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Summary 

After having deteriorated for three consecutive years, 
the euro-area general government deficit improved 
marginally in 2004 to 2.7% of GDP, from 2.8% of GDP 
in 2003. The nominal deficit of the EU fell from 2.9% 
of GDP in 2003 to 2.6% of GDP in 2004. The larger 
improvement in the EU deficit is due to a significant 
reduction of deficits in a number of the recently acceded 
Member States (EU-10). According to the Spring 2005 
forecasts of the Commission services, the euro area and 
EU deficits would remain roughly stable in 2005 and 
2006, based on the assumption of unchanged policy. 
Past and projected developments in the EU and euro 
area deficits result from diverse budgetary performances 
across Member States. In 2004, only three euro-area 
countries and six EU countries had budget positions in 
balance or in surplus, both in nominal and cyclically-
adjusted terms. In contrast, in four euro-area Member 
States (Germany, France, Greece, Italy) and seven non-
euro-area countries (UK, Cyprus, Hungary, Malta, 
Poland, Czech Republic and Slovakia) deficits reached 
or breached the 3% of GDP reference value in 2004. 
The deficit is projected to be reduced to or below 3% of 
GDP in 2005 in France, albeit temporarily, and in the 
UK and in Cyprus. The deficit would be brought below 
3% in 2006 in Germany and Malta. After having kept 
their deficit at or just below 3% of GDP in 2004, 
Portugal and Italy could breach the 3% of GDP ceiling 
significantly in 2005, on the basis of the current 
policies.  

In cyclically-adjusted terms, the euro-area deficit 
remained unchanged in 2004, at 2.4% of GDP. Across 
the EU-15, the cyclically-adjusted deficit was 
particularly high in Germany, France, Greece, Italy and 
the UK. It deteriorated significantly in Greece, Spain 
and Luxemburg. According to the latest Commission 
forecasts, the cyclically-adjusted balance (CABs) in the 
euro-area and EU-15 should improve by 0.3 percentage 
point of GDP in 2005 and slightly worsen again in 2006, 
despite the projected improvement in the 
macroeconomic situation. Efforts to improve the 
underlying budget positions should be made as 

economic conditions recover in order to ensure 
sufficient room for the automatic stabilisers to operate 
when necessary.  

One of the consequences of the lack of substantial 
adjustment in the underlying fiscal position is that the 
debt-to-GDP ratio continues increasing. After having 
stood at 70.8% in 2003 and 71.3% in 2004, the euro-
area debt ratio is projected to reach 71.7% in 2005 and 
71.9% in 2006. In the EU, the debt-to-GDP ratio would 
increase from 63.8% in 2004 to 64.2% in 2006. The 
debt ratio would remain particularly high in Belgium, 
Greece, and in Italy (106.3% of GDP). In the latter, the 
debt ratio would continue increasing over the projection 
period. The debt ratio is also projected to increase over 
the next two years from a relatively high level in 
Germany, France, Portugal and Malta. 

Budgetary developments in 2004 triggered further 
actions by the Commission and the Council in the 
context of the implementation of the SGP. Since 
Summer 2004, ten EU countries are subject to the 
excessive deficit procedure: four euro-area Member 
States, and six EU-10. For the first time, the Council 
decided to issue a notice under Article 104(9), the last 
step before sanctions. This recommendation was 
addressed to Greece, which has to correct its excessive 
deficit in 2006. In December 2004, the Commission, and 
subsequently the Council, clarified their position 
regarding the excessive deficit procedure for Germany 
and France, after the events of November 2003 and the 
ruling of the Court of Justice of 13 July 2004. 
Considering that these two countries had taken measures 
that make plausible a correction of the excessive deficit 
in 2005, the Commission decided that no further actions 
were necessary in the context of the excessive deficit 
procedure. Finally, the Commission considered that the 
Netherlands had taken effective action to correct its 
excessive deficit. Concerning non euro-area Member 
States, the Council decided on 5 July 2004 that an 
excessive deficit existed in Hungary, Czech Republic, 
Cyprus, Malta, Poland and Slovakia and at the same 
time issued recommendations to each country for its 
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correction. Except for Hungary, the Commission 
considered on 22 December 2004 that all countries had 
taken effective action in response to the Council 
recommendation, in particular to respect the 2005 
deficits targets set in the May 2004 convergence 
programmes. Accordingly, the Commission concluded 
that no further steps were necessary for Czech Republic, 
Cyprus, Malta, Poland and Slovakia under the excessive 
deficit procedure. In March 2005, the Council addressed 
a new recommendation to Hungary.  

