including the use of financialrules for enhanced surveillance for those euro area
backstopsis needed Member States facing severe difficulties with
regard to their financial stability; those in receipt
The Stabiliy and Growth Pact (SGP) containedof financial assistance on either a precautionary
stronger provisions for the euro area Membebasis or as part of a fulicale assistance
States since its inception and the Six Packrogramme;and those in the process of exiting
enhanced and added to these. In this way, tlseich assistance. For the first time, there will be a
imposition of financial sanctions in case euro areeommon and graduated framework that will set out
Member States do not comply withetrules of the the surveillance requirements made in such cases.
SGP has been intensified. In addition, it was
necessary to adapt the surveillance framework fbaken togetherthese proposalputs in place an
the exceptional situations of euro area Membenhanced monitorgn procedure that builds on and
States under financial assistance, and for thosemplements th&GP for the euro area Member
experiencing financial difficulties. States, ensuring a seamless continuity of policy
monitoring in all budgetary situations.
The increaimg awareness of the interlinkages of
the euro area economies has led to aRollowing the usual process for the adoption of
acknowledgement of the need to further reinforctegislative proposals both texts have siechbeen
the framework for budgetary coordination andliscussed in the Council and the European
governance for euro area Member States. In thHearliament. The Council reached agreement on a
light of this the Commission put forwad two general approach to thproposed Regulatiors,
additional proposals for legislation and a Green which was endorsed by the 21 February ECOFIN.
Paper on Stability Bonds on 23 November 2011 The European Parliamént negotiation position
(the Green Paper is described in Box 11.4.1). was adopted in plemameeting on 13 June 2012.

A clear need for an enhanced monitoring of
budgetary policies in the euro area

Both proposalsare based on Article 136 of theAt the date of publication, the negotiations
Treaty on the Functioning of the European Unioetween the ctegislators have just started.
(TFUE), whichallows specific legislation aimed at Accordingly, this  Chapter presents the
reinforcing budgetary coordination andCommission proposals of 23 November 2011.
surveillance in theeuro areo go beyond the legal

framework applicable to the Union as a whole

(corresponding to Regulations No 1466/97 and

1467/97 in the context of fiscal swiltance). This

so-called Two Pack comprises
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Evolving budgetary surveillance

Box 11.4.1: Stability Bonds

The recent discussion about possible common euro area debt issuance ignited again in pésicthe
Report of the Presanht of the European Council of 26 June 2012 (see European Council (201))
presentsa vision for the consolidation of the Economic and Monetary Uritwe report states that "In
medium term perspective, the issuance of common debt could be expoaedelement of.a fiscal unior
A large number of proposals for Eurobonds have been put forward, including the issuance of mu
bonds combined with a debt redemption fund as suggested by the German Council of EconomidAd
different optionof Stability Bonds as outlined in the Commission's Green Paper or the common issu
shortterm debt securities (Bills). These various Eurobond schemes differ remarkably related to the
the structure and the time pattern of the new instrunfenfurther frame the intensified public debate
common debt issuance in the euro area, the European Commission published a Green Pap
feasibility of introducing Stability Bonds on 2Bovember2011. It identified significant potential benefits
introducing Stability Bonds. Creating a new sovereign bond market segment would accommoc
shortage of stable, deep and liquid assets in the euro area. Although common issuance of governmr
is unlikely to play any decisive role in overcoming turrentsovereign debt crisis, Stability Bonds cot
over the medium term contribute to completing the institutional setup of EMU. Stability Bonds
thereby (i)facilitate the transmission of monetary policy, ¢i§epen the internal market and rendapital
markets more efficient, (iiincrease the stability and shock resilience of the financial sectorai®é) the
attractiveness of ewarea financial markets and the euro at global level, ande@uce the impact ¢
excessive market fluctuatis on sovereign borrowing costs and hereby strengthen the stabilit
robustness of government financing. The European Commission considers that the main feature of
issuance should be overall enhanced financial stability. To emphasize this aamili&tability Bonds" is
used instead of "Eurobonds".

The Green Paper outlines three generic options for common issuance, by combining two main feal
guarantee structure (joint and several vs. several) and the degree of substitution of maj@nalssuance
(partial vs. complete):

i Option1, based on joint and several guarantees, full substitution of national bonds;
T Option2, based on joint and several guarantees, partial substitution of national bonds;
T Option3, based on several guarantgestial substitution of national bonds.

