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Summary

In 2003, the fiscal deficit for the euro area continued to
increase for a third consecutive year, mainly reflecting
lower growth than previously expected. The nominal
deficit rose from 2.3 % of GDPin 2002 to 2.7 % of GDP
in 2003 and is, according to the latest Commission fore-
casts, projected to be roughly unchanged in 2004 and
2005. However, this aggregate outcome results from
diverse budgetary performances across Member States.
In 2003, five euro-area countries had budget positionsin
balance or in surplus, both in nominal and cyclicaly
adjusted terms. In contrast, in four euro-area Member
States actual deficits were equal to or above 3 % of GDP
in 2003.

In Germany, despite significant consolidation efforts,
the general government deficit continued to deteriorate.
The actua deficit increased from 3.5 % of GDP in 2002
to 3.9% of GDP in 2003. The deficit is projected to
remain above 3% of GDP in 2004 and drop slightly
below 3 % in 2005. The actua deficit continued to dete-
riorate rapidly also in France, where it reached 4.1 % of
GDP in 2003. According to the latest Commission fore-
casts, the actual deficit should remain well abovethe 3 %
of GDP reference value also in 2004 and 2005. Portugal
managed to reduce the actual deficit below 3 % of GDP
in 2003 (to 2.8 % of GDP), as requested in the recom-
mendations made by the Council. The Portuguese
authorities continued, however, to rely on sizeable one-
off measures and on the basis of the current policies, Por-
tugal is projected to breach the threshold again in 2004.
The deficit remained high in Italy, at 2.4 % of GDP in
2003, in spite of sizeable one-off measures. The deficit
is projected to breach the 3 % of GDP reference value by
2004 and to approach 4 % of GDP in 2005. In the Neth-
erlands, the nomina deficit in 2003 amounted to 3.2 %
of GDP. Recent forecasts show an even higher deficit for
2004 at 3.5 % of GDP, which should declineto 3.3 % of
GDP in 2005. The nominal deficit has worsened sharply
in Greece, reaching 3.2 % of GDP in 2003 and, after
breaching the reference value in 2004, it is expected to

decline dightly below the reference value in 2005. Out-
side the euro area, nominal deficits breached the refer-
ence value in the UK (3.2 % of GDP in 2003), Cyprus
(6.3 %), the Czech Republic (12.9 %), Hungary (5.9 %),
Malta (9.7 %), Poland (4.1 %) and Slovakia (3.6 %). On
amore positive note, compared to the previous year the
nominal budget balances in 2003 in the euro area
improved in Belgium (improvement of 0.1 percentage
points (p.p.)), Spain (0.3 p.p.) and Ireland (0.4 p.p.). Out-
side the euro area, similar developments can be men-
tioned for Estonia (0.8 p.p.), Latvia (0.9 p.p.), Hungary
(3.4 p.p.), Slovenia (0.1 p.p.), Slovakia (2.1 p.p.) and
Sweden (0.7 p.p.).

In cyclicaly adjusted terms, the deficit in the euro area
decreased dlightly in 2003 but remained high at 2.2 % of
GDP. In particular, it remained high in Germany and
France, while it deteriorated in Greece, Austria and the
UK. According to the latest Commission forecasts, the
cyclicaly adjusted balances (CABS) in the euro areaand
EU-15 are projected to be roughly unchanged in 2004
and 2005. The budgetary consolidation process seems
therefore to have stalled. Past experience shows, how-
ever, that efforts to improve the underlying budget posi-
tions should be made as economic conditions recover in
order to ensure sufficient room for the automatic stabilis-
ers to operate when necessary.

After several years of moderate decline followed by a
stabilisation in 2002, the euro-area government debt/
GDP ratio increased to 70.4 % in 2003 and in EU-15 to
64.0 %. According to the Commission’s spring 2004
forecasts, the debt ratio is projected to increase slightly
in 2004 to 70.9 % of GDP and remain at the same level
in 2005. The aggregate average debt ratio in the new
Member Statesis lower than in the euro area. The ratio
isneverthel ess projected to increase somewhat and reach
45.2 % of GDP in 2005. Among them, improvement is
expected only in Estoniaand Hungary.
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In the medium term, the euro area would, according to the
latest updates of the stability and convergence pro-
gramme, improve its CAB by slightly less than the
required 0.5 p.p. of GDP per year in the coming years.
Thus, a close-to-balance position in cyclically adjusted
terms would almost be reached by 2007 (— 0.7 % of
GDP). However, in the case of some Member States, the
projected budgetary adjustment is insufficient to ensure
that a close-to-balance budgetary position would be
achieved and that a sufficient safety margin to prevent a
breach of the 3 % of GDP reference value would be
reached before 2007. It should also be noted that the
medium-term objectives of some Member States are
based on growth assumptions which, in light of the Com-
mission’s spring forecast, appear to be overly optimistic.
Moreover, the implementation record of the programmes
has, in several cases, been below expectations, leading to
a repeated postponement of the achievement of the close-
to-balance objective. Budgetary targets set in the updates
seem, in some cases, to be too optimistic, even with
growth rates as expected in the updates. It is vital for
Member States to reach the SGP’s medium-term target in
order to ensure that the automatic stabilisers work freely
and to decrease the risk of unsustainable public finances
in light of ageing populations.

As far as the medium-term plans of the new Member
States are concerned, all the May 2004 convergence pro-
grammes foresee favourable growth prospects to be con-
tinued over the entire programme horizon. According to
the countries’ own estimates reported in the convergence
programmes, the expected development in the projection
period indicates a substantial consolidation of public
finances for all of them. Thus, by 2007, only the Czech
Republic and Hungary foresee general government defi-
cits still above the 3 % of GDP reference value. Particu-
larly strong deficit reductions are expected in the
countries with initially high deficits, such as Cyprus,
Malta and Hungary. Following a different path, Estonia
plans to move from the 2003 government surplus down to
balance in 2005. In contrast, Poland’s consolidation
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endeavour looks backloaded as the government is still
pursuing an expansionary fiscal policy in 2004, hence
generating further deficit increases in the early years of
the programme, compensated by a consolidation between
2005 and 2007. According to the convergence pro-
grammes, all the new Member States except Latvia and
Lithuania are expected to improve their structural bal-
ances by 2007. Nevertheless, in Slovakia, Hungary and
the Czech Republic, the structural deficits are forecast to
stand at or above 3 % of GDP in 2007.

For the third year in a row, the EU budgetary surveil-
lanceincludes an assessment of the sustainability of pub-
lic finances on the basis of the updated stability and con-
vergence programmes submitted by EU-15 in late 2003.
Thisyear’' s assessment confirms the track record of con-
tinuous improvements in the way the sustainability is
assessed. For the quantitative indicators, the cyclical
component of the budget has been netted out in the first
year of the projection, so the long-term projections are
only affected by the more structural components of the
budget. Also, greater attention has been devoted this
year to qualitative features when making the assessment,
which hasalleviated the mechanistic interpretation of the
results obtained and given the assessment a significantly
higher information value. Overall, the analysis shows
that risks to long-term sustainability are still present in
nine countries, in five of which (Belgium, Greece, Italy,
Germany and France) the difficulties are more serious,
while the other four (Portugal, Spain, the Netherlands
and the UK) face some risks from medium-term budget-
ary developments or from uncertainties over the long-
term projections of pension expenditures (Spain and Por-
tugal). Finally, six countries (Ireland, Denmark, Finland,
Austria, Luxembourg and Sweden) seem relatively well
placed to meet the cost of an ageing society, but never-
theless face budgetary challenges as a result of ageing
populations.



1. Budgetary developmentsin theeuroarea
and EU Member States

1.1. Short-term developments
and prospectsfor the budget balance
and public debt

In 2003, the budgetary position in the euro area deterio-
rated for the third year in arow (see Table I.1). Com-
pared to 2002, the nominal deficit increased by 0.4 per-
centage points and reached 2.7 % of GDP. This
development is largely explained by the functioning of
the automatic stabilisers in a macroeconomic environ-
ment which was considerably less favourable than previ-
ously expected. The aggregate nominal deficit aso
worsened in the case of the new Member States (NMS)
by 0.8 percentage points and reached 5.7 % of GDP in
2003 (see Table 1.2). Accordingly, the aggregate deficit
for EU-25 as awhole amounted to 2.7 % of GDP.

The aggregate outcome for the euro area as a whole
results from diverse budgetary performances across
Member States. In the case of Germany, France, Italy
and Portugal the budgetary positions in 2003 remained
weak with nominal deficits ranging from 2.4 % of GDP
in Italy to 4.1 % of GDP in France. As a result of the
developments in the course of 2002, Germany and
France have remained in excessive deficit positions,
whilein Portugal, the deficit has been kept just under the
3 % of GDP reference value despite a shrinking econ-
omy (see Part 11.2.3 of this report). In 2003, the nominal
deficit has also sharply deteriorated in the Netherlands
and Greece, and outside the euro area, in the UK, reach-
ing 3.2 % of GDP. Nevertheless, in spite of a protracted
period of low growth, seven EU-15 Member States, of
which five are euro-area countries, had nominal budget
positions in balance or in surplus. Overall, the nominal
budget balances in 2003 did not worsen (or did so only
marginally) compared to the previous year in the case of
Belgium, Denmark, Spain, Ireland, Sweden, Italy and as
already mentioned, in Portugal, although for the latter

two this is mainly due to sizeable one-off measures
amounting to around 2 % of GDP in each country.

The budgetary performance also differed across the
NMS. Nominal budget balances in 2003 varied from a
deficit of 12.9 % of GDP in the Czech Republic to asur-
plus of 2.6 % of GDP in Estonia. In the case of Cyprus,
the Czech Republic, Hungary, Malta, Poland and Slova-
kia, the nominal deficit in 2003 was above the reference
value of 3% of GDP, and only Estonia had a surplus
budgetary position. Relative to 2002, the budget position
remained roughly unchanged or improved in four coun-
tries, while it deteriorated in Cyprus, the Czech Repub-
lic, Lithuania, Malta and Poland. The improvement was
particularly important in Hungary and Slovakia.

L ooking ahead to 2004 and 2005, the Commission’ sspring
2004 forecasts project that economic growth in the euro
areaasawholewill return to potentia by the end of 2004.
The nominal budget balance is expected to remain roughly
unchanged in 2004 aswell as 2005. In light of an improve-
ment of the economic situation coupled with budgetary
consolidation, the aggregate nominal deficit for the NMS
is foreseen to decline to 5.0 % of GDPin 2004 and 4.2 %
of GDPin 2005. Asaresult, the aggregate budget position
for the EU as a whole would dightly improve during the
forecast period and reach 2.5 % of GDP in 2005.

At the Member Statelevel, the budgetary positionsinthe
case of Belgium and Ireland are expected to deteriorate
into deficit positions in 2004. Under a no-policy-change
assumption, the deficits in both countries would con-
tinue to worsen in 2005. In contrast, Spain, Finland,
Denmark and Sweden are expected to maintain their
budgetary positions in surplus throughout the forecast
period. Among the NM S, thisisalso the case for Estonia.

On the basis of current policies, the Commission forecasts
project that the nomina deficits in Germany, Greece,
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France, Italy, the Netherlands and Portugal will be exceed-
ing the 3% of GDP reference value in 2004 and, except
Germany and Greece, aso in 2005. In Germany, the nom-
ina deficit is projected to remain above 3% of GDP in
2004 and move dightly below the reference value in 2005.
Similarly, in Greece, the nomina deficit is expected to
breach the 3 % of GDPin 2004 and decline dightly below
the reference value in 2005. The period of weak budgetary
situation in France is being prolonged, since the nominal
deficit is expected to remain well above the 3% of GDP
threshold also in 2005. Although Portugal appears to have
complied with the terms of the excessive deficit recom-
mendation addressed to it in 2002, the nomind deficit is
foreseen to exceed 3% of GDP again, in both 2004 and
2005. In Italy and the Netherlands, the nominal deficitsare
expected to breach the reference value in 2004 and, in the
case of Italy, to deteriorate further in 2005.

The nominal deficit is projected to be high also in other
Member States. In the UK, it is foreseen to remain well
above 2 % of GDP during the forecast period and in Aus-
tria, the nominal deficit would be around 2 % of GDP. In
the NMS, the nominal deficit is expected to decline or
remain unchanged in five countries. In the case of
Latvia, Lithuania, Poland and Slovakia it is, however,
projected to deteriorate in 2004 and would stabilise or
decrease only by 2005.

In cyclicaly adjusted terms, the deficit in the euro area
decreased dightly in 2003, but remained high at 2.2 % of
GDP. According to the Commission’s spring 2004 fore-
casts, the cyclically adjusted budget balanceis projected to
remain stable in 2004 and 2005. The budgetary consolida-
tion process seemsthereby to have stalled. At the Member
State level, eight EU-15 countries, of which seven are in
the euro area, are foreseen to have cyclically adjusted def-
icits above 0.5 % of GDP by 2005. Among the countries
with higher cyclically adjusted deficits, deterioration is
expected in Greece, Italy, Austria and Portugal, while
improvements are foreseen in Germany, France, the Neth-
erlandsand the UK. Inthe cases of France and Greece, itis
still projected to be above 3 % of GDP in 2005.

After severa years of moderate decline followed by a sta-
bilisation in 2002, the euro-area government debt/GDP
ratio increased to 70.4 % in 2003 (see Table |.3 and Part
[1.5inthisreport). The debt ratio is, according to the Com-
mission’s spring 2004 forecasts, projected to incresse
dlightly in 2004 to 70.9 % of GDP and remain at the same
level in 2005. The primary surplus would not offset the
combined negative contribution from interest payments
and growth. The aggregate average debt ratio in the NM S
ison average lower in comparison to the euro area. How-
ever, the ratio is projected to increase somewhat and

Tablel.1
General government budgetary position — euro area, 2000-05
(% of GDP)
2000 (%) 2001 (%) 2002 (%) 2003 2004 2005

Total receipts (1) 47.3 46.6 46.1 46.3 45.8 45.5
Total expenditure (2) 47.1 48.2 48.4 49.0 48.6 48.1
Actual balance (3) = (1) - (2) 0.1 -1.6 -23 -2.7 -2.7 -2.6
Interest (4) 4.1 4.0 3.6 3.5 3.4 3.4
Primary balance (5) = (3) + (4) 4.2 23 1.4 0.8 0.7 0.8
UTMS proceeds 1.1 1.1 0.0 0.0
Cyclically adjusted balance (6) -1.9 -24 -25 -2.2 -2.2 -2.2
Cyclically adjusted primary balance = (6) + (4) 2.2 1.6 1.2 1.3 1.2 1.2
Change in actual balance 1.5 -1.8 -0.6 -04 0.0 0.1
Due to: — cycle 0.5 -0.2 -0.5 -0.7 -0.1 0.1
— UMTS 1.1 -1.1 0.0 0.0
— interest 0.2 0.1 0.3 0.2 0.1 0.0
— cyclically adjusted primary balance -04 -0.6 -0.5 0.1 0.0 0.1

(*) Including UMTS receipts. UMTS receipts as a % of GDP would be equal in 2000 to 2.5 for DE, 0.1 for ES, 1.2 for IT, 0.7 for NL, 0.4 for AT, 0.3 for PT, 2.4 for
UK, 1.1 for the euro areaand 1.2 for EU-15. In 2001 they would be equal to 0.2 for BE, 0.2 for DK, 0.5 for EL, 0.1 for FR, and O for the euro area and EU-15. In
2002 they would be equal to O for FR, 0.2 for |E and O for the euro areaand EU-15.

NB: differences are due to rounding.