In the context of budgetary surveillance, the 
Commission also assessed the 2004 updates of the 
stability and convergence programmes submitted by the 
25 Member States and proposed Council opinions on 
these documents. For the euro-area countries, 
macroeconomic and budgetary projections included in 
the programmes are consistent with an annual 
improvement in the CAB of 0.3 to 0.4 percentage point 
over the coming years. This implies a tightening of the 
fiscal stance in the euro area compared to the current 
situation. A close-to-balance position in cyclically-
adjusted terms would then almost be reached by 2008 (-
0.7% of GDP). However, for several Member States, the 
projected budgetary adjustment would remain 
insufficient to ensure that a sufficient safety margin to 
prevent a breach of the 3% of GDP reference value 
would be reached over the time span covered by the 
programmes. In addition, the budgetary targets of some 
Member States are based on growth assumptions and 
government expenditure projections which appear to be 
overly optimistic. This is a source of concern since the 
implementation record of the programmes has, in 
several cases, been characterised by a repeated 
postponement of the achievement of the close-to-
balance or in surplus objective. Concerning the medium-
term plans of the recently acceded Member States, the 
expected budgetary development in the projection 
period indicates a substantial consolidation of public 
finances for all of them. By 2007, only the Czech 
Republic foresees the general government deficit still 

above the 3% of GDP reference value. Large deficit 
reductions are expected in countries with initially high 
deficits, such as Cyprus, Malta, Poland and Hungary. 
All the non-euro area Member States are expected to 
improve their CABs by the end of the programme 
period, except from Estonia and Sweden, where they are 
projected to be broadly unchanged at a sound level.  

The increased focus on long-term sustainability in the 
EU has resulted in reforms in several countries, leading 
to some further improvement to cope with the budgetary 
impact of ageing populations. Several countries, 
including the larger ones, have implemented reforms 
with a view to strengthening sustainability; for example, 
Germany and Italy reformed their pension systems and 
France reformed its health-care system. The EU-10 have 
been fully included in the analysis for the first time. The 
situation for these countries is generally positive; a 
majority have recently implemented major reforms of 
their pension systems and they generally have a 
relatively low debt-to-GDP ratio, which contribute to a 
more sustainable position over the long run. 

However, the analysis also shows that the planned 
budgetary consolidation in the medium-term is a very 
important factor to achieve a more sustainable position 
for most Member States, as was the case in previous 
years. The results show that there are risks to long term 
sustainability in ten countries (Belgium, Czech 
Republic, Germany, Greece, France, Italy, Cyprus, 
Hungary, Malta and Slovenia). In seven other countries 
(Poland, Slovakia, Spain, Netherlands, the UK, Latvia, 
Lithuania) there could be some risks due to the 
projected medium-term budgetary developments, the 
budgetary impact of enacted reforms or, as is the case 
for Spain and Poland, due to the considerable 
uncertainties over the long-term age-related expenditure 
trends. Finally, seven countries (Ireland, Denmark, 
Finland, Austria, Luxembourg, Sweden and Estonia) at 
present appear to face only limited risks in view of the 
budgetary costs of an ageing society. 
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1. Budgetary developments in the euro area 
and EU Member States

1.1 Short-term developments and 
prospects for the budget balance and 
public debt 

In 2004, the budgetary position in the euro area 
improved slightly after having deteriorated for three 
consecutive years (see Table I.1). Compared to 2003, 
the nominal deficit fell by 0.1 percentage point and 
reached 2.7% of GDP. The aggregate nominal deficit of 
the entire EU also improved, by 0.3 percentage points 
and reached 2.6% of GDP in 2004 (see Table I.2). 

The aggregate outcome for the euro area as a whole 
results from diverse budgetary performances across 
Member States. In the case of Germany, France, Greece, 
Italy, the Netherlands and Portugal the budgetary 
positions in 2004 remained weak with nominal deficits 
ranging from 2.5% of GDP in the Netherlands to 6.1% 
of GDP in Greece. Germany, France and Greece have 
remained in excessive deficit positions, while in the 
Netherlands, the deficit has been under the 3% of GDP 
reference value. According to the Commission Spring 
2005 forecast, the budgetary situation remained weak in 
Italy and Portugal in 2004 as deficits reached 
respectively 3.0% and 2.9% of GDP.1 In 2004, the 
nominal deficit has also significantly deteriorated in 
Spain and Luxembourg. Outside the euro-area, a large 
majority of Member States improved their budgetary 
situation, apart from Estonia, Lithuania and Poland. 
Given the protracted period of low growth, only 
Belgium, Ireland and Finland had nominal budget 
positions in balance or in surplus in the euro area. 
Overall, the nominal budget balances in 2004 did not 
worsen (or did so only marginally) compared to the 
previous year in the case of Belgium, Germany, France, 
                                                 
1  Following the Eurostat decision of 23 May 2005, the government 

deficit of Italy has been provisionally set at 3.1% of GDP for the 
year 2003 and at 3.1% of GDP for the year 2004. Eurostat: 
Euroindicators, news release 65/2005, 23 May 2005. 