The three options are characterized by different taftfebetween expected benefits on the one hand
the fulfilment of preconditions as well as the difficulty of implementation on the other hand. Option 1
to be the most likely to provide a high credit quality of commonly issued bonds, as well as major |
effects on financial integration, on financial stability and on the global attractiveness of EU fir
markets. At the same time, this approactulddowever imply the greatest risk of moral hazard, as it wi
completelysuppresdinancial markets and market interest rates as signals and incentivéasdieidual
Member Statediscal policy. The third approach addresses this latter concern, w&hligst in the absenc
of further credit enhancement, it does not provide the best credit quality or not the best rating. Const
the expected level of liquidity of the Stability Bonds would be more limited. The impact on fini
integration, orfinancial stability and on the global attractiveness of EU financial markets would ovel
rather medium to low. The second option is commonly referred to as ther8olapproactf'and balance:
the different previous arguments. It implies a relativegh credit quality for common bonds ("blue bond
and addresses at the same time the risk of moral hazard through the remaining gadéiaraeed bonds (¢
"red bonds"). Member States with higher debt would not be able to refinance them through dmmnog
but beyond a threshold rely on financing all additional debt through national bonds. As they w
obliged to serve the common bonds first (seniority principle), the national bonds would be issued &
costs. The three approaches also diffeterms of required adjustment of the regulatory framework

SeeGerman Council of EconamExperts (2011)
2 See Delpat al.(D10).

(Continue d on the next page)
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Box (continued)

option3 would not call for changes of the Treaty on the Functioning of the European Union (TFI
could be used as shdgdrm immediate crisis management tdal.contrast to this, optis1 and2 would
need Treaty changesd are therefore more suitable as medium to-teng instruments. Hereby Stabili
Bonds option 2 could be launched as medterm tool to repair financial markets after the crisis, wl
option 1 would rather be anstrument to complete the EMU architecture in the long run by contributi
a more advanced economic and financial architecture.

While Stability Bonds would provide substantial benefits in terms of financial stability and eco
efficiency, it is essdial to meet important economic, legal and technical preconditions. The positiy
effects of common issuance of bonds depend on managing the potential disincentives for financial ¢
and the therefrom resulting consequences. Budgetary disciplisebe guaranteed in order to limit mo
hazard. While the EU's governance framework has been considerably reinforced over recent
remains to be seen whether such a framework would provide sufficient safeguards also in a frams
more advaned or ambitious forms of common issuance. In such a case, additional criteria or condit
the participation in common issuance might be warranted. Second, Stability Bonds would need to h
credit quality to be accepted by investors. The ssgfaéimplementatiorof the new economic governan
framework already in force and in the process of being put in place may be a significant step
fulfilling the preconditions for common issuances. Furthermore, consistency with the EU Treaty e«
essential to ensure the successful introduction of Stability B&wsmon bonds must not be in breach w
the Treaty prohibition on the "bailing out" of Member States (Art. 125 T)FEhbis would be particularly
relevant within Bond issuance under joamd several guarantees. While some options would require T
changes, others would not. Issuance under several but not joint guarantee would be possible v
existing Treaty provisions. Overall, the technical design of Stability Bonds impacibmle mentioner
issues. It is therefore most important to consider various desigonspand to analyse theesulting
consequences. The Commission's Green Paper elaborated on the various parameters and o)
provided a first tentative analysis &ir advantages and disadvantages.

In winter 2011/2012 the Commission invited all citizens and organisations to contribute to the
consultation on its Green Paper on the Feasibility of introducing Stability Bonds. The results of the
consultaibn, published in May 2012, showed significant differences in views between supporters
opponents to Stability Bonds. However, the majority of respondents were in favour of impleme
common debt issuance instrument. Most of the supporters sggraspreference for Stability Bonds opti
2. Overall, several issues were raised: Respondents voiced their concerns about moral ha
emphasised on the fact that sufficient fiscal discipline should be ensured before implementing :
Bonds. Theefore a stable legal and governance framework should be put in place. Furthermore par
stressed that Stability Bonds under joint and several guarantees should involve a tight control on
budgets possibly including a restriction of sovengyg Especially market stakeholders called for a st
and definite instrument, rather than a transitory one and esizglsimplicity and transparency. The
objected to hybrid or overollateralised structures, with or without credit enhancement, aralifed a
simple issuance structure, ideally via a central debt management office. Fears of an unjustified bl
citizens and an increase of financing costs forrsatiional entities have also been put forward. Finally, l¢
concerns were addressed aslw

Even if the number of replies is relatively low and cannot be interpreted as representative, they offer
shapshot of relevant concerns and preconditions of political and technical nature. The public con
was a useful process for fuethreflection on Stability Bonds, as it revealed several additional issue
addressed in the Green Paper. The issues raised in the responses are being studied by the C
services and further reflection is taking place on possible implementatiemss of Stability Bonds.

Due to the existence of traaéfs between the political scope of a new instrument and the legal, politici
technical feasibility of introducing such an instrument in the short term, more limited options for cc
issuance 1@ under discussion. Especially if the main objective was to design common issuance as
management took, an instrument that differs in design and phasing compared to the Green Paper a

(Continued on the next page)






















































































































































































































































































































































































































































































































































































































































































