Source: Commission’s spring 2004 forecasts. For a number of countries, the calculated CABs differ marginally from those of the spring forecast due to data revisions.
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Table1.2
Budget balancesin EU Member States, 2002—05

(% of GDP)

Cyclically adjusted

Cyclically adjusted

Budget balance budget balance primary balance

2002 2003 2004 2005 2002 2003 2004 2005 2002 2003 2004 2005
BE 0.1 0.2 -05 -0.7 0.1 0.7 0.0 -0.5 6.2 6.3 5.1 43
DE -35 -39 -3.6 -238 -35 -3.2 -29 -23 -04 0.0 0.1 0.7
EL(") -1.4 -3.2% -3.2 -2.8 -1.7 -3.6 -4.1 -3.8 4.4 2.1 1.5 1.7
ES 0.0 0.3 0.4 0.6 -0.2 0.4 0.6 0.7 2.6 2.9 2.9 3.0
FR -3.2 -4.1 -37 -3.6 -338 -39 -34 -33 -0.7 -0.38 -03 -03
IE -0.2 0.2 -0.38 -1.0 -1.9 0.1 -03 -0.2 -0.5 1.5 1.1 1.2
IT -23 -24 -3.2 -4.0 -2.2 -1.9 -2.6 -3.6 3.5 3.4 2.4 1.6
LU 2.7 -0.1 -2.0 -23 2.7 1.3 0.6 1.2 2.9 1.5 0.8 1.3
NL -1.9 -3.2 -35 -33 -2.6 -2.0 -1.7 -13 0.4 0.9 1.1 1.7
AT -0.2 -11 -11 -1.9 -03 -0.9 -0.9 -1.8 31 2.2 2.3 1.2
PT -27 -238 -34 -338 -2.7 -1.8 -2.1 -2.6 0.3 1.1 0.8 0.5
FI 4.3 23 2.0 2.1 3.7 23 2.1 2.2 5.9 4.2 3.9 3.9
EUR-12 -23 -27 -27 -2.6 -25 -2.2 -22 -2.2 1.2 1.3 1.2 1.2
cz -6.4 -12.9 -59 -5.1 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
DK 1.7 1.5 1.1 1.5 1.0 2.1 1.4 1.5 3.8 4.7 3.9 3.7
EE 1.8 2.6 0.7 0.0 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
cy -4.6 -6.3 -4.6 -4.1 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Lv =27 -1.8 =22 -2.0 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
LT -1.4 -1.7 -2.8 -2.6 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
HU -9.3 -59 -49 -43 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
MT -57 -9.7 -59 -45 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
PL -3.6 -4.1 -6.0 -45 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Sl -1.9 -1.8 -1.7 -1.8 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
SK =57 -3.6 -4.1 -39 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
SE 0.0 0.7 0.2 0.7 -05 0.7 0.3 0.8 2.4 2.9 2.6 3.2
UK -1.6 -3.2 -2.8 -2.6 -15 -2.9 -2.6 -23 0.6 -0.9 -0.5 -0.2
EU-25 -21 -2.7 -27 -25 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
p.m. EU-15 -2.0 -2.6 -2.6 -24 -22 -2.2 -21 -21 1.1 1.0 1.0 1.0
p.m. NMS -4.9 -57 -5.0 -4.2 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

(*) For Greece, arevision of the data on general government balance was done in April 2004.

NB: Excluding UMTS receipts for Ireland in 2002.

Cyclically adjusted figures are computed with the production function method, except for Germany, Spain and Austria, where the HP filter method has been used.
For anumber of countries, the cal culated CABs differ marginally from those of the spring forecast due to data revisions.

Source: Commission’ s spring 2004 forecasts.

reach 45.2 % of GDP in 2005. The large negative contri-
bution from the primary balance and interest payments/
growth would only partly be compensated by stock-flow
operations. In 2005, the debt ratio for EU-25 is hence
expected to amount to 63.4 % of GDP.

Aggregate figures tend to hide different pictures
across countries. In 2003, Belgium, Greece and Italy
continued to have debt ratios above 100 % of GDP
and this would still be the case for the latter two by

2005. In addition to these three countries, six EU-25
Member States are projected to have debt ratios above
60 % of GDP in 2005. Poor growth performance is
expected to significantly affect the budgetary situa-
tion in Germany and Austria, as well as in France,
Portugal and Malta, where in addition, large primary
deficits are projected. In Cyprus, the combined posi-
tive contribution from interest paymentsand growthis
more than offset by a high primary deficit and stock-
flow operations.
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Tablel.3

Composition of changesin government debt ratioin EU Member States, 2002—05

(% of GDP)

Government debt

Changein 2003-05 dueto:

Changein gover nment Interest

2002 2003 2004 2005 debt 2003-05 Primary g growth  tockflow
balance . adjustment
contribution
BE 105.8 100.5 97.4 94.3 -6.2 -8.7 2.5 0.1
DE 60.8 64.2 65.6 66.1 19 0.1 2.9 “11
EL 104.7 103.0 102.8 101.7 -1.3 -5.1 -2.7 6.6
ES 54.6 50.8 48.0 45.1 -57 -5.6 -1.5 1.4
FR 58.6 63.7 (") 64.6 65.6 2.6 1.2 1.5 0.0
IE 32.3 32.0 324 32.6 0.6 -09 -1.1 2.7
IT 108.0 106.2 106.0 106.0 -0.2 -3.0 2.3 0.5
LU 5.7 4.9 4.5 3.8 -1.1 4.1 -0.2 -5.0
NL 52.6 54.8 56.3 58.6 3.8 1.0 3.6 -0.8
AT 66.6 65.0 65.5 65.3 03 ~31 18 17
PT 58.1 59.4 60.7 62.0 2.6 1.3 1.7 -03
Fl 42.6 45.3 44.5 44.3 -0.9 -7.6 0.5 6.2
EUR-12 69.2 70.4 70.9 70.9 0.5 -1.5 1.7 0.2
cz 28.9 37.6 40.6 42.4 4.7 8.4 -2.1 -1.6
DK 47.2 45.0 42.3 40.0 -5.0 -7.4 1.2 1.1
EE 5.7 5.8 5.4 5.3 -05 -1.2 -0.5 1.2
cY 67.1 72.2 74.6 76.9 4.7 n.a. n.a. 4.6
LV 1585 15.6 16.0 16.1 0.5 2.6 -0.8 -1.2
LT 22.8 21.9 22.8 23.2 1.3 2.8 -0.9 -0.5
HU 57.1 59.0 58.7 58.0 “10 14 “10 “14
MT 61.7 72.0 73.9 75.9 3.8 3.6 2.9 -4.3
PL 41.2 45.4 49.1 50.3 4.9 4.1 0.2 0.7
Sl 27.8 271 28.3 28.2 1.1 0.2 -0.2 1.1
sk 433 428 45.1 46.1 33 24 “10 19
SE 52.6 51.9 51.8 50.5 -1.3 -56 0.3 4.0
UK 38.5 39.9 40.1 40.6 0.7 1.2 -0.1 -04
EU-25 61.5 63.1 63.4 63.4 0.3 -1.0. 1.3. 0.1
p.-m. EU-15 62.5 64.0 64.2 64.2 0.2 -1.2 1.2 0.2
p-m. EU-10 39.4 42.2 44.4 45.2 3.0 3.9 1.9 -29

(*) For France, this figure was notified by France after the official EDP notification of 1 March 2004.
NB: Aggregates EU-25 and EU-10 for changes in government debt due to primary balances, interest and growth contribution and stock-flow adjustment do not include

Cyprus.

Source: Commission’ s spring 2004 economic forecasts.

1.2. Government revenue and expenditure

The developments in the euro-area budgetary position are
derived from changesin expenditureand revenueratios. On
the spending side, the euro-area expenditure-to-GDP ratio
increased in 2003, both in nominal and cyclically adjusted
terms, compared to the previous year (see Table1.4), which
ismainly duetoarisein public expenditureson socid trans-
fers. According to the Commission’ s spring 2004 forecasts,
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the expenditureratio is projected to decline during the fore-
cast period. However, interest payments are, after several
years of decline, foreseen to remain broadly neutral. On the
revenue side, the revenue/GDP ratio dightly increased in
2003, both in nominal and cyclicaly adjusted terms, but is
expected to decline in the coming years.

At Member State level, the patterns are generally similar
to that of the euro area (see Table I.5). Only in Ireland



and L uxembourg and outside the euro area, in Lithuania
and Poland, are expenditure ratios projected to increase
over the 2003-05 period. In contrast, large decreases are
expected in Belgium, Germany, the Czech Republic and
Estonia over the same period. Revenue ratios are set to
increase sightly over 2003-05 in the case of Spain and
outside the euro area, in Lithuania and Poland, whereas
important reductions are foreseen in Belgium, Italy,
Austriaand Estonia ().

In the euro area, the projected decrease in tax revenues on
income and wedth, socia contributions and other
resources, is being offset by an expected decline in
expenditure on collective consumption, interests, subsi-
dies. Such a development respects lessons from the past
showing that tax measuresresulting in adecline of tax rev-
enues should be accompanied by expenditure cuts to
avoid the worsening of the general government balances.
Nevertheless, the composition of expenditure adjustment
should not constrain growth-enhancing spending items
such as public investment, education and R & D. In previ-
ous years, the reduction in interest payments has particu-

(') The decreasing expenditure and revenue ratios in the case of Slovakia are
based on non-consolidated figures.
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larly contributed to a better alocation of available
resources. While these seem to stay at astable level in the
forecasting period, additional savings are expected from
collective consumption, socia transfers and other expen-
ditures.

1.3. Thefiscal stance and policy-mix

1.3.1. Thefiscal stance and policy-mix
intheeuroarea

An appropriate policy-mix can be defined as a combina-
tion of monetary and fiscal policies that ensures price
stability and keeps economic activity close to its poten-
tial level. In the euro area, given that monetary policy is
centralised and fiscal policiesdecentralised, itisof apar-
ticular importance to assess both the aggregate fiscal
stance at the euro-area level and national fiscal stances.
Namely, the aggregate fiscal stance affects the policy-
mix at the euro-area level, and is, therefore, one of the
elements to be considered by the ECB when setting the
monetary policy. Analogously, the policy-mix for the
euro areawill have an impact on the national policy-mix
viathe common interest rates with repercussions on eco-
nomic developments and prospects at nationa level.

Tablel.4
Eur o-ar ea gover nment revenues and expenditur es, 2001-05
(% of GDP)

2001 2002 2003 2004 2005
Total revenues 46.6 46.1 46.3 45.8 455
— cyclically adjusted 46.0 46.0 46.7 46.2 45.8
Taxes on imports and production 13.3 13.4 13.4 13.5 13.6
Current taxes on income and wealth 12.6 12.2 11.8 11.6 11.5
Social contributions 16.0 16.0 16.2 16.1 15.9
of which actual social contributions 14.9 14.9 15.0 15.0 14.8
Other resources 4.6 4.6 49 4.6 4.5
Total expenditure 48.2 48.4 49.0 48.6 48.1
— cyclically adjusted 48.4 48.5 49.0 48.5 48.0
Collective consumption 8.2 8.3 8.4 8.3 8.2
Social benefits in kind 11.9 121 12.3 12.3 121
Social benefits other than in kind 16.6 16.9 17.2 171 16.9
Interest 4.0 3.6 3.5 3.4 34
Subsidies 1.4 1.3 1.3 1.2 1.2
Gross fixed capital formation 2.5 2.4 2.6 2.5 2.6
Other expenditures 3.6 3.7 3.7 3.7 3.7

NB: Including UMTS receipts, see footnote to General government budgetary position — euro area, 2000-05.

Source: Commission’s spring 2004 forecasts.
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Tablel.5

Total revenue and expenditurein EU Member States, 2002—05

(% of GDP)
Revenue Expenditure
2002 2003 2004 2005 2002 2003 2004 2005

BE 50.5 51.7 49.4 48.6 50.5 51.5 49.9 49.4
DE 45.0 45.0 445 44.3 48.5 48.9 48.0 471
EL 453 44.2 44.0 441 46.7 47.1 47.2 46.9
ES 39.9 39.9 40.0 40.1 39.9 39.5 39.6 39.5
FR 50.2 50.6 50.7 50.5 53.5 54.7 54.4 54.1
IE 33.1 34.6 343 33.7 333 34.3 35.1 347
IT 45.6 46.5 45.4 447 47.9 48.9 48.7 48.7
LU 47.0 471 46.8 46.8 44.3 47.3 48.8 49.1
NL 45.9 45.6 451 44.8 47.8 48.8 48.6 48.1
AT 51.0 49.9 49.5 47.7 51.2 51.0 50.7 49.7
PT 434 44.6 43.2 43.0 46.1 47.5 46.6 46.9
FI 54.4 52.7 52.6 52.2 50.1 50.5 50.7 50.1
EUR-12 46.1 46.3 45.8 45.5 48.4 49.0 48.6 48.1
cz 45.6 45.0 45.0 441 52.0 57.9 50.9 49.2
DK 57.3 57.5 56.9 56.2 54.9 55.4 55.8 54.7
EE 39.6 41.2 43.4 42.2 37.9 38.6 42.8 42.2
cy n.a. n.a. 37.5 37.6 n.a. n.a. 42.1 41.7
LV 41.9 415 39.6 38.4 44.6 433 41.8 40.4
LT 33.8 33.9 34.7 34.7 35.2 35.6 374 37.3
HU 45.0 44.8 471 46.8 n.a. n.a. n.a. n.a.
MT n.a. n.a. 40.2 40.4 n.a. n.a. 453 44.0
PL 41.3 41.0 40.8 41.2 449 45.1 46.8 45.7
Sl n.a. n.a. 423 42.3 n.a. n.a. 44.0 44.0
SK 45.2 491 42.0 43.1 50.9 52.7 46.1 47.0
SE 58.1 59.5 59.1 58.9 58.1 58.8 58.9 58.3
UK 39.5 39.6 39.1 39.2 411 42.8 41.8 41.8
EU-25 n.a. n.a. 45.1 44.9 n.a. n.a. n.a. n.a.
p.m. EU-15 45.5 45.8 45.2 45.0 47.5 48.4 47.8 47.4
p.m. EU-10 n.a. n.a. 42.5 42.5 n.a. n.a. n.a. n.a.

NB: Including UMTS receipts, see footnote to Table|.1.

Source: Commission’s spring 2004 forecasts.

Graph 1.1 examines the fiscal stance (approximated by
the changes in the cyclically adjusted primary balance,
CAPB) in relation to cyclical conditions (approximated
by the size of the output gap) (%). In this graph, fiscal
behaviour in accordance with the SGP would be repre-
sented by movements along the horizontal axis. In other

(") In line with the Council agreement, the output gap in this section is com-
puted with the production function method. It should be noted, however,
that changes in the output gap are equally relevant for the judgement of the
stance in relation to cyclical conditions. The changes in the gap can be
inferred in Graph 1.1 by looking at the horizontal distance between years.
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words, countries would achieve and maintain broadly
balanced budgets over the economic cycle. Thus,
changes in the output gap would not imply movements
in the CAPB. However, as long as a Member State has
not yet reached the medium-term target of the SGP, a
restrictive fiscal stance — that is a positive change in
CAPB — would be needed for a number of years.

According to the Commission’s spring 2004 forecasts,
the euro-area fiscal stance was broadly neutral in 2003
even though the output gap deteriorated sharply. This



development follows after three years of fiscal loosening
in a context of a large positive output gap in 2000 that
worsened in 2001 and 2002. L ooking ahead to 2004 and
2005, the euro-area fiscal stanceis projected to continue
to be broadly neutral (*). Lessons from the past show,
however, that efforts to improve the underlying budget
positions should be made as economic conditions
improve, in order to ensure sufficient room for the auto-
matic stabilisers to operate in the next downturn.

Graph 1.2 illustrates the euro-area policy-mix, by plot-
ting the fiscal stance on the vertical axis and the mone-
tary stance (approximated by the change in the short-
term real interest rates) on the horizontal axis. Against
the background of a protracted slowdown in economic
activity, the monetary stance continued to loosen in
2003, although less than the year before. Overadl, in
2003, the euro-areafiscal stance could be seen asneutral,
coupled with the growth-supportive monetary stance
thus contributing to arecovery of economic activity and
closing of the output gap. The policy-mix in the early
years of EMU has therefore been broadly appropriate to

(") The forecasted potential growth rate in the euro area for 2004 is 2 % (the
Commission’s spring 2004 forecast).
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support growth-enhancing economic conditions and
macroeconomic stability.

1.3.2. Thefiscal stance and policy-mix
at the national level

The aggregate fiscal stancefor the euro-arearesultsfrom
quite diverse fiscal stances across Member States,
despite fairly similar cyclical developments. Graph 1.3
showsthat most EU countries recorded anegative output
gap in 2003, with the exception of Greece, Ireland
(where it sharply deteriorated) and Sweden.

In 2003, several EU countries ran moderately counter-
cyclical or broadly neutral fiscal policiesin a context of
negative output gaps. Policies were, however, clearly
counter-cyclical in the case of Luxembourg, Austriaand
the UK. It is worth mentioning that the nominal budget
balances in these countries markedly worsened in the
course of 2003. Finland, which was benefiting from past
consolidation efforts and therefore had a large safety
margin, was also easing the fiscal stance.