Ireland, Italy, the Netherlands, Austria, Portugal and 
Finland. 

Certainly, the budgetary performance also differed 
across the Member States outside the euro area. 
Nominal budget balances in 2004 varied from a deficit 
of 5.2% of GDP in Malta to a surplus of 2.8% of GDP 
in Denmark. In the case of Cyprus, Hungary, Malta, 
Poland, Slovakia and the UK, the nominal deficit in 
2003 was above the reference value of 3% of GDP, and 
only Denmark, Estonia and Sweden had a surplus 
budgetary position. Relative to 2003, the budget 
position remained roughly unchanged or improved in 
ten countries, while it deteriorated in Estonia, Lithuania 
and Poland. The improvement was particularly 
important in the Czech Republic and Malta. 

Looking ahead to 2005 and 2006, the Commission 
Spring 2005 forecasts project that economic growth in 
the euro area as a whole will hover around 2%, 
decreasing to 1.6% in 2005 in order to rise to 2.1% in 
2006. The nominal budget balance is expected to 
improve slightly, to 2.6% of GDP in 2005 and 
deteriorate again in 2006 (2.7% of GDP). In the light of 
the scarcely resilient economic situation coupled with 
difficulties in pursuing budgetary consolidation in some 
member states, the aggregate nominal deficit for the 
entire EU is foreseen to hold stable at 2.6% of GDP in 
2005 and decline only slightly to 2.5% of GDP in 2006.  

At the Member State level, the surplus budgetary 
positions in the case of Belgium and Ireland are 
expected to deteriorate into deficit positions in 2005. 
Under a no-policy-change assumption, the deficits in 
Belgium would continue to worsen in 2006, while in 
Ireland will hold stable. In contrast, Spain and Finland 
are expected to maintain their budgetary positions in 
balance or in surplus throughout the forecast period. 
Among the Member States outside the euro area, this is 
also the case of Denmark, Estonia and Sweden.  
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On the basis of current policies, the Commission 
forecast projects that the nominal deficits in Germany, 
Greece, Italy and Portugal will be exceeding the 3% of 
GDP reference value in 2005 and, except Germany, also 
in 2006, when France is expected to breach the 
reference value again. In Germany, the nominal deficit 
is projected to remain above 3% of GDP in 2005 and 
move slightly below the reference value in 2006. In 
Greece, the nominal deficit is expected to stay at higher 
levels than 3% of GDP in 2005 and slightly improve in 
2006. The period of weak budgetary situation in France 
is being prolonged, since the nominal deficit is expected 
to remain around the 3% of GDP threshold also in 2005 
and breach the reference value again in 2006. Although 
the excessive deficit procedure for Portugal was 
abrogated in 2004, the nominal deficit is foreseen to 
exceed 3% of GDP again in both 2005 and 2006. In 
Italy, although the nominal deficit is expected to hover 
around the reference value in 2004, it is projected 
beyond the threshold in 2005 and will deteriorate further 
in 2006.  

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 
Austria, the nominal deficit would be around 2% of 

GDP. In the new Member States, the nominal deficit is 
expected to decline or remain unchanged in more than 
half of the countries. In the case of Latvia, a significant 
deterioration is projected for 2005, while the surplus in 
Estonia is expected to be reduced over the forecast 
period. 

In cyclically-adjusted terms, relative to 2003, the deficit 
in the euro area remained unchanged in 2004, at 2.4% of 
GDP. According to the Commission Spring 2005 
forecasts, the cyclically adjusted budget balance is 
projected to decrease in 2005 and deteriorate again 
slightly in 2006, reflecting the weak resilience of the 
budgetary consolidation process which has stalled in the 
recent couple of years. Among the euro-area countries 
with higher cyclically-adjusted deficits, deterioration 
over the entire projection period is expected in Italy. In 
Portugal, after a pronounced deterioration expected to 
occur in 2005, it is projected to slightly improve in 
2006. Improvements over the whole period are foreseen 
in Germany, Greece, and the Netherlands, while in 
France the improvement will fade out in 2006, when the 
cyclically adjusted deficit is planned to be above 3% of 
GDP. Despite the expected improvement in Greece, the 
cyclically adjusted deficit is projected to remain above 
5% of GDP over the whole period. 