The Netherlands and Portugal ran somewhat pro-cycli-
cal policies in 2003, reflecting consolidation efforts in

Graph 1.1: Euro-areafiscal stance and cyclical conditions, 1999-2005
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Source: Commission’s spring 2004 forecasts.
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Graph 1.2: Euro-area policy-mix, 1999-2003
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Source: Commission’s spring 2004 forecasts.

order to keep the nominal deficits below the 3 % of GDP
reference value. Denmark and Ireland tightened their fis-
cal stance, while the output gap quickly deteriorated.
Greece stands out for loosening the fiscal stancein spite
of alarge positive output gap.

As pointed out above, the overall policy-mix in the euro
area has been slightly accommaodative in 2003 with most
Member States experiencing a broadly neutral fiscal
stance accompanied by declining real interest rates (see
Graph 1.4). The real interest rates fell in al countries,
with the exception of Finland.

While Graph 1.4 refers to the changes in the real short-
term interest rates, its level is equally important when
assessing the policy-mix. After the reductions in the
nominal interest rate decided by the ECB in the course of
2003, thereal interest rate for the euro area(i.e. the short-

20

term interest rate corrected by private consumptioninfla-
tion) amounted to 0.4 % in 2003. However, this aggre-
gate figure for the euro area conceals significant differ-
ences across Member States due to disparities in
inflation rates across countries. The real interest ratesin
Germany and Austria were around 1 %, whereas in a
number of countries (Greece, Spain, Ireland, Italy, the
Netherlands and Portugal) the interest rates were nega-
tive.

Regarding 2004, the fiscal stance is expected to be
broadly neutral in most Member States (see Graph 1.5).
Belgium, Italy, Luxembourg and Denmark are, however,
projected to loosen their fiscal stance, inthe case of Italy,
as aresult of the expiry of the one-off measures. Greece
is projected to continue the loosening of itsfiscal stance
also in 2004, even though the output gap is expected to
be positive.
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Pro-cyclical Counter-cyclical
fiscal tigthening fiscal tigthening

Counter-cyclica Pro-cyclical
fiscal easing fiscal easing

21



Public finances in EMU
2004

22



2. Overview of the 2003 updates of
the stability and conver gence programmes

2.1. The medium-term budgetary targets

The examination of thefifth round of updates of stability
and convergence programmes, covering the period up to
2007, was completed by March 2004.

In order to make an assessment of the budgetary targets
set by Member States in the 2003 updates of the pro-
grammes, it is necessary to examine the growth assump-
tions upon which the budgetary commitments are made.
Economic growth is, according to the updates, projected
to recover gradually over the coming years. The average
GDP growth in the euro area is expected to pick up to
2.0 % in 2004 and to reach around 2.5 % in 2005 and the
following years (see Table 1.6).

In comparison with the 2002 updates of the programmes,
growth projections have been revised downwards (see
the lower half of Tablel.6 and Tablel.7).

The negative revisions concern the whole period, but in
particular 2003. Nevertheless, growth projections are still
more favourable than the Commission’s autumn 2003
forecasts, by on average 0.2 percentage points per year
between 2003 and 2005. This has been the case for the
previous updates as well (*). The growth projections also
seem to be optimistic in comparison to the Commission’s
spring 2004 forecasts (see last row of Table 1.6).

The aggregate potential GDP growth in the euro area is
projected to be stable, around 2.1 %, throughout the pro-
gramme period. Accordingly, the euro-area output gap
would be —1.1 percentage points of potentiadl GDP in
2003, widen further in 2004 to —1.2 % and theresfter
decrease in 2005 and onwards (see Graph 1.6). In compar-

(") The difference in the real GDP growth for the euro area between the 2001,
2002 and 2003 updates of the stability programmes and the Commission’s
autumn forecasts has for each period been on average 0.2 percentage
points of GDP.
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ison to the 2002 updates, the owdown is projected to be
protracted with a more sizeable negative output gap that
does not fully disappear within the programme period.

Based on these growth assumptions, the nominal deficitin
the euro area would, according to the updated pro-
grammes, amount to 2.7 % of GDP in 2003, which is
almost 1 percentage point of GDP higher compared to the
previous updates (see Table 1.8). The nominal deficit is,
however, projected to be gradually reduced to below 1 %
of GDP by 2007. The overall improvement relies strongly
on the budgetary consolidation projected in the large
Member States, such as Germany (2.5 percentage points
of GDP over the next four years), France (2.5 percentage
points) and Italy (2.5 percentage points). The excessive
deficits in Germany and France are foreseen to be cor-
rected by 2005 in the respective stability programme. Also
Greece, the Netherlands, and outside the euro area, Swe-
den and the UK foresee important improvements in the
budget balance. Ireland and Luxembourg are the only
Member States that project a budgetary deterioration
between 2003 and the end of the programme period.

A comparison between the projections provided by the
Member States (the left panel of Table.8) and the Com-
mission’ s autumn 2003 and spring 2004 forecasts (right
panels) shows that most updates are more optimistic
about budgetary developments in 2004 and 2005 than
the Commission forecasts, in particular those of Greece,
Italy, the Netherlands and Portugal. The only countries
projecting less favourable budgetary developments are
Spain, Ireland and Finland reflecting among other things
more cautious growth assumptions.

The differences in budget balance projections between
the updates and the Commission forecasts are particu-
larly relevant for 2005. One obvious explanation for this
is that the budgetary projections in several programmes
are based on more optimistic growth assumptions. More-
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Tablel.6

Euro area: Growth projections and macr oeconomic developmentsin the 2003 updates (per centage change on
preceding year) and comparison with the 2002 updates and the Commission for ecasts

(% of GDP)
M acr oeconomic developments 2002 2003 2004 2005 2006 2007

2003 updates of the stability programmes

Real GDP growth 0.9 0.6 2.0 2.5 2.6 2.5
GDP deflator 2.4 2.1 1.7 1.6 1.6 1.5
HICP change 2.3 2.1 1.7 1.6 1.6 1.5
employment growth 0.3 0.0 0.6 1.1 1.2 1.1
labour productivity growth 0.5 0.8 1.7

2002 updates of the stability programmes

Real GDP growth 1.0 2.1 2.6 2.6 2.6

Difference with the 2003 updates (') -0.1 -1.5 -0.6 -0.1 -0.1

Commission’s autumn 2002 forecast

Real GDP growth 0.9 0.4 1.8 23

Difference with the 2003 updates (') 0.0 0.2 0.2 0.2

Commission’s spring 2004 forecast

Real GDP growth 0.9 0.4 1.7 23

Difference with the 2003 updates (') 0.0 0.2 0.3 0.2

() A positive valueimplies a higher growth forecast in the 2003 updates.

NB: Commission calculations. Discrepancies are due to rounding. The growth rates used for France are based on the cautious scenario. Since figures for the HICP were
not available in the German programme, the Commission forecasts have been used in order to obtain a representative aggregate. In the case of Greece (for 2004—

06) and Spain the private consumption deflator was used instead of the HICP.

Source: Commission services.

over, in some cases Member States incorporate in their
projectionsintended policy measures, whereas the Com-
mission forecasts for 2005 are on a no-policy-change
basis.

All countries, except Spain, provided figures for the
CABs in the updates of the programmes (see left panel
of Table 1.9). The central panel of Table 1.9 shows the
CAB derived by the Commission, on the basis of thefig-
ures provided by Member States in the updates.

According to thesefigures, the cyclically adjusted deficit
for the euro area, which amounted to 2.1 % of GDP in
2003, is projected to improve by on average 0.4 percent-
age points of GDP annually in the coming years. Thisis
clearly more optimistic than the Commission forecasts.

According to the Commission calculations, of the eight
euro-area countries showing acyclically adjusted deficit
in 2003, Ireland, Italy, the Netherlands and Austria are
projecting to be in a close-to-balance position by 2007.
Some deficit countries plan to achieve an annual adjust-
ment in cyclically adjusted terms of 0.5 percentage
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points of GDP over the coming years. However, the pro-
jected budgetary adjustment isin some casesinsufficient
to ensure that a budgetary position close-to-balance is
achieved within the programme period and that a suffi-
cient safety margin to prevent a breach of the 3 % of
GDP reference value is reached before 2007.

Particular attention should be paid to the planned adjust-
ments in Member States in excessive deficits positions.
At the Ecofin Council of 25 November 2003, Germany
and France committed to reducing the cyclicaly
adjusted budget deficit by specified amounts. Respec-
tively, for 2004 and 2005, the adjustment in Germany
should be of at least 0.6 and 0.5 percentage points of
GDP, while in France of at least 0.8 and 0.6 percentage
points of GDP. According to the Commission calcula-
tions, Germany projects an improvement in the CAB by
0.7 and 0.4 percentage points of GDP in 2004 and 2005,
respectively. Concerning France, the Commission calcu-
lations indicate improvements in the CAB of 0.6 per-
centage points of GDP for both 2004 and 2005. In Portu-
gal the projected improvement in the CAB is, according
to the Commission calculations, dightly lower than the
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Tablel.7

GDP growth projectionsin the 2003 updates
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Tablel.8

Actual budget balancesin the 2003 updates and in the Commission for ecasts

(% of GDP)

2003 updates Commission’sautumn 2003 ~ Commission’s spring 2004
of stability and conver gence programmes forecasts () forecasts

2002 2003 2004 2005 2006 2007 2003 2004 2005 2003 2004 2005
BE 0.1 0.2 0.0 0.0 0.0 0.3 0.2 -04 -04 0.2 -05 -0.7
DE -35 -4.0 -3 -2 -2.0 -1 -4.2 -39 -3.4 -39 -3.6 -2.8
EL -1.2 -1.4 -1.2 -0.5 0.0 -1.7 -24 -23 -3.0 -3.2 -2.8
ES 0.1 0.5 0.0 0.1 0.2 0.3 0.0 0.1 0.2 0.3 0.4 0.6
FR -3.1 -4.0 -3.6 -29 -22 -15 -4.2 -338 -3.6 -4.1 -37 -3.6
IE (®) -0.2 -0.4 -1.1 -14 -1.1 -0.9 -1.2 -1.1 0.2 -0.8 -1.0
IT -23 -25 -22 -1.5 -0.7 0.0 -26 -28 -35 -24 -32 -4.0
LU 2.4 -0.6 -1.8 -23 — 5 -0.6 -2.1 -25 -0.1 -2.0 -23
NL -1.6 -23 -23 -1.6 -0.9 -0.6 -2.6 -2.7 -24 -3.2 -35 -33
AT -0.1 -13 -0.7 -15 -1.1 -04 -1.0 -0.6 -0.2 -1.1 -1.1 -1.9
PT -2.7 -2.9 -2.8 -2.2 -1.6 -1.1 -2.9 -33 -39 -2.8 -34 -3.8
FI 4.2 2.3 1.7 2.1 2.1 2.2 2.4 1.7 1.9 2.3 2.0 2.1
EUR-12 -22 -27 -23 -1.8 -1.2 -0.7 -238 -27 -27 -27 -27 -2.6
DK (3) 1.7 1.4 1.5 2.0 2.0 2.3 0.9 1.3 1.9 1.5 1.1 1.5
SE 1.1 0.2 0.4 1.2 1.6 0.2 0.5 1.0 0.7 0.2 0.7
UK (%) -2.1 -33 -2.6 -24 -2.1 -2.0 -2.8 -2.7 -2.4 -3.2 -28 -2.6
EU-15 -21 -26 -22 -1.7 -1.2 -0.9 -27 -26 -2.4 -26 -26 -24

() Based on pre-budget figures for Ireland and the UK. For 2005, on the assumption of unchanged policies.

(® Including UMTS receipts of 0.2 % of GDP in 2002.

(®) Datarelative to 2010 have been used for 2007 in the convergence programme.
() Financia years ending the following March for data in the convergence programme.

required minimum of 0.5 percentage points of GDP per
year. However, a close-to-balance position in cyclically
adjusted termsisamost reached by the end of the period.

The development in the genera government balance
can be decomposed by sectors of government (see
Table 1.10) (). For the euro area as a whole, the budget
deficit of the general government is mainly the result of
a large deficit for the central government, with a far
smaller deficit for the local governments. The social
security sector is estimated to record a small surplus, in
particular in the case of Luxembourg, Finland and, out-
side the euro area, Sweden. France is the only Member
State expecting a deficit in the social security sector.

The government debt/GDP ratio in the euro areais, after
the increase recorded in 2003, projected to gradually

(') To simplify the presentation, Table 1.10 presents the two sectors of State
and local government in one single row, given that the State government
sector is relevant only for four Member States.
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decline to just below 68% of GDP by 2007 (see
Table1.11). The adjustment path is, however, slower in
comparison to the 2002 updates due to smaller primary
surpluses and lower nominal GDP growth.

Tablel.11 showsalso that the estimated stock-flow com-
ponent on average increases the debt ratio over the pro-
gramme period. Inter alia, this could stem from plansto
build up financial assets in some countries (for example
public pension reserve funds which are invested in non-
governmental assets) (?).

Table 1.12 shows that six Member States expect the
debt level to be above the 60 % of GDP ceiling in
2006 (Belgium, Germany, Greece, France, Italy and
Austria). With the notable exception of Germany,

(®>) As in the previous updates, large contributions of the stock-flow over the
programme period are identified in Finland (with a yearly average around
4 % of GDP), Greece (around 3 %), Sweden (around 1.5 %) and Ireland
(around 1 %).
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Tablel.9

Cyclically adjusted balancesin the 2003 updates and in the Commission forecasts

on the basis of the production function method

(% of GDP)
2003 updates Commission calculations based COM autumn COM spring
of the programmes (%) on the 2003 updates (?) 2003 forecasts (?) 2004 for ecasts(?) (%)

2003 2004 2005 2006 2007

2003 2004 2005 2006 2007

2003 2004 2005 2003 2004 2005

BE 0.8 0.6 0.1 -0.1 0.2 0.8 0.6 0.2 0.0 0.3 0.8 0.1 -0.2 0.7 0.0 -05
DE -31 25 -20 -15 -1.0 -32 -25 -21 -16 -14 -35 -33 -30 -32 -30 -25
EL -20 -18 -11 -05 -17 -17 -12 -09 -22 -31 -32 -36 -41 -38
ES 0.6 0.1 0.1 0.2 0.3 0.1 0.3 0.3 0.4 0.6 0.7
FR -28 -20 -14 -08 -02 -38 -32 -26 -19 -13 -39 -33 -32 -39 -34 -33
IE -08 -05 -04 -0.1 — 050 -10:7 ~ —0:800—10:5 — 100 —0:6" 102 O —10:38 =052
IT -19 -16 -11 -05 0.1 -18 -16 -10 -04 0.1 -21 -23 -32 -19 -26 -36
LU 2.4 1.0 0.6 1.2 1.1 0.9 1.0 2.2 1.8 1.4 1.7 1.3 0.6 1.2
NL -13 -07 -05 -03 -05 -13 -07 -05 -03 -05 -13 -07 -06 -20 -17 -13
AT -10 -04 -13 -11 -05 -10 -04 -14 -11 -05 -0.7 -03 -0.1 -09 -09 -18
PT -17 -11 -06 -0.1 0.4 -21 -17 -13 -09 -07 -20 -21 -26 -18 -21 -26
FI 3.0 2.4 2.4 2.3 2.2 2.7 2.0 2.4 2.3 2.2 2.8 2.1 2.0 2.3 2.1 2.2
EUR-12 -19 -15 -12 -07 -04 -21 -18 -14 -11 -07 -23 -22 -22 -22 -22 -22
DK (3) 1.9 1.7 2.1 2.0 2.3 1.3 1.3 1.7 1.8 2.4 1.0 1.4 1.9 2.1 1.4 1.5
SE 1.2 1.3 1.8 2.0 0.5 1.0 1.8 2.3 0.4 0.9 1.5 0.7 0.3 0.8
UK -24 -20 -22 -21 -20 -28 -24 -24 -22 -20 -24 -23 -21 -29 -26 -23
EU-15 -18 -14 -12 -08 -0.6 -21 -17 -14 -10 -08 -22 -20 -20 -22 -21 -21

() Since figures for the CAB were not available in the Spanish stability programme, the Commission calculations have been used to have a representative aggregate

for EUR-12 and EU-15.

(®» Onthebasis of the PF method, except in the case of Germany, Spain and Austria, where the HP filter method has been used.
(®) Thestructural budget balance (i.e. net of special items) in Denmark is, according to the programme, expected to be: 2.0 % of GDPin 2003, 1.7 % in 2004, 1.8 %in

2005, 1.9 % in 2006 and 2.1 % in 2010.

() For anumber of countries, the calculated CABs differ marginally from those of the spring forecast due to data revisions.

NB: Footnotes to Table 1.8 apply here.

Source: Commission services.

Table!.10

Euro area: Net lending by subsectorsin the 2003 updates

% of GDP 2003 2004 2005 2006 2007
General government -2.7 -23 -1.8 -1.2 -0.7
Central government -2.1 -2.1 -1.8 -15 -13
State plus local governments -0.6 -0.5 -0.5 -03 -0.2
Social security funds 0.0 0.2 0.2 0.3 0.4

NB: Commission calculations. Discrepancies are due to rounding or inconsistencies in the data provided in the programmes.

France, Ireland and the UK, all Member States project
a lower debt level in 2006—07 compared to 2003. In
EU-15, the debt level is expected to be below 50 % of
GDP in seven Member States, namely Luxembourg,
Denmark, Ireland, the UK, Spain, Finland and Swe-
den, of which the former three will have debt ratios
below 40 % of GDP.

2.2. Composition of the budgetary
adjustment

The updates of the programmes show that both reve-
nue and expenditure ratios are expected to decline
over the programme period (see Table 1.13). In the
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Tablel.11
Euro area: Government debt level and changesin the 2003 updates
(% of GDP)
2002 2003 2004 2005 2006 2007
Government debt level 69.1 70.1 70.0 69.4 68.4 67.6

Previous updates of the programmes 69.7 68.7 67.0 65.7 63.7

Contributions to change in government debt:

Interest payments 3.6 3.5 34 3.4 34 34

Other factors influencing the debt ratio (') -0.1 0.2 0.1 0.4 0.6 0.7

() The programmes do not always contain enough information to identify directly the contribution from different factors to the development of the euro-area debt ratio.
Therefore, it has been necessary in some cases to identify the contribution from nominal GDP growth (GDP deflator plus real GDP growth multiplied by the debt
ratio). In this way, the stock-flow adjustment is derived as aresidual.

NB: Commission calculations. Discrepancies are due to rounding or inconsistencies in the data provided in the programmes.

Tablel.12
Debt levelsin the 2003 updates
(% of GDP)
2002 2003 2004 2005 2006 2007
BE 106.1 102.3 97.6 93.6 90.1 87.0

EL 104.7 101.7 98.5 94.6 90.5

FR 59.0 61.4 62.8 63.2 62.8 61.8

IT 106.7 106.0 105.0 103.0 100.9 98.6

NL 52.4 54.0 54.5 53.7 53.0 52.2

PT 58.1 59.5 60.0 59.7 58.6 57.0

EUR-12 69.1 70.1 70.0 69.4 68.4 67.6

SE 52.7 51.7 51.5 50.0 48.3

EU-15 62.6 63.8 63.8 63.3 62.5 61.9

() Datarelative to 2010 have been used for 2007 in the convergence programme.
(3» Financia years ending in the following March.
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euro area, total receipts are expected to fall by 1 per-
centage point of GDP between 2003 and 2006 to
around 45 % of GDP in 2006. Thisis more than com-
pensated by reductionsin the expenditure ratio which,
over the same period, are expected to amount to
2.1 percentage points. Revenue ratios are projected to
decline in all Member States with the exception of
Spain and France, where they will remain unchanged
and outside the euro area in the UK, where it is set to
increase. Strong reductions in revenue ratios are pro-
jected in Belgium, Luxembourg and Austria. In the
case of France, Finland, Denmark and Sweden reve-
nue ratios are still expected to exceed 50 % of GDP.
Almost all Member States are set to decrease the
expenditure ratio, with the exception of Spain, Fin-
land and the UK. Strong reductions are planned by
Germany, Austria and Portugal.

Although the information in the updates of the
programmes on the budget components is not aways
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complete (1), it would seem that the reduction in taxes
which has taken place in earlier years in most euro-area
countries is not expected to continue. The tax-to-GDP
ratio is projected to remain constant at around 27 % over
the programme period (see Table .14). Important reduc-
tions are expected in Luxembourg (in 2004 and 2005),
Austria (in 2005) and Finland (in 2004), while the UK
plansto increase the tax ratio. Social contributionsin the
euro area are projected to be reduced as a share of GDP
in the medium term, in particular in Germany and the
Netherlands. Other revenues as a share of GDP are
expected to decrease slightly over the period.

As to the components of public expenditures, very lim-
ited data are provided for collective consumption.

(") No information was given in the French programme and only partial infor-
mation was given by Spain.

Table!.13

Expenditure and revenueratiosin the 2003 updates

Total revenues

Total expenditures

2003 2006 ()  2003-06 () 2003 2006 (1) 200306 ()
BE 50.5 48.4 -2.1 50.2 48.4 -1.8
DE 45.0 435 -1.5 49.0 455 -3.5
EL 43.7 43.5 -0.2 45.2 43.5 -1.7
ES 40.0 40.0 0.0 39.6 39.8 0.2
FR 50.3 50.3 0.0 54.3 52.4 -1.9
IE 34.1 32.5 -1.6 34.6 33.6 -1.0
IT 45.8 44.4 -1.4 48.4 47.0 -14
LU 471 449 -2.2 47.7 46.6 -1.1
NL 455 44.8 -0.7 47.6 45.9 -1.7
AT 50.6 48.3 -23 51.9 49.4 -25
PT 441 42.9 -1.2 47.0 445 -35
Fl 51.0 50.8 -0.2 48.7 48.8 0.1
EUR-12 46.0 45.1 -1.0 48.7 46.6 -21
DK 55.2 54.2 -1.0 54.0 52.3 -1.7
SE 56.4 56.0 -04 56.3 54.3 -2.0
UK (3) 37.7 39.2 1.5 40.2 40.7 0.5
EU-15 45.1 44.7 -0.4 47.6 46.5 -1.1

() Concerns 200506 for the UK and 2005 for the EU.

(?) Concerns the period between 2003-04 and 2005-06 for the UK and between 2003 and 2005 for the EU.
(®) Financia years ending in the following March. Concernstotal current revenue.
NB: Commission calculations. Discrepancies are due to rounding or inconsistencies in the data provided in the programmes. Therefore, the net lending implied by this

table may be different from the one in other tables.
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According to the updates, social transfersintheeuro area
are projected to decrease by on average 0.3 percentage
points of GDP annually, mainly reflecting decreases in
Germany. Gross capital formation inthe euro areais pro-
jected to remain constant around 2.4 % of GDP across
the programme period. For the countries with high defi-
cits, the budgetary consolidation strategy, based on
expenditure restraint, should not be achieved at the
expenses of the most ‘ productive’ components of public
spending (such as public investment, education and
research expenditures). However, the composition of
expenditure adjustment in the case of Portugal suggests
that about a quarter of it falls on investment expendi-
tures. Public investment is also expected to decline
somewhat in Luxembourg and Finland, while a rela-
tively important increase is foreseen in the UK.

Graph 1.7 presents the contribution to the change in the
budget balances from four budget components, namely
primary current expenditures, interest payments, gross
fixed capital formation and total revenues. A number of
remarks can be made.

Firstly, Germany, France, Italy, the Netherlands and
Portugal, which had large deficits in 2003, project to
improve budget balances substantially via cuts in
primary current expenditures. However, excluding
France, further cuts on the revenue side are also fore-
seen. In the case of Portugal the budgetary adjustment
involves a decline in public investments. In contrast,
the UK plans to increase the expenditure ratio (nota-
bly public investments). This is financed by an
increase in the revenue ratio, which should help
reduce the deficit to closer to balance. Secondly, dete-
rioration in the budget balance over the period is
expected in Ireland and Luxembourg. The reduction
in revenues is partially compensated by cuts in pri-
mary current expenditures as well as public invest-
ments. Thirdly, several Member States with budgets
close-to-balance or in surplusin 2003 (Belgium, Den-
mark, Austria and Sweden) foresee cuts in primary
current expenditures as well as in taxes, thereby
reducing the size of the public sector while maintain-
ing sound budgetary positions.

Tablel.14

Euro area: Budget developmentsfor the general gover nment

% of GDP 2002 2003 2004 2005 2006 2007
Components of revenues
Taxes 27.1 26.8 26.8 26.8 26.8 26.9
Social contributions 15.4 15.4 15.4 15.1 14.9 15.1
Interest income
Other 4.1 4.5 4.0 3.7 3.7 3.5
Total receipts 46.1 46.0 45.7 453 45.0 45.1
Components of expenditures
Collective consumption
Social transfers in kind 14.7 14.0 13.6 13.5 13.3 13.7
Social transfers other than in kind 17.4 17.6 17.4 17.0 16.7 16.6
Interest payments 3.7 3.5 3.4 3.4 3.4 3.4
Subsidies 1.4 1.3 1.4 1.3 1.1 1.1
Gross fixed capital formation 2.2 24 2.3 24 2.4 2.3
Other 3.1 3.2 3.1 3.2 2.9 2.9
Total expenditures 47.6 48.7 47.9 47.3 46.6 46.3

NB: Totals might not correspond to the sum of the components: while for totals information is available for all countries, several countries are not included in the aggre-
gation concerning budgetary components, which affects the ratio of the components.

Source: 2003 updates of the stability and convergence programmes.
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3. Overview of the 2003 updates of the
Pre-accession economic programmes
and the 2004 conver gence programmes

3.1. Introduction

The third set of pre-accession economic programmes
(PEPSs) covering the period 2002-06 was submitted by
acceding countries in August 2003. Their assessment
was completed by the Commission in November 2003.
All documentsfollowed the guidelines and principles set
up by the document ‘2003 pre-accession economic pro-
gramme: consolidated outline and external assump-
tions', ensuring cross-country consistency and compara-
bility. The programmes presented data according to ESA
95 methodology.

The PEPs outlined the medium-term policy framework,
including public finance objectives and structural reform
priorities needed for EU accession. In doing so, the pro-
grammes strengthen the institutional and analytical
capacity necessary to participate in EMU with a deroga-
tion from the adoption of the euro upon accession, par-
ticularly in the areas of multilateral surveillance and
coordination of economic policies. All programmes
foresee an improvement in the economic climate in the
period covered by the plans. The areas of structural
reformsto be undertaken are well defined, although their
cost is not always quantified. As a result, the impact of
these reforms on the presented budgetary framework
cannot be fully assessed.

In mid-May 2004, the first set of convergence pro-
grammes covering in most Member States the period
2004-07 was submitted. The programmes present the
medium-term framework for fiscal adjustment. In some
countries, the aim is to obtain a budgetary position of
close to balance or in surplus to allow them to deal with
normal cyclical fluctuations while keeping the govern-
ment deficit within the reference value of 3 % of GDP.
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A brief comparison with the 2003 updates of the pre-
accession economic programmes on growth assump-
tions, budgetary targets and structural deficits aswell as
debt levelsis offered in the last section of this chapter.

3.2. 2003 updates of the pre-accession
economic programmes

3.2.1. Medium-term budgetary developments

According to the PEPs, average growth in the NMS in
the 2003-06 period is expected to be the same as in the
period 1998-2002, which isoverall somewhat more con-
fident than the growth prospects outlined in the 2002
programmes, although there are country differences.
Latvia, Lithuania and Poland revised the economic
growth projections for the period 2003-06 upwards,
while Cyprus, the Czech Republic, Hungary, Malta and
Slovenia revised them downwards. In the period 2002—
06, the level of inflation is expected to decline in al the
countries, except in Lithuania and Latvia. In Lithuania,
deflation will be replaced with moderate inflation. The
current account balance is to remain negative in al the
NMS, according to the PEPs, except in Slovenia, where
a continuous surplus is foreseen over the entire pro-
gramme period (see Table 1.15).

In 2002, all the countries, with the exception of Estonia
(1.3 % of GDP surplus), were running general govern-
ment deficits (see Table 1.16), in the one digit range, vary-
ing from the lowest deficit of Lithuania (1.4 % of GDP)
to the highest of Hungary and Slovakia (9.2 and 5.7 % of
GDP, respectively).

The expected developments in the PEPs period indicate
for all the NM S a substantial consolidation of their pub-



lic finances. Thus, by 2006, only the Czech Republic,
Malta and Poland foresaw general government deficits
above the 3 % of GDP reference value. Hungary is esti-
mated to deploy the strongest consolidation effort to
reduce its fiscal imbalance by 6.7 percentage points to
2.5 % of GDP by 2006, followed by Slovakia, expecting
to shrink its deficit in the same period by 4.3 percentage
points. Displaying a different path, Estonia plans to
bring the 2002 government surplus down to balance by
2006, while Poland's consolidation endeavour looks
weak as the government is still engaged in expansionary
fiscal policy leading to further deficit increases in 2003
and 2004.

Contrary to such a general improvement, comparing the
latest data available with the Commission’s spring 2004
forecast, the adjustment path projected in the 2003 PEPs
may prove too optimistic. The spring 2004 fiscal notifi-
cation presented by the Czech authorities reported the
registration of one single imputed State guarantee of
about 6.3 % of GDP, which brought the general govern-
ment deficit to 12.9 % of GDP in 2003. In Malta, the
general government deficit went up to 9.7 % of GDPin
2003 due to a one-off outlay of 3.2 % of GDP related to
the restructuring operation of the shipyards. Similarly,
taking 2005 for comparison for most countries (e.g. not
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the Czech Republic) deficit projectionswere lower inthe
2004 PEPs than in the Commission’s spring 2004 fore-
cast.

In 2002, Hungary and the Czech Republic ran the high-
est primary deficit (5.5 and 5 % of GDP, respectively),
while Estonia and Cyprus reached a primary surplus
(1.6 and 1.4 % of GDP, respectively). Although Estonia
and Lithuaniapresented projectionsfor adeteriorationin
their respective primary balance at the end of the period,
their overall fiscal positionisto remain relatively strong.
All other countries are expected to improvetheir primary
balance, albeit the Czech Republic, Latvia, Lithuania,
Poland and Slovakiawill keep primary deficits.

When comparing the budgetary objectives between the
PEPs of 2002 and 2003, Estonia and Slovenia are the
only countries to revise their fiscal balance upwards,
whilst all other countries made downward revisions, thus
implying larger deficits. These modifications were par-
ticularly significant in Slovakia and Cyprus. In some
countries, the upward revision of the deficit is partialy
related to the downward revision of growth, but in oth-
ers, such as Poland, the projected deterioration of the fis-
cal balance reflects an easing of the budgetary stance.

Tablel.15

M acr oeconomics projectionsin the 2003 PEPs

Real GDP growth

Consumer priceinflation Current account balance

(Annual percentage change)

(Annual percentage change) (% of GDP)

1998-2002 () 2003-06 (?) Revision (3 2002 2006 2002 2006
cz 1.5 3.0 -0.7 4.7 34 -6.5 -6.2
EE 4.7 55 0.0 5.8 35 =123 -9.0
cy 4.2 3.8 -0.4 2.0 2.0 -53 -14
Lv 4.4 6.2 0.7 25 3.0 -7.8 -7.6
LT 5.8 6.4 1.1 1.3 4.1 -53 -5.6
HU 4.3 4.0 -0.6 9.2 3.0 -4.0 -5.0
MT 2.8 2.7 -0.8 2.9 2.4 -4.7 -4.4
PL 5.4 4.7 IAl 5.5 BAI =35 =51
S 2.8 3.9 -0.6 8.4 4.6 1.7 1.1
SK 4.2 4.3 0.0 7.1 4.5 -8.2 =83
EU-10 43 4.3 0.3 5.8 3.3 -4.4 -49

() Annua average over the period 1998-2002.
(® Annual average over the period 2003-06.

(®) Difference between the average rate of growth over the period 2003-05 in the 2002 and 2003 PEPs.

Source: 2002 and 2003 PEPs, Commission services.
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Table!.16

General government balancesin the 2003 PEPs

(% of GDP)

Nominal balance

Primary balance Cyclically adjusted balance (?)