 

Table I.1.  General government budgetary position - Euro area, 2001-2006 (% of GDP)  
 2001(1) 2002(1) 2003 2004 2005 2006 

Total revenue (1) 46.5 46.1 46.3 45.7 45.6 45.4 
Total expenditure (2) 48.3 48.6 49.1 48.5 48.2 48.0 
Actual balance (3) = (1) - (2) -1.7 -2.4 -2.8 -2.7 -2.6 -2.7 
Interest (4) 4.0 3.7 3.5 3.3 3.3 3.3 
Primary balance (5) = (3) + (4) 2.2 1.2 0.6 0.6 0.6 0.6 
UTMS proceeds 0.0 0.0 0.0    
Cyclically-adjusted  balance (6) -2.4 -2.6 -2.4 -2.4 -2.1 -2.2 
Cyclically-adjusted primary balance = (6) + (4)    1.6 1.0 1.0 0.9 1.1 1.0 
Change in actual balance  -1.9 -0.7 -0.4 0.1 0.1 -0.1 
Due to:    - Cycle -0.1 -0.5 -0.6 0.1 -0.1 0.0 
                - UMTS  -1.1 0 0    
                - Interest 0.1 0.3 0.2 0.2 0.0 0.0 
                - Cyclically-adjusted primary balance -0.7 -0.5 0.0 -0.1 0.2 -0.1 
Note: differences are due to rounding.  
(1) Including UMTS receipts. UMTS receipts as a % of GDP would be equal in 2001 to 0.2 for BE, 0.2 for DK, 0.5 for EL, 0.1 for 
FR, and 0 for the Euro area and the EU-15. In 2002 they would be equal to 0.2 for IE and 0 for the euro area and EU-15. 
Source: Commission Spring 2005 forecasts.  
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Table I.2.  Budget balances in EU Member States, 2003-2006 (% of GDP)  
 

Budget balance  Cyclically-adjusted  
budget balance  Cyclically-adjusted  

primary balance 

 2003 2004 200 2006  2003 2004 200 200  2003 200 2005 2006 
BE 0.4 0.1 -0.2 -0.6 1.2 0.6 0.3 -0.2 6.5 5.3 4.7 4.0
DE -3.8 -3.7 -3.3 -2.8  -3.2 -3.3 -2.8 -2.3  -0.1 -0.3 0.3 0.7 
EL -5.2 -6.1 -4.5 -4.4  -5.7 -7.1 -5.5 -5.3  0.1 -1.4 0.0 0.1 
ES 0.3 -0.3 0.0 0.1  0.2 -0.3 0.0 0.2  2.7 1.8 2.1 2.2 
FR -4.2 -3.7 -3.0 -3.4  -4.0 -3.6 -2.8 -3.1  -1.0 -0.7 0.2 -0.1 
IE 0.2 1.3 -0.6 -0.6  0.2 1.6 -0.1 0.1  1.5 2.8 1.0 1.1 
IT* -2.9 -3.0 -3.6 -4.6  -2.6 -2.4 -2.9 -4.0  2.7 2.6 2.0 1.0 
LU 0.5 -1.1 -1.5 -1.9  1.3 -0.3 -0.6 -0.6  1.6 -0.1 -0.3 -0.5 
NL -3.2 -2.5 -2.0 -1.6  -2.0 -1.2 -0.4 0.0  0.9 1.7 2.5 2.8 
AT -1.1 -1.3 -2.0 -1.7  -0.8 -1.1 -1.9 -1.6  2.3 1.9 1.1 1.2 
PT -2.9 -2.9 -4.9 -4.7  -2.2 -2.1 -3.9 -3.7  0.7 0.8 -1.0 -0.7 
FI 2.5 2.1 1.7 1.6  3.2 2.4 1.9 1.8  5.2 4.3 3.5 3.4 
EUR-12 -2.8 -2.7 -2.6 -2.7 -2.4 -2.4 -2.1 -2.2 1.0 0.9 1.1 1.0
CZ -11.7 -3.0 -4.5 -4.0   
DK 1.2 2.8 2.1 2.2  2.0 3.4 2.5 2.4  4.5 5.7 4.7 4.4 
EE 3.1 1.8 0.9 0.5           
CY -6.3 -4.2 -2.9 -1.9           
LV -1.5 -0.8 -1.6 -1.5           
LH -1.9 -2.5 -2.4 -1.9           
HU -6.2 -4.5 -3.9 -4.1           
MT -10.5 -5.2 -3.9 -2.8            
PL -4.5 -4.8 -4.4 -3.8           
SI -2.0 -1.9 -2.2 -2.1           
SK -3.7 -3.3 -3.8 -4.0           
SE 0.2 1.4 0.8 0.8  1.3 1.7 0.8 0.7  3.4 3.5 2.9 2.8 
UK -3.4 -3.2 -3.0 -2.7  -3.0 -3.0 -2.9 -2.6  -0.9 -1.0 -0.8 -0.5 
EU-25 -2.9 -2.6 -2.6 -2.5   