2002 2006 Change Revision (%) 2002 2006 Change 2002 2006 Change
cz -6.7 -4.0 2.7 -0.1 -5.0 -2.4 2.6 -6.5 -4.1 2.4
EE 1.3 0.0 -1.3 0.3 1.6 0.3 -13 n.a. n.a. n.a.
cY -35 -2.2 1.3 -1.8 1.4 2.5 1.1 -25 -2.2 0.3
LV -3.0 -2.0 1.0 -0.8 -26 -13 1.3 -31 -23 0.8
LT -1.4 -1.8 -0.1 -0.2 -0.2 -05 -03 -1.7 -1.6 0.1
HU -9.2 -25 6.7 -0.7 -55 0.4 5.9 -9.1 -24 6.7
MT -6.2 -3.4 2.8 -0.6 -1.4 1.5 2.9 n.a. n.a. n.a.
PL -3.8 -34 0.4 -0.7 -1.0 -0.38 0.2 -34 -3.8 -04
Sl -24 -1.3 1.1 2.2 -0.2 0.0 0.2 -2.2 -11 1.1
SK -57 -29 4.3 -3.0 -35 -0.6 2.9 -7.2 -37 3.5
EU-10 -5.1 -3.1 2.1 -0.6 -24 -0.7 1.7 -438 -3.2 1.6

(*) Difference between the average nominal balances over the period 2003-05 in the 2002 and 2003 PEPs.

(3 Countries’ own estimates as presented in the 2003 PEPs.

NB: Nominal balances for Lithuania and Slovakia for 2002 were revised subsequently.

Source: 2003 PEPs and Commission services.

The estimations presented for CABs over the 2002-06
period (not submitted by Malta and Estonia) suggest that
the Czech Republic, Hungary and Slovenia foresee sub-
stantial general government deficit reductions as a result
of the implementation of policy changes. On the other
side, Cyprus and Poland seem to rely on the effect of the
cycle for their respective fiscal position, while Slovakia
anticipates a narrowing of its budget deficit due to both
fiscal consolidation and upbeat economic devel opments.
Savefor Poland, all the countries expect improved struc-
tural balances by 2006 as compared to 2002. In Slovakia,
Poland and the Czech Republic the cyclically adjusted
deficits are forecast to stand above 3.5 % of GDP in
2006. Overdl, the NM S seem to be making some effort
for structura changes in the budget's revenue and
expenditure to reach the targets set in the 2003 PEPs, and
the favourable economic conditions are also expected to
contribute to the planned adjustment

3.2.2. Government debt

The general government debt position widely contrasts
among the NMS. Most of them hold low levels of for-
eign debt and some programmes show a preference for a
steady reduction in external financing in order to lower
exchange risk exposure, widen domestic capital markets
and decrease the issuing costs. Thus, Estoniaand Latvia
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post very low levels of debt, in absolute and relative
terms (5.8 and 14.6 % of GDP, respectively), and their
debt is mainly owned by foreign creditors. On the other
side, the latest data availablefor 2003 (*) showed Cyprus
government debt running at 72.2 % of GDP and Malta's
government debt attained 72 % of GDP, clearly exceed-
ing the 2003 PEP estimates and the 60 % of GDP thresh-
old. In addition, the level of government debt in Hungary
(56.3 % of GDP) is dlightly below the Maastricht refer-
encevalue.

Six countries anticipated in their PEPs a worsening of
their debt levels over the period. The Czech Republic's
PEP reported a further deterioration of 12.4 percentage
points of GDP between 2003 and 2006, this projection
being worse than the one made in last year’ s programme.
Thereasonsfor thisare the upward revision of the deficit
and theimputation of a State guaranteein 2003. Poland's
government debt is forecast to increase by 7.3 percent-
age points up to 2005 and stabilise in 2006. This mainly
results from financing the high deficit of the State
budget, leading not only to debt increasein a given year
but also, due to debt servicing costs and refinancing, to

(") Fiscal notification presented in March 2004.



Tablel.17
General government debt in the 2003 PEPs
(% of GDP)
2002 2006 Change

(@4 26.9 394 12.4
EE 5.8 4.6 -1.2
cY 59.7 56.1 -3.6
LV 14.6 17.4 2.8
LT 22.7 23.3 0.6
HU 56.3 54.0 -23
MT 66.6 68.4 1.8
PL 41.8 49.1 7.3
Sl 27.8 25.9 -1.9
SK 44.3 48.5 4.2
EU-10 39.8 45.1 5.3

Source: 2003 PEPs and Commission services.

anincreasein future debt levels. Despite gradually lower
deficits, Slovakia estimates an increase in its debt level
by 2006. Malta, already running a debt/GDP ratio well
above 60 % of GDP, expects after an initial deteriora-
tion, the debt/GDP ratio to come down to 68.4 % of GDP
by 2006. This estimation seems somewhat optimistic in
light of the above mentioned one-off increase which
occurred in 2003.

Cyprus, Estonia, Hungary and Slovenia expect agradual
improvement of their debt ratiosin accordance with their
fiscal consolidation path.

3.2.3. Composition of the adjustment

Unlikein the 2002 PEPs, where most countries proposed
to reduce the general government revenue in terms of
GDP, the programmes presented in 2003 indicate that
only Hungary, Maltaand Slovakiaare planning to shrink
public revenue. Slovakia reports the highest decline by
3.5 percentage points between 2002 and 2006, stemming
from asizeable reduction in direct tax collection brought
about by tax reform. The most important increase takes
place in Cyprus, where revenues are expected to rise by
2.2 percentage points during the programme period, due
to a renewed effort by the current government to carry
out fiscal consolidation, improving tax administration
and collection and higher fees and royalties|evied by the
government. Lithuania also plans to boost revenues by
1.8 percentage points by 2006, as the key points of atax
reform are to be implemented by the end of 2004 and the
EU grants will contribute to the increase. Estonia esti-
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mates an increase in revenues of 1 percentage point by
2006, as the revenue item — other receipts — compen-
sates for diminishing of both income tax revenues and
socia contributions. Lithuania, Slovakia and Cyprus
will have budgetary revenues below 40 % of GDP, with
Lithuania the lowest, at 35.6 % of GDP in 2006. Other
countries' revenues will exceed 40 % of GDP, Hungary
having the highest share (43.6 % of GDP), while still
below the EU-15 average (46.4 % of GDP in 2002).

On the expenditure side, Cyprus, Estonia and Lithuania
foresee higher spending in terms of GDP in 2006, reflect-
ing comparatively favourable starting conditions for the
relative weight of expenditure. The three countries had
expenditure-to-GDP ratios below 40 % of GDP in 2002
(the EU-15 average being 47.2 % of GDP), however, only
Lithuania foresees to stay below this level by 2006. At
46.8 % of GDP, the Czech Republic is expected to post
the highest level of expenditure by 2006, stemming from
the cost of industrial and financia restructuring and from
the burden of mandatory and quasi-mandatory expendi-
tures. The biggest reductions in the period are listed by
Slovakia, Hungary and Mata. Downward adjustments in
expenditure in the period come from reductions in social
transfersin Slovakia (— 3.2 percentage points) and Poland
(— 2.8 percentage points), in gross fixed capital formation
in Hungary (— 2.1 percentage points) and collective con-
sumption in Cyprus (— 1.6 percentage points). Poland and
Lithuania project to increase capital formation by 1.8 and
1.7 percentage points, respectively, and Cyprus reports an
increaseininterest payments of 2.3 percentage pointsover
the period 2003-06.

3.2.4. Risk considerations

Most PEPs have submitted a budgetary risk analysis
over the period with consideration of explicit and
implicit contingent liabilities. Also, the programmes
contained an analysis of the long-term sustainability of
public finances in the light of the envisaged trends in
pension and healthcare expenditures, although the exten-
sion and detail of the assessment varies among the coun-
tries.

The main source of risk is the existence of State guaran-
tees extended to semi-government institutions. Their
amount, composition and assessment of the actual risk
level are unevenly appraised among the acceding coun-
tries. The guarantees seem to be relatively high in Malta
(22 % of GDP) and somewhat more bearable in Cyprus
and the Czech Republic (around 10 and 12.2 % of GDP,
respectively), Slovenia (6.6 % of GDP) and Hungary
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(% of GDP)
Revenue Expenditure
2002 2006 Change 2002 2006 Change

cz 42.4 42.7 0.4 49.1 46.8 -23
E T R N

cy 36.3 38.5 2.2 39.8 40.7 0.9
v M 42 03 M5 M2 -07

LT 33.8 35.6 1.8 35.6 37.4 1.8
L R . £

MT 43.8 43.2 -0.6 50.0 46.6 -34
I - R R T

Sl 41.5 41.7 0.3 43.9 43.0 -0.8
- N N N N N T

EU-10 42,0 41.9 -0.1 47.2 45.0 -22

Source: 2003 PEPs and Commission services.

(5.4 % of GDP). In the case of Lithuania, other sources  ing large compensation payments by the State are also
of fiscal risk are related to deposit insurance, restitution considered as a possible risk to the budget. In Poland, a
of real State ownership rights, debt of State-owned enter- relatively prominent share of foreign debt, high risk of
prises to banks and privatisation of State-owned assets. servicing the domestic debt due its short-term average
In the Czech Republic, legal disputes potentially involv- maturity and the compensations to former rea estate



Part I
Current developments and prospects

Table .19
Composition of general government expenditurein the 2003 PEPs
(% of GDP)
Collecti\{e Social transfers Subsidies Grossfixed_capital Othe_rs, including
consumption formation interest
2002 2006 Change 2002 2006 Change 2002 2006 Change 2002 2006 Change 2002 2006 Change
cz 9.4 9.1 -04 25.0 244 -0.7 3.5 3.2 -0.3 4.6 45 -01 6.5 56 -0.9
EE 7.2 7.3 0.1 14.4 15.0 0.6 1.1 1.3 0.2 4.3 4.5 0.2 11.4 126 1.2
(&% 10.6 9.0 -1.6 15.4  16.0 0.6 1.0 06 -04 3.7 3.7 0.0 9.1 114 23
Lv 9.3 - - 23.1 - - 0.8 - - 33 - - 8.4 - -
LT 8.0 79 -0.1 22.0 222 0.2 0.7 1.1 0.4 2.5 4.2 1.7 2.5 20 -05
HU 7.5 74 -0.1 237 233 -04 2.5 2.7 0.2 6.2 41 -21 13.8 86 -52
MT n.a. n.a. n.a. n.a. n.a. n.a. 3.0 2.6 -0.4 n.a. n.a. n.a. n.a. n.a. n.a.
PL 10.4 99 -05 254 226 -28 0.3 0.2 -0.1 2.9 4.7 1.8 7.0 8.1 1.1
Sl 8.1 76 -0.5 n.a. n.a. n.a. 1.1 1.4 0.3 2.5 2.7 0.2 n.a. n.a. n.a.
SK 11.0 95 -1.5 211 179 -32 1.6 1.5 -0.1 2.4 1.8 -0.6 129 105 -24
EU-10 9.5 89 -0.7 229 208 -21 2.6 2.4 -0.2 3.7 4.2 0.5 7.9 7.2 -0.7

Source: 2003 PEPs and Commission services.

owners expropriated in the years 194462 contribute to
an important fiscal risk aswell.

3.2.5. Social security reform

Almost al the countries indicated their awareness of the
negative impact of population ageing on the financing of
their social security, notably pension and healthcare sys-
tems. Through increases in pension and healthcare
expenditures, population ageing is expected to have a
negative impact on the medium and long-term fiscal sus-
tainability. This is one of the major fiscal risks as pen-
sion and healthcare spending are in many countries the
biggest single items among all budget expenditures.

When facing this problem, most countries have been
adapting their statutory pay-as-you-go (PAYG) pension
pillars with the primary objective of securing the future
financia balance of these schemes frequently through
linking pension benefits closer to pension contributions.
The measures include cuts in pension benefits, increases
in the retirement age, increases in pension contributions
in varying combinations. There are, however, some
exceptions to this general trend: in order to improve the
social situation of pensioners, the first pillar old-age pen-
sions are being improved in Hungary by introducing a
13th monthly pension payment gradually over four years.
Latviaplansto improve the indexation of pensions.

In addition to these changes to the PAY G schemes, sev-
era of the new Member States from central and eastern
Europe introduced mandatory funded pillars managed
by the private sector and created the legidative frame-
work for voluntary funded provision. In the 2003 PEP,
Lithuaniaand Slovakia presented plans to move towards
such a‘multi-pillar’ pension system (in 2004 and 2005,
respectively). The introduction of the second (obliga-
tory-funded) pillar requires a high degree of administra-
tive preparation in order to avoid implementation prob-
lems. For instance in Poland, the transfers of social
insurance contributions from the Socia |nsurance Insti-
tution (ZUS) to private pension funds were affected by
serious delays. In addition, the channelling of part of the
contribution revenue into privately managed funded
schemes reduces government revenues and increases
deficits. ESA 95 methodology places these schemes out-
side the general government sector.

Major motives behind reform steps in healthcare are to
increase the quality of hedthcare services and to cut
hedthcare costs that are likely to further increase in the
process of population ageing. Many countries mention
improvements in the healthcare sector as being important
for human capitad development. Ancther motive for
hedthcare reforms is to contribute to sound general gov-
ernment finances. Radical reform measures arein progress
in Slovakia, including private co-financing. Cyprus plans
to introduce a general health insurance scheme.
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Tablel.20

Main measuresin the PEPs concer ning pension reform

Funded pillar — Planned reforms
developed
cz 0 First pillar: parametric reforms within fiscal consolidation, notional defined contribution
reform foreseen for 2010. No plans for a compulsory funded pillar.
EE O
cY O Parametric reforms in the first pillar.
Lv 0 More generous indexation rule in the NDC pillar.
LT O Introduction of a voluntarily pillar as of 2004.
HU O Gradual introduction of the 13th month pension.
Increase contribution rate to mandatory-funded pillar.
MT O Reform of the first pillar planned.
No plans for the compulsory funded pillar.
PL O
S O Parametric reforms in the first pillar.
SK ] Introduction of a compulsory funded-pillar planned for 2005.

Source: 2003 PEPs and Commission services.

3.3. 2004 conver gence programmes

3.3.1. Growth projections

According to the programme projections, the average
GDP growth of the new Member States in 2004 is
expected to improve for a second consecutive year.
Compared to the average GDP growth rate in 2003
(3.6 %), an important acceleration is expected in the
course of 2004, to reach the average growth rate of 4.2 %
(see Table 1.21). Further increases are expected in the
future as the average growth rate is estimated to reach
4.4 % in 2005 and 4.8 % in subsequent years.

Of the six new Member States for which an increase in
growth ratesis expected in 2004, the acceleration is par-
ticularly important in Malta (2.8 percentage points),
Cyprus (1.5 percentage points), Slovenia and Poland
(both 1.3 percentage points). Deceleration of growth in
the same period is expected in four new Member States,
although marginally in the Czech Republic and Slova
kia. In Latvia and Lithuania, despite the expected cool-
ing off, the economic growth is expected to remain very
buoyant. According to the convergence programmes,
favourable growth prospects are to be continued over the
entire programme horizon. In sum, the new Member
States with the lowest per capita GDP are expected to
grow at the fastest pace, accelerating the catching-up
process with higher-income Member States.
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In comparison with the 2003 updates of the PEPs,
growth projections over the medium-term period have
been revised downwards in most new Member States
(see Table 1.21). While downward revisions for the
entire period 2004—06 were made in five countries
(Estonia, Cyprus, Hungary, Malta and Slovenia), the
Czech Republic and Slovakia marginally lowered their
expected growth prospects for 2005 and the former also
for 2006. The growth projections presented in the con-
vergence programmes by the Member States are largely
in line with the Commission’s spring 2004 forecast
although somewhat higher in the cases of Latvia,
Lithuania, Poland and Slovenia, and lower in the case of
Malta.

3.3.2. Budgetary developments and tar gets

The expected budgetary developments according to the
convergence programmes indicate a substantial consoli-
dation of public financesin all new Member States with
budgetary deficits. In aggregate terms, the deficit is
expected to decrease from its current level, estimated at
5.8 % of GDPin 2003, t0 2.1 % of GDPin 2007. Bothin
2004 and 2005, the aggregate budget deficit is expected
to decrease by 1 percentage point. The overall improve-
ment over the programme period relies strongly on the
expected budgetary consolidation in six new Member
States for which the excessive deficit procedure was
started in May 2004. Among these, particularly strong
reductions are expected in the countries with initially
high deficits, such as Cyprus (4.7 percentage points over



the period 2003-07), Malta (3.8 percentage points over
the period 2004-07) and Hungary (2.8 percentage points
over the period 2003-07). It hasto be noted that the 2003
deficits in the Czech Republic and Malta were high due
to one-off measures (an imputed State guarantee in the
Czech Republic and a one-off outlay related to the ship-
yards restructuring operation and the appropriate
accounting treatment of associated debt assumed by the
general government sector in Malta). On the other hand,
in Poland and Slovakia, following an expected increase
intheir deficitsin 2004, the programmes foresee consid-
erable consolidation efforts for the rest of the pro-
gramme period (respectively, 4.2 percentage points and
2.0 percentage points).

Of the countrieswith budgetary deficitsbelow the 3 % of
GDP reference value, Slovenia and Lithuania are
expected to reduce their deficits over the programme
period, however, in the latter, only after a substantia
worsening in 2004. Displaying a different path, the
budgetary deficit in Latviais expected to fall only mar-
ginaly, while Estonia plans to move from the 2003 gov-
ernment surplus to a balanced budget in 2005.

A comparison between the budgetary projections pro-
vided by the new Member States in their convergence
programmes and the 2003 PEPs (see Table |.22) shows
that nominal budgetary balancestend to be similar in the
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medium term (by 2006). Only Hungary and Mata
present significant revisions compared to their PEPs.
Hungary reports higher deficits in the convergence pro-
gramme than in the 2003 PEP, while Malta foresees
lower deficits in its convergence programme. Slovenia
and Slovakia present slightly higher deficitsin their pro-
grammes than in their PEPs by 2006.

All the countries provided figuresfor cyclically adjusted
budget balances (CAB) in the programmes. They are
presented in the left panel of Table |.23. The right panel
of the table shows the CABs submitted in the 2003
update of the PEPs. According to the programme fig-
ures, the aggregate CAB of the new Member States,
amounted to — 5.5 % of GDP in 2003 and is projected to
reach — 2.3 % of GDP in 2007.

This reflects the expected decline in the CABs from the
2003 levelsinal new Member States, apart from Lithua-
niaand Latvia, where amodest increase is expected, and
Estonia, where the surplus in cyclically adjusted terms
(2.3 % of GDP) is forecast to decline and converge to
balance.

On the whole, despite the general plansfor adjustment
in cyclically adjusted terms over the period 2003-07,
only Maltaand Estonia are projecting to balance their
budgets by 2007, while in the Czech Republic, Hun-

Table!.21

Growth projectionsin the May 2004 conver gence programmes and differences with the 2003 PEPs (%)

(% of GDP)

2003 2004 2005 2006 2007
CP  CP-PEP CP  CP-PEP CP  CP-PEP CP  CP-PEP cP

cz 2.9 0.5 2.8 0.0 3.1 -0.1 3.3 -0.3 3.5
EE 4.7 0.2 5.3 -0.3 5.8 -0.2 5.6 -04 5.9
cYy 2.0 0.0 3.5 -0.5 4.3 -0.3 4.4 -0.2 4.5
v 7.5 1.0 6.7 0.6 6.7 0.7 6.5 05 6.5
LT 9.0 2.2 7.0 0.8 7.3 0.8 6.6 0.6 6.3

HU 2.9 -0.6 3.3 -0.2 3.6 -04 4.0 -0.5 4.3
MT -1.7 -3.0 1.1 -1.4 1.7 -15 2.1 -15 2.1

PL 3.7 0.7 5.0 0.0 5.0 0.0 5.6 0.0 5.6
Sl 2.3 -0.8 3.6 -0.3 3.7 -0.3 3.8 -0.6 3.9
SK 4.2 0.2 4.1 0.0 43 -0.1 5.0 0.2 4.7
EU-10 3.6 0.3 4.2 0.0 4.4 -0.1 4.8 -0.2 4.8

() A positive value implies higher growth forecastsin the May 2004 convergence programme.

Source: Commission services.
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Table.22
Budget balancesin the May 2004 conver gence programmes and differences with the 2003 PEPs (%)
(% of GDP)
2003 2004 2005 2006 2007
cp CP-PEP cp CP-PEP cp CP-PEP cp CP-PEP cp
(@4 -12.9 -53 -53 0.6 -4.7 0.1 -38 0.2 -33
EE 2.6 2.2 0.7 0.7 0.0 0.0 0.0 0.0 0.0
cy -6.3 -0.9 -5.2 -1.5 -29 -0.1 -2.2 0.0 -1.6
Lv -1.8 1.1 -2.1 0.3 -2.2 0.0 -2.0 0.0 -2.0
LT -1.7 0.7 -27 0.2 -25 0.0 -1.7 0.1 -15
HU -5.9 =-1.1 -46 -0.38 -4.1 -13 -3.6 -1.1 -3.1
MT -9.7 -23 -5.2 0.6 -3.7 0.4 -23 1.1 -1.4
PL (® -4.1 0.0 -57 -0.7 -4.2 -0.2 -33 0.1 -1.5
Sl -1.8 0.2 -1.9 -0.3 -1.8 -0.2 -15 -0.2 -0.9
SK (3) -3.6 1.4 -4.0 -0.1 -3.4 0.0 -3.0 -0.1 -2.0
EU-10 -5.8 -438 -39 -3.2 -21

(*) A positive value implies lower deficitsin the May 2004 convergence programme.

(® Thedéficit figures will have to be adjusted upwards if the open pension funds are excluded from the general government sector following the Eurostat decision on
the classification of funded pension schemes.

(®) Thefiguresare net of the effect of the introduction of afunded pension pillar in 2005. The programme estimates this revenue-decreasing and hence, ceteris paribus,
deficit-increasing effect at 0.5 % of GDP in 2005, 0.9 % of GDP in 2006 and 1 % of GDP in 2007.

Source: Commission services.

Table .23
Cyclically adjusted budget balancesin the May 2004 conver gence programmes and the 2003 PEPs (1)
(% of GDP)
2004 conver gence programmes PEPs 2003
2003 2004 2005 2006 2007 2003 2004 2005 2006

e -12.9 -53 -4.6 -38 -34 -75 -5.8 -438 -4.1
EE 2.3 0.6 0.0 0.1 0.1 n.a. n.a. n.a. n.a.
(o -4.0 -4.7 -238 -24 -1.9 -43 -35 -238 -22
Lv -1.7 -2.0 -22 -20 -2.0 -29 -25 -24 -23
LT -1.5 -27 -26 -20 -1.8 -26 -3.0 -25 -16
HU -59 -45 -39 -35 -3.0 n.a. n.a. n.a. n.a.
MT -8.6 -3.6 -2.1 -0.9 -0.2 n.a. n.a. n.a. n.a.
PL -37 -55 -4.1 -34 -1.7 -36 -4.7 -4.0 -38
S| -13 -1.4 -13 -1.1 -0.7 -1.4 -1.1 -1.1 - 1.1
SK -35 -4.0 -3.9 -4.1 -3.1 -5.1 -4.1 -4.2 -37
EU-10 -55 -47 -38 -3.2 -23 -4.4 -45 -3.8 -35

() Countries’ own estimates as presented in the May 2004 convergence programmes and the 2003 PEPs.

(® Dueto the 2004 revision of the statistical methodology regarding the calculation of GDP, the CABs from the two sources are not fully comparable.

Source: Commission services.
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gary and Slovakia, the cyclically adjusted deficits are
forecast to stand at or above 3 % of GDP in 2007.
Moreover, of the countries forecasting an improve-
ment in the CAB over the programme period, Slova-
kia is the only one projecting an improvement
after 2006.

3.3.3. Debt levels

In general, government debt is low in the new Member
States and is expected to increase steadily over the pro-
gramme period from 44.3 % of GDP in 2003 to 47.8 %
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of GDP in 2006 before declining in 2007 (see Table
1.24). Overall, apart from the Czech Republic, Latvia,
Poland and Slovakia, new Member States are expected
to have lower debt levelsin 2007 than in 2003. In Cyprus
and Malta, government debt is expected to stay above
the 60 % of GDP reference value over the entire pro-
gramme period, while although remaining below the ref-
erence value, arelatively rapid increase in debt levelsis
projected in the Czech Republic and Poland. Findly, in
four countries, namely, Estonia, Latvia, Lithuania and
Slovenia, debt levels are expected to be kept below 30 %
of GDP.

Table|.24
Debt levelsin the May 2004 conver gence programmes
(% of GDP)
2003 2004 2005 2006 2007

cz 37.6 38.4 39.7 41.0 41.7
EE 5.8 5.4 5.1 4.7 3.4
cY 72.6 75.2 74.8 71.5 68.4
LV 15.3 16.2 16.8 17.3 17.7
LT 21.5 22.4 22.2 21.4 21.0
HU 59.1 59.4 57.9 56.8 55.6
MT 72.0 721 72.4 70.5 70.4
PL (") 453 49.0 51.9 52.7 52.3
Sl 28.6 29.1 29.5 29.4 28.4
SK 42.8 45.1 46.4 46.1 45.5
EU-10 44.3 46.2 47.5 47.8 47.3

() Thedebt figureswill have to be adjusted upwards if the open pension funds are excluded from the general government sector following the Eurostat decision on the

classification of funded pension schemes.

Source: Commission services.
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4. The sustainability of public finances
based on the 2003 updates of stability
and conver gence programmes

4.1. Introduction

Due to the growing concerns regarding the impact of
ageing populations, ensuring the long-term sustainabil-
ity of public financesis akey objective in the EU. Since
the launch of the euro, in 1999, the Commission has
sought to integrate an examination of the sustainability
of public financesinto the existing EU framework for the
surveillance of Member States' economic and budgetary
policies, in line with the conclusions of the Stockholm
(March 2001) and Barcelona (March 2002) European
Council meetings and the March 2003 Ecofin Council..

The Commission therefore regularly produces the assess-
ment of long-term sustainability of public financesin the
context of the Stability and Growth Pact. This chapter
presents an overview of the assessment of the long-term
sustainability of the public finances based on the 2003
updates of stability and convergence programmes carried
out by the Commission for the third year in the row.

The assessment of long-term sustainability of public
finances is a multi-faceted issue and there is no unique
indicator which gives a clear response on whether a
country’s public finances are sustainable in the long run.
Thus, on the basis of the EPC 2003 report (1), the Com-
mission assessed long-term sustainability of public
finances using both quantitative indicators and qualita-
tive information. Although the approach followed was
broadly similar to the one used in previous assessments
(see European Commission, 2002a and 2003a for a

(") See the report ‘The impact of ageing populations on public finances: over-
view of analysis carried out at EU level and proposals for a future work
programme’ (October 2003), available at: http://europa.eu.int/comm/
economy_finance/epc/documents/2003/pensionmaster_en.pdf.
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review of the first two assessments), it is important to
note a number of improvements undertaken in order to
enhance the quality of the assessment.

For what concerns the quantitative indicators, the cycli-
cal component of the budget has been netted out in the
first year of the projection, so the long-term projections
are only affected by the more structural components of
the budget. In practice, the tax to GDP ratio in the last
year of the programme has been corrected by the cyclical
component of the budget (3).

Also, a greater attention has been devoted to qualitative
features when making the assessment, which aleviated
the mechanistic interpretation of the results obtained. The
main qualitative features shaped into the assessment are
(i) current debt/GDP ratio; (ii) how the use of one-off
measures or contribution to pension reserve funds affect
the budget balance; (iii) the current level of tax ratios; and
(iv) therobustness of thelong-term budgetary projections.

4.2. How the sustainability of public
finances was assessed

4.2.1. Thequantitativeindicators

Table 1.25 summarises the data included in the 2003
updates of stability and convergence programmes that
were used to run the sustainability indicators. The prior-
ity has been given to the national projections reported in
the programmes, complemented if necessary with the
commonly agreed EPC projections.

(*) This makes this year’s results of the quantitative indicators not fully com-
parable with last year.


http://europa.eu.int/comm/economy_finance/epc/documents/2003/pensionmaster_en.pdf
http://europa.eu.int/comm/economy_finance/epc/documents/2003/pensionmaster_en.pdf
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Tablel.25

Data used to run the sustainability indicators

Age-related expenditure Total
Others non-age- Total revenue
Pensions Healthcare Education related exp.
2008 2050 2008 2050 2008 2050 2008 2050 const. 2008 2050
BE 8.8 12.6 7.1 9.9 41 3.7 6.7 5.0 16.5 48.1 48.1
DK 5.5 6.9 8.0 10.4 8.7 8.4 .3 11.2 18.1 53.1 55.6
DE 11.0 14.9 5.9 7.1 5.3 5.5 0.9 0.7 18.3 43.4 44.3
EL 12.3 22.6 5.1 6.6 33 3.2 0.4 0.2 17.2 43.0 43.0
ES 8.0 13.0 5.7 7.2 4.0 3.7 0.6 0.4 19.0 40.0 40.0
FR 12.7 14.5 6.4 7.4 5.9 5.5 1.0 0.7 22.8 51.6 51.6
IE 4.0 7.7 6.1 7.8 4.0 3.2 1.0 1.0 17.0 335 33.5
IT 14.0 14.1 6.4 8.1 4.6 4.2 0.4 0.3 13.4 441 441
LU 7.4 9.3 n.a. n.a. n.a. n.a. 0.3 0.2 38.9 48.0 48.0
NL 5.2 8.7 7.5 10.5 5.0 4.9 6.6 6.9 18.4 44.7 47.6
AT 14.6 15.0 5.2 6.4 5.6 5.0 1.5 2.0 18.3 47.9 47.9
PT 11.3 12.1 5.3 6.1 5.4 5.1 0.5 0.5 18.1 43.9 43.9
Fl 11.6 14.5 4.8 5.8 5.8 5.4 3.3 4.8 21.3 51.0 51.0
SE 9.0 9.9 11.0 13.4 8.2 8.7 6.8 9.7 16.8 56.3 56.7
UK 5.1 5.3 7.7 9.7 5.4 5.4 14 1.5 20.4 40.0 40.0
NB: Datarefer to the first year of projections, 2008, unless specified differently. In all the countries, other age-related expenditure includes unem-

ployment benefits; where relevant, additional items are specified below. Total revenues refer only to the programme scenario. BE: Other
expenditures include family alowances, unemployment and early retirement transfers, work-related accidents and sickness and residual
regimes. DK: The starting data refer to 2011. Other expenditure items are childcare and old-age care. Concerning the change in tax revenues,
the net tax on net pension payments is projected to increase by 2.5 percentage points of GDP by 2050. Also, pension assets are projected to
increase from 124 % of GDP in 2005 to 217 % of GDP in 2050. DE: Pension projections were made by the BMGS (Statutory Pension Insur-
ance and Public Service Workers Pension). Tax revenues only concern taxation of future pension payments to private households made by the
German Ingtitute for Economic Research. EL: The starting data refer to 2007. Healthcare only concerns acute healthcare. FR: Pension expen-
ditures are calculated from last year's programme, including the impact of the pension reform as reported by the national authorities. |E: The
starting data refer to 2007. LU: The starting data refer to 2007. No projections on healthcare and education expenditures were reported.
Equally, the EPC projections for Luxembourg do not include information on these two items. NL: Projections on age-related items from a
report of CPB Netherlands, ‘Ageing in Netherlands', 2003. Other age-related expenditure includes disability benefits. Net old-age-related
direct tax revenues are projected to increase by 2.8 percentage points between 2010 and 2050. AT: Other age-related expenditure includes care
expenditure. PT: The pension expenditure projections were reported in the national strategy report on the future of pension schemes. FlI: Long-
term care expenditure is included in other age-related expenditures. Pension system assets are projected to increase from 67.3 % of GDP in
2006 to 78.4 % of GDP in 2050. SE: The starting data refer to 2007. Healthcare expenditure includesiill health and medical care expenditure.
Other age-related expenditures also includes labour market training grants and wage guarantee, childcare and care of elderly. The net old-age-
related tax revenues are projected to increase by 0.4 percentage points between 2010 and 2050. Pension system assets are projected to increase
from 28.4 % of GDP in 2006 to 29.6 % of GDP in 2050. UK: The starting data refer to 2009. L ong-term care expenditure is included in other
age-related expenditures. The non-age-related expenditures are expected to decline by 0.9 percentage points between 2009 and 2050.

Source: EPC and national updated stability and convergence programmes (2003).

Thisyear, the EPC projections on unemployment benefits
and education, carried out for the first time in 2003, were
added to the age-rel ated expendituresfor all countriesthat
did not provide such information in the programme (%).
Thus, at least four different age-related expenditure items
— pensions, healthcare, education and unemployment
benefitswere included in the calculations of all the Mem-

(") For a detailed analysis of long-term education expenditure see EPC (2003)
and Montanino, Przywara and Young (forthcoming, 2004).

ber States which contributed to increased comprehensive-
ness of the quantitative assessment.