Note: Excluding UMTS receipts for Ireland in 2002. Cyclically-adjusted figures are computed with the Production Function method, except for 
Spain, where the HP filter method has been used.  
*Following the Eurostat decision of 23 May 2005, the government deficit of Italy has been provisionally set at 3.1% of GDP for the year 2003 
and at 3.1% of GDP for the year 2004. Eurostat: Euroindicators, news release 65/2005, 23 May 2005. 
Source: Commission Spring 2005 forecasts.  

 
The euro-area government debt-to-GDP ratio increased 
to 71.3% in 2004 (see Table I.3 and Part II.5 in this 
report). According to the Commission Spring 2005 
forecasts, the debt ratio is projected to increase slightly 
in 2005, to 71.7% of GDP and again in 2006, reaching 
71.9% of GDP. Over the period 2004-2006, it is 
expected that the primary surplus would not offset the 
combined negative contribution from interest 
expenditure and stock flow adjustment. The aggregate 
debt ratio in the EU is lower in comparison to the euro 
area. Nevertheless, the ratio is projected to increase 
somewhat and reach 64.1% of GDP in 2005 and 64.2% 
in 2006. As it was the case with the euro area, the 
overall positive contribution from the primary balance 
will not fully offset negative contribution from the other 
two elements of debt dynamics - interest 
expenditure/growth and stock-flow operations.  

Aggregate figures tend to hide different pictures across 
countries. In 2004, Greece and Italy continued to have 
debt ratios above 100% of GDP, and this is expected to 

still be the case also in 2006.2 Belgium managed to 
reduce its debt below this level in 2004 and its debt ratio 
is expected to be reduced further in the future. In 
addition to these three countries, six EU Member States 
are projected to have debt ratios above 60% of GDP in 
2005. The combined effect of poor growth performance 
and interest expenditure is expected to significantly 
affect the budgetary situation in Germany, France, Italy 
and the Netherlands, as well as in Portugal and Malta, 
where in addition, large primary deficits are projected. 

                                                 
2 Following the Eurostat decision of 23 May 2005, the government 

debt of Italy has been provisionally set at 106.5% of GDP for the 
year 2003 and at 106.6% of GDP for the year 2004. Eurostat: 
Euroindicators, news release 65/2005, 23 May 2005. 
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Table I.3. Composition of changes in government debt ratio in EU Member States, 2003-2006 (% 
of GDP) 

 Gross debt Change in 2004-06 due to: 

 2003 2004 2005 2006 

Change in 
gross debt 

2004-06 
Primary 
balance 

Interest & 
growth 

contribution 

Stock flow 
adjustment

BE 100.0 95.6 94.9 91.7 -3.9 -7.9 0.9 3.1
DE 64.2 66.0 68.0 68.9 2.9 0.1 3.6 -0.8 
EL 109.3 110.5 110.5 108.9 -1.6 -2.0 -2.3 2.7 
ES 51.4 48.9 46.5 44.2 -4.7 -4.1 -1.8 1.3 
FR 63.9 65.6 66.2 67.1 1.5 0.4 1.1 0.0 
IE 32.0 29.9 29.8 29.6 -0.3 -1.0 -2.2 2.9 
IT* 106.3 105.8 105.6 106.3 0.5 -1.7 2.4 -0.2 
LU 7.1 7.5 7.8 7.9 0.4 3.0 -0.6 -2.0 
NL 54.3 55.7 57.6 57.9 2.2 -2.0 3.0 1.2 
AT 65.4 65.2 64.4 64.1 -1.0 -2.0 1.1 -0.2 
PT 60.1 61.9 66.2 68.5 6.6 3.6 1.4 1.6 
FI 45.3 45.1 44.3 43.7 -1.4 -6.4 -0.3 5.3 
EUR-12   70.8 71.3 71.7 71.9 0.6 -1.3 1.5 0.3
CZ 38.3 37.4 36.4 37.0 -0.4 5.8 -2.6 -3.6
DK 44.7 42.7 40.5 38.2 -4.4 -8.5 1.0 3.0 
EE 5.3 4.9 4.3 4.0 -1.0 -1.7 -0.4 1.2 
CY 69.8 71.9 69.1 66.6 -5.3 -1.8 -2.2 -1.3 
LV 14.4 14.4 14.0 14.3 -0.1 1.5 -1.4 -0.3 
LT 21.4 19.7 21.2 20.9 1.2 2.6 -1.8 0.5 
HU 56.9 57.6 57.8 57.9 0.3 0.7 -1.9 1.5 
MT 71.8 75.0 76.4 77.1 2.2 -1.9 3.7 0.4 
PL 45.4 43.6 46.8 47.6 3.9 3.1 -0.4 1.2 
SI 29.4 29.4 30.2 30.4 1.0 1.0 -0.6 0.6 
SK 42.6 43.6 44.2 44.9 1.3 3.1 -1.9 0.0 
SE 52.0 51.2 50.3 49.2 -2.0 -5.8 -0.4 4.2 
UK 39.7 41.6 41.9 42.5 0.9 1.6 0.0 -0.8 
EU-25 63.3 63.8 64.1 64.2 0.4 -0.8 1.0 0.2

   *Following the Eurostat decision of 23 May 2005, the government debt of Italy has been provisionally set at 106.5% of GDP for the year      
    2003 and at 106.6% of GDP for the year 2004. Eurostat: Euroindicators, news release 65/2005, 23 May 2005. 

Source: Commission Spring 2005 Economic Forecasts. 

 

1.2 Government revenue and 
expenditure 

The developments in the EU and euro-area budgetary 
positions are derived from changes in expenditure and 
revenue ratios. On the spending side, the euro-area 
expenditure-to-GDP ratio decreased in 2004, both in 
nominal and cyclically-adjusted terms, compared to the 
previous year (see Table I.4). This is due to a combined 
effect of reductions in social expenditures, collective 
consumption, interest and other expenditures. According 
to the Commission Spring 2005 forecasts, the 
expenditure ratio is projected to decline further during 
the forecast period, with additional reduction of 
collective consumption and social transfers other than in 
kind, while other items are foreseen to remain broadly 
unchanged. On the revenue side, the revenue-to-GDP 
ratio also decreased in 2004, both in nominal and 
cyclically-adjusted terms, and it is expected to decline 
further in the coming years. 

At the Member State level, the patterns are generally 
similar (see Table I.5). Only in Ireland, Italy, Portugal 
and the Netherlands and outside the euro area, in Latvia, 

Slovakia and UK expenditure ratios are projected to 
increase over the 2004-06 period. In contrast, over the 
same period, large decreases are expected in Germany, 
Greece, Austria, Hungary, Malta, Poland and Slovenia. 
Revenue ratios are set to increase pronouncedly over 
2004-06 in the case of the Netherlands and outside the 
euro-area, in Poland and the UK, whereas important 
reductions are foreseen in Belgium, Ireland, Italy, 
Austria, Finland, Czech Republic, Denmark, Estonia 
and Hungary. 

In the euro-area, the projected decrease in tax revenues 
on income and wealth, social contributions and other 
resources, is being offset by expected decline in 
expenditure on collective consumption, social benefits 
other than in kind, and subsidies. Such a development 
respects lessons from the past showing that tax measures 
resulting in a decline of tax revenues 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. The reduction in interest expenditure that has 
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particularly contributed to a better allocation of 
available resources in past years will not continue as the 

interest burden will stabilise at 3.3% of GDP over the 
projection period. 

Table I.4.  Euro area government revenue and expenditure, 2002-2006 (% of 
GDP)  
 2002 2003 2004 2005 2006 
Total revenue 46.1 46.3 45.7 45.6 45.4 
 - Cyclically-adjusted 46.0 46.7 46.1 46.1 45.8 
Taxes on  imports and production 13.4 13.4 13.6 13.6 13.6 
Current taxes on income and wealth 12.2 11.8 11.7 11.6 11.5 
Social contributions 16.0 16.2 15.9 15.9 15.9 
    of which actual social contributions 14.9 15.0 14.9 14.8 14.8 
Other revenue 4.6 4.9 4.5 4.5 4.3 
Total expenditure 48.6 49.1 48.5 48.2 48.0 
 - Cyclically-adjusted 48.6 49.0 48.4 48.1 47.9 
Collective consumption 8.3 8.4 8.3 8.2 8.1 
Social benefits in kind 12.1 12.3 12.2 12.2 12.2 
Social benefits other than in kind 16.9 17.2 17.1 17.1 16.9 
Interest 3.7 3.5 3.3 3.3 3.3 
Subsidies 1.4 1.3 1.3 1.2 1.2 
Gross fixed capital formation 2.5 2.6 2.6 2.6 2.7 
Other expenditures 3.7 3.8 3.7 3.7 3.7 
Note: Including UMTS receipts, see footnote to Table I.1. 
Source: Commission Spring 2005 forecasts. 