Ontherevenue side, the level of revenue-to-GDP ratio was
kept constant at the (cyclically adjusted) level reachedinthe
last year of the programme period for most countries (2).

(*>) Changes in the tax ratio were included for four Member States (Denmark,
Germany, the Netherlands and Sweden) as these can largely be attributed
to the deferred tax revenues from contributions to funded pension systems
as well as accumulated earnings prior to disbursement.
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Table|.26

Projected changesin the expenditure and revenues between thefirst year of projectionsand 2050

Age-related expenditure

Other age- Taxrevenues Net change
Pension Healthcare Education related Total

expenditure
BE 3.8 2.8 -04 -1.7 4.5 0.0 4.5
DK (") 1.4 2.4 -0.3 1.9 5.4 2.5 29
DE 3.9 1.2 0.2 -0.2 5.1 0.9 4.2
EL(?) 10.3 1.5 -0.1 -0.2 11.5 0.0 11.5
ES 5.0 1.5 -0.3 -0.2 6.0 0.0 6.0
FR 1.8 1.0 -04 -0.3 2.1 0.0 2.1
IE (® 3.7 1.7 -0.8 -0.1 4.5 0.0 4.5
IT 0.1 1.7 -0.4 -0.1 1.3 0.0 1.3
LU (» 1.9 0.0 0.0 -0.1 1.8 0.0 1.8
NL 3.5 3.0 -0.1 0.3 6.7 2.9 3.8
AT 0.4 1.2 -0.6 0.5 1.5 0.0 1.5
PT 0.8 0.8 -0.3 0.0 1.3 0.0 1.3
Fl 2.9 1.0 -04 1.5 5.0 0.0 5.0
SE (3 0.9 2.4 0.5 29 6.7 0.4 6.3
UK (3) 0.2 2.0 0.0 0.1 2.3 0.0 1.4

(*) 2011 replaces 2008 for Denmark.
(?) 2007 replaces 2008 for Greece, Ireland, Luxembourg and Sweden.
(®) 2009 replaces 2008 for the United Kingdom.

Source: EPC and national updated stability and convergence programmes (2003).

Table 1.26 presents projected changes in the expenditure
and revenues between thefirst year of projectionsand 2050.
As expected, the projections of age-related expenditures
show that the pension and healthcare-related expenditures
areof the highest concern for the long-term sustainability of
publicfinances. In Denmark, Italy, Austria, Sweden and the
UK, hedlthcare spending is projected to grow faster than
pension spending. In turn, other age-related expenditures
— one of which is education — are projected to declinein
the majority of countries, athough insufficiently to offset
theincrease in pension and healthcare expenditures.

Table 1.27 and Table 1.28 present, respectively, the
extrapolation of debt/GDP ratio and the sustainability
gaps under two scenarios. Under a so-called ‘pro-
gramme’ scenario, the starting position in terms of the
cyclically-adjusted budget balance, the level of the debt/
GDPratio, the primary spending and the tax revenuesare
the figures reported by the Member State for the final
year of their 2003 updated stability or convergence pro-
gramme; for most Member States thisis 2007.

The extrapolation of the debt/GDP ratio relies on several
assumptions:

The tax burden remains constant as a share of GDP
unless there are foreseen increases of revenues due
to the design of the pension system. Thus, future
additional pension income resulting from the accu-
mulation of non-taxable contributions is included
while changes in revenues due to assumptions on
future trends in private consumptions or due to spe-
cial sources are not considered.

Age-related expenditures evolve in line with the
available projections.

Non-age-related primary expenditures remain con-
stant as a share of GDP at the 2007 level over the
projection period (Y). These include mainly public
investment, other social expenditure apart from edu-
cation, health and pensions, purchases of goods and
services not due to age-related expenditures, com-

Only in the case of the UK did the Commission take into account the decline
in non-age-related expendituresn, namely, the dynamics reflect the current
set of legislation in place. In addition, most non-pension social benefits will
rise in line with prices after 2007-08, reducing their share of GDP.



pensation of employees (excluding the staff in edu-
cation and healthcare sectors).

e The GDP deflator isfixed at 2 % for the whole pro-
jection period.

e The GDP rea growth rate is country-specific and
relies on agreed EPC assumptions (). It results from
both assumptions on employment trends and labour
productivity trends. However, labour productivity
growth isassumed to convergetowards an annua rate
level of 1.75 % by 2030, although some leeway for
higher ratesis provided for catching-up countries.

e The nomina interest rate converges towards an EU
averagelevel of around 5-6 %in 2015. Itiscalculated
asthe sum of the EU average real growth rate plusthe
ECB inflation target (2 %) plus an interest rate growth
differential of 2. To avoid a discrete jJump in the debt
projections, it is assumed that theimplicit interest rate
on debt in the fina year of the stability/convergence
programme converges towards the common nominal
interest rate in alinear fashion within 10 years.

The ‘programme’ scenario assumes that Member States
actually achieve the budget targets set down in their pro-
grammes. However, such an outcome is by no means
assured. In order to assess the relevance of the consoli-
dation processes in the medium term to achieve long-
term sustainability, a‘ 2003 position’ scenariowasrunin
the same way as the ‘programme’ scenario, excepting
that the starting budget position is different since it is
based on budgetary datafor 2003. Debt levelsare extrap-
olated from 2008 to 2050 assuming that no budgetary
consolidation isachieved, i.e. the cyclically adjusted pri-
mary balancein 2008 remains the same asthe 2003 level
and no stock-flow operations take place.

It is important to recall that the purpose of the debt
extrapolation is to signal possible imbalances on the
basis of current policies and projected age-related
expenditure trends. However, the limitations of this
exercise are clear and results need to be interpreted with
caution. Being a mechanical, partial equilibrium analy-
Sis, projections are in some cases bound to show highly
accentuated profiles. As a conseguence, the projected
evolution of debt levels is not a forecast of possible or
even likely outcomes and should not be taken at face

(1) See EPC (2001).
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Table!.27

Results of the sustainability gap indicators

Programme scenario 2003 budget scenario

S1 S2 S1 S2
BE -03 0.3 -5.1 -1.0
DK -0.6 -0.6 =20 = 1.3
DE 2.2 2.6 4.4 4.4
EL 1.9 33 2.3 3.8
ES 0.4 1.3 -0.3 0.6
FR 0.7 0.8 3.6 35
IE 1.6 2.2 2.2 2.5
IT =07 -0.7 .1 .3
LU 0.0 -0.1 -1.2 -1.1
NL 2.0 2.2 2.6 2.7
AT 0.1 0.3 0.2 0.5
PT -0.8 -04 1.6 1.8
Fl 0.2 -18 -1.1 -2.8
SE 0.6 0.2 1.4 1.0
UK 2.2 2.4 2.8 3.1

NB: S1 measures the difference between the current tax ratio and the tax ratio that
would ensure adebt level in 2050 as resulting from a balance budget position
over the projection period. A positive sustainability gap indicates that thereis
a financing gap to reach this debt level in 2050. S2 indicates the change
needed in tax revenues as a share of GDP that guarantees the respect of the
inter-temporal budget constraint of the government, i.e. that equates the actu-
alised flow of revenues and expenses over an infinite horizon.

Source: Commission services.

value. Instead, theindicatorsareatool to facilitate policy
debate and at best provide an indication of thetiming and
scale of emerging budgetary challenges that could occur
on the basis of ‘no policy change'.

Findings from the results of the quantitative assessment
can be summarised as follows.

Firstly, even assuming that all Member States achieve
their medium-term budgetary targets (programme sce-
nario) there is a risk of unsustainable public finances
(measured against the 60 % of GDP reference value)
emerging in at least one third of the EU-15 Member
States.

Secondly, debt developments for most EU-15 Member
States follow a U-shaped pattern. In the coming 20 or
25 years, debt levels are projected to decrease due to the
effect of maintaining balanced budget positions: however,
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thistrend would start to reverse once the budgetary impact
of ageing starts to take hold, with the largest increase in
most countries expected between 2030 and 2050 (see
Table1.29 for the EU-15 aggregate).

Given the projected increase of debt levels, it is impor-
tant to use this window of opportunity and to contain the
emerging risks of increasing age-related expenditures
and debt levels.

Thirdly, the risk of unsustainable public finances
increases considerably if the Member States do not
achieve the SGP goal of budget positionsof ‘ closeto bal-
ance or in surplus’ . An indication of this can be seen by
comparing the projected debt levels under the ‘pro-
gramme scenario’ with the ‘2003 budgetary position’
scenario. This issue is especialy relevant for the six
euro-area countries with highest underlying cyclically
adjusted deficitsin 2003, i.e. Germany, Greece, France,
Italy, the Netherlands and Portugal.

Fourthly, the sustainability gap indicators provide some
order of magnitude to the budgetary adjustment needed
to ensure sustainable public finances. The sustainability

gap under the ‘programme scenario’ indicates that an
additional permanent budgetary adjustment of between
1.5 and 2.5 percentage points of GDPisneeded in Mem-
ber States where the sustainability of public financesisa
concern (see Table 1.27). The scale of budgetary adjust-
ment efforts could be even greater if account is taken of
the stated budgetary objectives of some Member States
such as areduction in the tax ratio.

4.2.2. Thequalitative considerations

The 2003 updated programmes contain useful informa-
tion to better qualify the long-term sustainability of pub-
lic finances. The level of government debt/GDP ratio in
2003 is a source of concern in at least three countries,
namely Italy, Greece and Belgium. In order to run it
down towards 60 % before the impact of ageing takes
place, these countries have to run sustained primary sur-
plus (above 4 %) over the next 10 to 15 years. Such a
requirement is subject to risk even if it cannot be
excluded a priori: pressures to reduce the tax burden or
to increase some expenditure items can arise in the near
future, putting at risk long-term sustainability.

Table!.28

Projected evolution of debt levels up to 2050 (%)

Programme scenario

2003 budget scenario

2003

2010 2030 2050 2010 2030 2050
BE 102.3 74.8 11.5 -5.0 67.2 -35.7 -114.0
DK 42.7 24.6 -19.5 -34.8 6.9 -65.5 -131.9
DE 64.0 62.2 86.5 175.7 74.3 156.5 336.6
EL 101.7 75.1 42.2 151.0 72.2 52.4 181.0
ES 51.8 36.3 -1.6 36.6 31.6 -214 -12.4
FR 61.4 56.0 52.2 72.0 71.8 142.1 288.0
IE 33.1 26.7 36.4 105.0 27.0 50.1 138.4
IT 106.0 86.6 28.9 -27.8 92.0 82.7 107.8
LU 4.9 -0.9 -9.4 1.2 -39 -35.7 -47.8
NL 54.0 49.1 67.6 140.0 53.8 88.7 185.9
AT 66.4 53.9 24.4 15.9 55.1 26.1 18.4
PT 59.5 48.0 5.5 -42.4 60.9 72 127.6
FI () -4.6 -334 -30.1 6.0 -52.8 -79.5 -88.6
SE (®) 33.0 16.4 -04 46.7 15.2 19.8 97.6
UK 393 425 71.6 138.7 45.3 89.5 177.5

)

The Commission took on board information on financial assets (other than government bonds) in designated pension funds, which are available for future debt

reduction. Thisis because these financial assets are either earmarked for financing future pension payments or debt reduction, and the amountsinvolved are sizeable
and thus have a material impact on the assessment of the sustainability of public finances. It was assumed that the yield on assets is the same as on debt.

(? Adjusted government debt.

Source: Commission services.
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Graph 1.9: Projection of future development in EU-15 (weighted aver age)
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The medium-term dynamic of the debt/GDP ratio is
affected, in particular in Italy and Greece, by stock-flow
operations. In the case of Greece, these financial opera-
tions are expected to run down the debt slower than pro-
jected from the pure development of the budget balance.
Should these operations continue in the future, imbal-
ances in the long-term will be amplified.

The current debt level puts severa countriesin asafer posi-
tion than what the purely quantitative indicators could
show. Ireland, the UK, Finland, Luxembourg, Denmark
and Spain have a relaively low level of debt/GDP ratio.
Thisgives someroom to tackle the problem if futureimbal-
ances arise. For other countries (namely Germany, France
and Portugal) a source of concern is not the very high level
of debt/GDP ratio but rather its recent upward trend. The
budgetary deterioration pushed debt up since 2001 (2000in
Portugal) and it has quickly reached levelscloseto or above
the reference value of the Maastricht Treaty (%).

Another important issue to consider when ng sus-
tainability isthe role accumulated assets held by the pub-
lic sector can play to cope with future pension liabilities.
Several countries are accumulating liquid financial

(") In particular in Germany the debt/GDP ratio has been on an increasing
path since the beginning of the 1990s.

2028 2033 2038 2043 2048

assetsfor these specific purposes. |n some cases (such as
Denmark, Sweden and Finland) the value of these assets
is particularly large (around or above 50 % of GDP).
Clearly, having prepared in time the impact of an ageing
population puts these countries on safer ground, regard-
less of the future trend of government debt. Other coun-
tries such as Spain and Ireland are also accumulating
funds. Their amount is still relatively limited but
increasing.

These assets are not netted out in the calculation of the
quantitative indicators because they are based on the
Maastricht definition of government debt (?). In principle,
the most appropriate measure would be the government
net worth but in practice most of the information is not
easily available, and more importantly difficult to project
into the future. A different solution could be to consider
the government debt development net of those assets that
are fully liquid (and therefore immediately disposable)
and locked up for future pension payments. However, in
practiceit isdifficult to project future flowsto these funds
over the very long term because assuming a no-policy
change scenario can lead to an implausible high level of
assets. How the indicators of long-term sustainability of

(®>) Exceptions are Finland and Sweden.
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public finances can incorporate the impact of pension
funds on debt sustainability needs to be explored.

Budget balance trends in the medium term are affected
not only by the accumulation of reserve funds but also by
one-off measures with atemporary impact on the budg-
etary positions. A great recourse to one-off measures
helps in containing current imbalances but does not
improve significantly long-term sustainability. Indeed, if
one-off measures are put in place instead of structural
measures, the long-term sustainability of public finances
can even worsen. The cases of Italy and Portugal raise
particular concern due to the large recourse to one-off
measuresin recent years. Since what countsfor the long-
term trends of the debt/GDP ratio is the underlying
budget balance, i.e. net of all transitory effects on the
budget, the projected debt trend for these two countries
could be partially affected by the impact of these transi-
tory measures. In running the quantitative indicators, the
cyclicaly adjusted tax-to-GDP ratio at the end of the
programme period is kept constant, as are the non-age-
related expenditures. If at least one of these two compo-
nents of the budget is affected by one-off measures, the
application of the debt dynamic equation can lead to a
faster debt reduction than would be observed on the basis
of the underlying budget balance.

Another factor to be considered as a potentia risk is
whether debt projections rely on a very high tax burden
compared with EU average or other industrialised coun-
tries. Thisisthe case in Denmark and Sweden where the
tax burden isaround 50 % of GDP. Evenif each Member
State can decide over its optimal level of taxation, pres-
sures to reduce the tax burden cannot be excluded in the
future. In addition, there is less room to increase taxes
should imbalances appear in the future.

A final qualitativefeatureidentified ascritical in making
the assessment of long-term sustainability is the robust-
ness of projections. While uncertainty surrounds any
projection in the long term, there are cases where thisis
agreater source of concern. In Spain, the projected pen-
sion expenditure by Spanish authorities is much lower
than what is projected by the EPC in its common exer-
cise (the difference is around 2.8 percentage points in
2050). These differences rely on a more favourable
demographic scenario regarding the future flows of
immigrants in active age and the assumption that aver-
age pensions will increase at only half the projected
increase of labour productivity (while the EPC assumes
an increase in the average pension equal to labour pro-
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ductivity) (1). Given the uncertainties related to these
two assumptions, the possibility of having an even larger
increase in pension expenditure over the projected
period cannot be ruled out.

The projected increase of pension expenditure in France
and Portugal also warrants consideration. In both cases,
national authorities provided a set of projections up to
2050 which include the impact of the recent pension
reforms. This impact accounts for around 1 % of GDP.
For Portugal, it is not sufficiently clear if the pension
reforms already introduced will actually curb future pen-
sion expenditure. The calculation reported in the pro-
gramme update seems not to have taken into consideration
the impact of some measures which have aready been
taken or are planned, notably the changesto the civil serv-
ants' pension regimerratified at the beginning of 2004, the
phased convergence of the lowest pensions towards frac-
tions of the minimum wage, and the planned capping of
social security contributions. Therefore it is doubtful that
the pension reforms already introduced will actually suf-
fice to curb future growth in pension expenditure.