Table I.5.  Total revenue and expenditure in EU Member States, 
2003-2006 (% of GDP)  
 Revenue Expenditure 
 2003 2004 2005 2006 2003 2004 2005 2006 
BE 51.3 49.6 49.1 48.5 50.9 49.5 49.3 49.0 
DE 45.0 43.8 43.6 43.4 48.8 47.5 47.0 46.2 
EL 43.5 43.9 44.3 44.3 48.0 50.0 48.8 48.7 
ES 40.0 40.2 40.4 40.5 39.7 40.5 40.4 40.4 
FR 50.4 50.8 51.5 51.1 54.6 54.5 54.5 54.4 
IE 34.6 35.7 34.5 34.0 34.4 34.3 35.1 34.6 
IT 46.3 45.4 44.6 44.0 49.2 48.4 48.2 48.5 
LU 45.5 44.9 44.4 44.2 45.1 46.0 46.0 46.0 
NL 45.8 45.5 45.8 47.6 49.0 48.0 47.9 49.2 
AT 50.0 49.4 48.1 47.4 51.2 50.7 50.1 49.2 
PT 44.8 43.8 42.5 43.1 47.7 46.7 47.4 47.8 
FI 53.3 52.5 51.9 51.3 50.8 50.4 50.3 49.8 
EUR-12 46.3 45.7 45.6 45.4 49.1 48.5 48.2 48.0 
CZ 41.6 42.7 41.8 41.0 53.3 45.7 46.3 45.1 
DK 56.6 57.7 56.5 55.7 55.3 55.0 54.3 53.5 
EE 38.9 40.9 40.8 39.2 35.8 39.1 40.0 38.7 
CY 39.1 39.4 39.4 38.9 45.4 43.6 42.3 40.7 
LV 34.2 35.2 35.4 35.3 35.7 35.9 37.0 36.8 
LH 32.3 31.8 32.3 31.6 34.2 34.3 34.8 33.6 
HU 44.5 47.5 43.9 43.0 50.8 52.0 47.8 47.1 
MT 40.5 49.0 48.8 48.6 50.9 54.1 52.6 51.4 
PL 44.3 43.8 44.2 44.2 48.8 48.7 48.6 48.0 
SI 46.2 45.8 45.4 45.1 48.2 47.7 47.6 47.2 
SK 35.4 35.1 36.1 34.8 39.2 38.5 39.9 38.8 
SE 58.6 58.4 57.8 57.4 58.4 57.0 57.0 56.6 
UK 40.0 40.4 40.9 41.4 43.4 43.6 44.0 44.1 
EU-25 45.6 45.3 45.2 45.1 48.5 47.9 47.8 47.6 
p.m. EU-15    45.7 45.4 45.4 45.2 48.5 48.0 47.9 47.7 
p.m. EU-10 42.4 43.0 42.5 42.0 48.1 46.8 46.4 45.5 

Note: Including UMTS receipts, see footnote to Table I.1.  
Source: Commission Spring 2005 forecasts. 
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1.3 The fiscal stance and policy mix 

1.3.1 The fiscal stance and policy mix in the 
euro area 

An appropriate policy mix can be defined as a 
combination of monetary and fiscal policies that ensures 
price stability and keeps economic activity close to its 
potential level. In the euro area, given that monetary 
policy is centralised and fiscal policies decentralised, it 
is of a particular 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-area will have an impact on the 
national policy mix via the common interest rates. 

Graph I.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).3 In this graph, fiscal 
behaviour in accordance with the SGP would be 
represented by movements along the horizontal axis. In 
other 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. 

According to the Commission Spring 2005 forecasts, the 
euro-area fiscal stance in 2004 was slightly on the side 
of counter-cyclical fiscal loosening, although still 
broadly neutral. Looking ahead to 2005 and 2006, the 
euro area fiscal stance is projected to remain 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 automatic 
stabilisers to operate in the next downturn.  

Graph I.2 illustrates the euro area policy-mix, by 
plotting the fiscal stance on the vertical axis and the 
monetary 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 tightened 
somewhat and became more neutral, after three 

                                                 
3 In line with the Council agreement, the output gap in this 

section is computed 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 I.1 by looking at the horizontal distance 
between years. 