Thanks to the recent pension reform, Franceisin acon-
siderably better position to meet the budgetary costs of
an ageing population. The reform will indeed not only
increase the average retirement age and thus reduce pen-
sion expenditures but it will also probably lead to an
increase in participation rates among the elderly with
positive effects on potential growth. However, it is too
early to draw firm conclusions on the rel ated savings and
the implementation of the reform should be monitored.

Concerns on the robustness of the projectionsregard also
those included in the UK updated programme, and in
particular the scenario for the next 10 years (age-related
expenditures are expected to have only aslight impact on
public finances). Healthcare and education expenditure
are expected to increase by more than 2 percentage
points of GDPin the next 10 years. Thisis compensated
by an increase of revenues of 1.8 percentage points of
GDP during the same period. The increase in revenue
takes place in a no-policy change scenario and it is
mainly dueto fiscal drag, i.e. theincrease of revenues (as
ashare of GDP) resulting from a higher median income.
While spending plans are hard to change once approved,
the revenue gains are instead only hypothetical. In addi-
tion, implicit nominal interest rates are assumed to

(") This is a common assumption in the EPC projections.



decrease substantially within the programme period.
They move from 5.1 to 4.6 % despite the increase, dur-
ing the same period, of the GDP deflator which would be
expected to push up the nominal interest rates.

4.3. Policy conclusions per Member State

Despite the fact that each country faces country-specific
problems, for the purpose of summarising the main
results it is possible to group countries according to the
main source of potential budget imbalances and the seri-
ousness of therisk asfollows.

Very high-debt countries (Belgium, Italy). The source
of risks for these countries is mainly the level of debt/
GDPrratio. At first sight, the quantitative indicators sug-
gest that these countries appear to be relatively well
placed to meet the costs of ageing populations. This is
because they are currently running high primary sur-
pluses in order to meet their Treaty and SGP commit-
ments: hence there is more scope to reduce interest pay-
ments in the future and thus offset future expected
increases in spending due to ageing populations. How-
ever, this result needs to be interpreted with caution, as
the assumption of aconstant tax ratio introduces adegree
of fiscal illusion based on an implicit assumption that
very high-debt countries are ableto sustain large primary
surpluses over several (15-20) years. This will imply
running actual budget surpluses, which inevitably leads
to the challenge of competing budgetary pressures for
tax cuts and/or increased public expenditures.

High-deficit countries(France, Portugal and Germany).
These countries recently passed a number of pension
reforms which aim at better controlling expenditure in
the long run and the projections run by the Commission
fully included the savings estimated by Member States.
However, there are uncertainties regarding the budgetary
impact of the pension reforms. In addition, acomprehen-
sive strategy to ensure long-term sustainability must
include budgetary consolidation in the medium term.
Otherwise, any effort to control age-related expenditures
will be offset by raising interest payments and debt/GDP
ratio is likely to show explosive paths.

Countries with risks due to pension developments
(Greece and Spain). These two countries face a similar
pattern in age-related expenditure in the long term. In
particular, pension expenditure is foreseen to increase at
afaster pace than any other EU country. This means that
in addition to a policy of running down debt (where
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Spain is performing particularly well) measuresto better
control future trends of pension expenditure should be
envisaged. Risksrely aso on the uncertainties surround-
ing pension projections. A number of factors contribute
to put Spain in a safe position but there are large differ-
ences between the EPC projections and the Spanish pro-
jections on future pension expenditures.

Countries with some risks due to the uncertainties
over themedium term (UK, Netherlands). These coun-
tries face risks mainly linked to the medium-term budg-
etary developments. Both the UK and the Netherlands
appear relatively well placed to meet the cost of an age-
ing population. However, the increasing deficit in the
medium term raises concern and the current safe position
can easily become less stable. Also, projections in the
medium term rely on several assumptions. In the case of
the Netherlands, the assumption that current policieswill
lead to sustainability over the long run relies upon the
costs of the pension reform that temporally increases the
actual deficit. Since these transitional additional costs
are protracted beyond the programme period, there is
some element of uncertainty on when the costs will be
fully contained. For the UK, the medium-term projec-
tions foresee a shift from adlight primary deficit in 2003
to aprimary surplus (of lessthan 1 %) in 2012 despite a
high increase of healthcare and education spending
implied by the spending review during the same period
and no policy changes on the revenue side.

Countries with limited or no risk (Finland, Sweden,
Luxembourg, Austria, Ireland and Denmark). They
share a number of common characteristics, including
sound budget positions, and reforms of their pension sys-
tems that have strengthened the link between contribu-
tions and entitlements, increased the share of pensions
that are financed on a funded basis, and increased the
capacity of pension systems to cope with demographic
developments such as changes in life expectancy. For
some of these countries the development of government
debt does not reflect properly the soundness of their
budgetary position due to the accumulation of liquid
financial assets to cope with future challenges. This is
particularly relevant for Ireland.

The following table summarises the main conclusions
reached by the Ecofin Council initsopinion on the stability/
convergence programmes on the basis of the Commission
assessment. It shows how, for a number of countries, the
long-term budgetary position improved thanksto structural
reforms or the increased focus on long-term challenges.
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Tablel.29

Policy conclusions on the sustainability of public finances

Are public finances sustainable?

What are the sources of concern?

Do policy conclusions differ from last year?

DK

DE

EL

ES

FR
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It still presents some risks of
long-term unbalances, linked to
the consequences of ageing.

Denmark is in a good position
to handle the impact of the
ageing population.

Risks of imbalances in the long
term cannot be ruled out.

There is a serious risk of severe
budgetary imbalances emerging
in Greece in the future due to an
ageing population.

Spain seems relatively well
placed to cope with the budg-
etary costs of ageing popula-
tions but several uncertainties
surround the future budgetary
trends.

Risks of imbalances in the long
term cannot be ruled out.

There is a risk of budgetary
imbalances emerging in the
future due to an ageing popula-
tion but it has to be noted that
the Irish debt ratio is currently
quite low and that assets are
being built up at a rate of 1 % of
GNP annually in the National
Pensions Reserve Fund.

There is a risk of budgetary
imbalances emerging in the
future due to an ageing popu-
lation.

The outstanding level of debt requires attention and
maintaining high primary surpluses in the next 10 to
15 years as planned is necessary to keep Belgium on a
sustainable path.

The large net assets projected for both the govern-
ment and pension funds put Denmark in a safe posi-
tion.

Germany made progress in the reform of the public
pension system and to a smaller extent in reforming
the health sector. Although such reform steps are
welcomed, the expected effects may not suffice to
offset the long-term demographic impact on pension
and healthcare expenditures. Also, the high deficit
and the rising debt are sources of concern.

Taking also into account the high debt ratio, the
budgetary challenges posed by an ageing population
should be tackled through a comprehensive strategy
that includes further reform of the pension system.

Given the risks surrounding long-term projections
and the large increase of pension expenditure pro-
jected in the very long term, current policies need to
be supplemented by measures to prevent the emer-
gence of unsustainable trends, in particular a com-
prehensive reform of the pension system.

While France is in a considerably better position than
before the reform to meet the budgetary costs of an
ageing population, securing an adequate primary sur-
plus will be essential to ensure that the public finances
are on a sustainable footing. This should be comple-
mented, particularly in the context of the reform of
the health insurance system to be designed and imple-
mented in the course of 2004, by measures aimed at
controlling the evolution of age-related spending.

Securing an adequate primary surplus is essential to
ensure that the public finances are on a sustainable
footing.

Securing an adequate primary surplus is essential if
the debt reduction is to make a noticeable contribu-
tion towards meeting the costs of ageing. This should
be complemented by measures to raise employment
rates, especially among older workers and women,
and control the evolution of age-related spending.
The plans to reform the pension system unveiled in
late 2003, if implemented, would contribute to
achieve these objectives.

Policy conclusions do not differ so much and rely on
the fact that a high debt/GDP ratio will entail budg-
etary challenges for still some time before consider-
ing Belgium in a safe position. This year’s assessment
puts more emphasis on healthcare expenditure
trends, which warrant consideration since they are
increasing at a faster pace than expected.

No.

This year’s policy conclusions are very similar. The
budgetary strategy outlined in the programme is
only partially compatible with improving the sustain-
ability of public finances.

The assessment is in line with last year’s conclusions,
i.e. that a deficit adjustment towards close to balance
is not sufficient.

This year's policy conclusions are rather different. The
Commission concluded that Spain is placed relatively
well to meet the budgetary costs of an ageing popula-
tion. Differences are mainly due to an even better
medium-term budgetary scenario than last year, the
accumulation of reserve funds to meet future budget-
ary challenges, the regular review by the Permanent
Commission of the Toledo Pact on progress in the pen-
sion system towards financial sustainability, the devel-
opment of supplementary private pension schemes
and the new system for setting medicine prices should
improve healthcare expenditure controls and help con-
tain expenditures.

Not very different. Despite improvements due to the
pension reform, France still presents risks of imbal-
ances due to the high deficit.

This year’s policy conclusions are the same. While
some risks cannot be excluded, the low level of taxa-
tion gives enough room to cover possible financing
gap. As with last year, they suggest pursuing a policy
of budget balance.

This year’s policy conclusions are very similar, point-
ing out risks of imbalances. Among others, the actual
level of debt/GDP ratio, the recent trends of health-
care expenditures, the outstanding projected
increase in female participation rates are the main
factors behind the risks.

(Continued on the next page)



Table1.29 (continued)

Part |

Current developments and prospects

Are public finances sustainable?

What are the sources of concern?

Do policy conclusions differ from last year?

LU No risks of unsustainable pub- The total net asset position is favourable in view of
lic finances in the long term. the substantial financial assets accumulated over past

years with fiscal surpluses.

NL The risk of budgetary imbal- Securing an adequate improvement in the primary
ances emerging in the future surplus before ageing reaches its peak, together with
cannot be ruled out. the necessary measures to stem the long-term

increase in expenditure, is essential to ensure that
the public finances are kept on a sustainable footing.

AT Austria appears to be in a con- The improved outlook after the 2003 pension reform
siderably better position than needs to be confirmed by actual developments. Firstly,
before to meet the budgetary projections assume a reform-induced strong increase in
costs of an ageing population. participation rates. Secondly, the 10 % cap on benefit

losses compared with the status quo ante renders long-
term budgetary effects rather uncertain. Moreover,
exonerating effects on government finances are unnec-
essarily delayed due to a disproportionately long transi-
tion period for abolishing early retirement until 2017.

PT Risks of imbalances in the long The high deficit and the rising debt/GDP ratio may
term cannot be completely undermine the sustainability of public finances in the
ruled out. longer term, hence the timely achievement of a

budgetary position close to balance is imperative.
Moreover, an early assessment of the effects of the
2001 reform of the general social security pension
regime seems to suggest that its long-term sustaina-
bility has not been improved.

SE Sweden should be able to meet The increase of healthcare expenditure, including
the projected budgetary costs expenditure related to ill health, foreseen in the pro-
of an ageing population. jections needs to be addressed as the update notes

that further measures are necessary in order to
achieve the target of half the number of sick days.
Moreover, the medium-term target has to be
reached; failure to do so can cause some budgetary
imbalances in the very long term.

FI Public finances appear to be on  Public finances benefit from the sustained running of
a sustainable footing to meet budget surpluses and a reformed pension system that
the budgetary costs of ageing is to a large extent pre-funded.
populations.

UK There are still, in the light of A prudent budgetary position kept in the medium

the current and projected defi-
cits, some risks of imbalances in
the long term.

term would help avoid a risk of emerging budget
imbalances in the context of ageing populations.

No.

This year's policy conclusions stress higher risks of
imbalances and are somewhat different from last year.
The higher deficit foreseen in the programme for the
period (2003-05) and the failure to reach a budgetary
position of ‘close to balance or in surplus’ by the end
of the programme period raises concern, deteriorating
the long-term trend of the debt/GDP ratio.

This year’s policy conclusions welcome the improve-
ments due to the pension reform.

Very similar, even if the efforts to complete the proc-
ess of pension reform and to make the healthcare
sector more efficient are recognised.

No.

This year’s policy conclusions put more emphasis on
strength concerns expressed last year since the
medium-term scenario worsened.

Source: Based on the Commission’s assessment of the 2003 updates to stability and convergence programmes and the respective opinions of the Council.

4.3.1. Comparison with thelast year’sresults

The historical record of the quantitative assessments con-
tributesto the understanding of the developmentsrelated to
the long-term sustainahility of public finances. In making
the comparison with last year's results, the two main
changesin theinput datashould be bornein mind: (i) other
age-related expenditures than pension and healthcare were
included in the exercise for al EU-15 countries; (ii) budg-
etary positions at the end of the programme have been
adjusted to net out the cyclica component (see above).

Both factors tend to reduce the impact of ageing. As
shown in Table 1.26, projected education and other age-

related expenditures show a decline over the period and
at least partly counter the projected increase in pension
and healthcare expenditures. In addition, most countries
forecast a positive output gap at the end of the pro-
gramme period so that the cyclically adjusted balanceis
better than actual figures.

Table 1.30 presents why this year’ s results of the quanti-
tative indicators differ from last year's ones. It analyses
reasons for such development, based on pure compari-
son of the projections used in the two years for the ‘ pro-
gramme’ scenario.
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4.4. Conclusion

Thisyear’'s assessment of the long-term sustainability of
public finances confirms the track record of continuous
improvements in the way the sustainability is assessed.
Thus, besides the inclusion of additional age-related
expenditure items and of cyclically adjusted revenues, a
more systematic analysis of qualitative features signifi-
cantly contributed to a higher information value of the
assessment.

Overall, the results show that risksto long-term sustain-
ability are till present in nine countries of which in five
(Belgium, Greece, Italy, Germany and France) the diffi-
culties are more serious, while another four (Portugal,
Spain, the Netherlands and the UK) face some risks due
to the medium-term budgetary development or, asisthe
casefor Spain and Portugal, due to the uncertainties over
the long-term projections of pension expenditures.
Finally, six countries (Ireland, Denmark, Finland, Aus-
tria, Luxembourg and Sweden) seem relatively well
placed to meet the cost of an ageing society.

Table!.30

The 2003 projections on long-term age-related expenditures compared to the 2002 pr ojections

Results as compared

What ar e the differences between thisand last year’s projections?

tothelast year
BE Slightly worse e Higher pension expenditures (1.2 p.p. higher at the end of the period).
o Lower total revenues.
DK Similar e Higher primary expenditure and higher increase in healthcare expenditures
(1.1 p.p. at the end of the period).
e Higher total revenues (0.4 p.p. over the period).
e Higher initial debt level.
DE Slightly improved e Lower growth of pension expenditures due to the effect of the pension reform
(= 1.9 p.p. at the end of the projection period).
¢ Higher initial debt level.
EL Similar e Lower increase in total primary expenditures.
e Lower total revenues (according to the programme and cyclical adjustment)
e Slightly lower initial debt level.
ES Improved e Higher total revenues.
e Lower initial debt level.
FR Improved e  Gains from the pension reform (app. 1 p.p. per year).
e Significantly higher total revenues.
IE Improved e Lower increase in age-related spending.

e Higher total revenues (0.6 p.p. over the period).

e Lower initial debt.
IT Similar 3

e Lower total revenues.

e Higher initial debt level.
LU Improved .
NL Slightly worse e Lower tax revenues.

¢ Higher initial debt level.
AT Improved .

Lower primary expenditures due to favourable trends in age-related expenditures.

Significantly higher total revenues.

Lower pension expenditures from the expected impact of the pension reform

(1.5 p.p. lower at the end of the projection period).

e Slightly lower total revenues.

e Lower initial debt level.
PT Improved 3

Lower pension expenditures from the expected impact of the pension reform

(at least 1 p.p. lower between 2020 and the end of the projection period).
e Significantly higher total revenues (by 0.9 p.p. over the entire period).

SE Slightly worse .

Higher total primary expenditure due to higher increases in pension and healthcare expenditures.

e Higher total revenues (0.9 at the start and 1.8 p.p. at the end of the period).

FI Improved 3
UK Slightly worse 3

Higher total revenues (2.1 p.p. over the projection period).
Significantly higher increase in age-related expenditures.

e Lower total revenues (0.8 p.p. lower at the end of the period).

e Higher initial debt level.

Source: Commission services.
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