 

consecutive years of loosening. Overall, in 2004, the 
euro-area fiscal stance could be still seen as neutral, 
coupled with a growth-supportive monetary stance, 
despite tightening respect to 2003, thus contributing to a 
recovery of economic activity and closing of the output 
gap. The policy mix in the early years of EMU has 
therefore been broadly appropriate to support growth 
enhancing economic condition and macroeconomic 
stability. 

Graph I.1. Euro-area fiscal stance and cyclical 
conditions, 2000-2006 
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Graph I.2.  Euro-area policy-mix, 2000-2004 
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1.3.2 The fiscal stance and policy mix at the 
national level 

The aggregate fiscal stance for the euro-area results 
from a variety of diverse fiscal stances across Member 
States, despite fairly similar cyclical developments. 
Graph I.3 shows that most EU-15 countries recorded a 
negative output gap in 2004, with the exception of 
Greece. 

In 2004, several EU countries ran moderately broadly 
neutral fiscal policies in a context of negative output 
gaps. Policies were, however, clearly countercyclical in 
the case of Luxemburg, Spain and Belgium. It is worth 
mentioning that the nominal budget balances in these 
countries markedly worsened in the course of 2004. 
Finland, which was benefiting from past consolidation 
efforts and therefore had a large safety margin, was also 
somewhat easing the fiscal stance. 

The Netherlands ran pro-cyclical policy in 2004, 
reflecting consolidation efforts in order to keep the 
nominal deficits below the 3% of GDP reference value. 
At the same time Denmark and Ireland tightened their 
fiscal stance, while in the latter the output gap 
deteriorated quickly. Greece stands out for loosening the 
fiscal stance in spite of a large positive output gap. 

As pointed out above, the overall policy-mix in the 
euro-area has been still accommodative in 2004 with 
most Member States experiencing a broadly neutral 
fiscal stance despite increasing real interest rates (see 

Graph I.4). The real interest rates raised in half of the 
euro-area MS, in particular in Ireland, the Netherlands 
and Portugal.  

While Graph I.4 refers to the changes in the real short-
term interest rates, their 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, the real interest rate for the euro area (i.e. the 
short-term interest rate corrected by private 
consumption inflation) amounted to 0.2% in 2004. 
However, this aggregate figure for the euro-area 
conceals significant differences across Member States 
due to disparities in inflation rates across countries. The 
highest real interest rates were in Finland and the 
Netherlands (1.2% and 0.2%, respectively), whereas in a 
number of countries (Belgium, Greece, Spain, Ireland, 
Luxembourg and Portugal) the real interest rates were 
negative.  

Regarding 2005, the overall fiscal stance of the euro 
area is expected to be broadly neutral (see Graph I.5), 
although some pro-cyclical fiscal tightening is expected, 
particularly in France, Germany and the Netherlands. 
Greece is projected to considerably tighten its fiscal 
stance, even though the output gap is expected to be 
positive. Portugal, Ireland and Austria, on the other 
hand, are, however, projected to loosen their fiscal 
stance. 

 

Graph I.3.  Fiscal stance and cyclical conditions in the EU-15 Member States, 2004 
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Graph I.4. Policy-mix in the euro-area Member States, 2004 
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Graph I.5. Fiscal stance and cyclical conditions in the EU-15 Member States, 2005 
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2. Implementing the Stability and Growth Pact 

2.1 Introduction 
The fiscal framework of EMU aims at ensuring 
budgetary discipline through two main requirements. 
These are the Treaty requirement to avoid excessive 
deficit positions, measured against reference values for 
deficits and debt of 3% and 60% of GDP respectively, 
and the requirement of the SGP to achieve and maintain 
a budgetary position ‘close to balance or in surplus’ 
over the cycle. Compliance with the ‘close to balance or 
in surplus’ requirement secures fiscal discipline and the 
sustainability of public finances, and thus contributes to 
maintaining an economic environment in which 
monetary policy can effectively pursue price stability. It 
also provides the necessary room for manoeuvre to 
allow the automatic stabilisers to play freely without 
breaching the 3% reference value of the Treaty. 

The rules-based framework of the Treaty and SGP 
consists of both preventive and dissuasive elements, 
both of which are backed up with enforcement 
procedures. Section 2 of this chapter makes a short 
description of these procedures, namely the excessive 
deficit procedure and the early warning mechanism. 
This section is entirely based on the provisions in force, 
and does not discuss the recent reform proposals agreed 
in the Council.  

During 2004 and the early part of 2005, the 
deterioration in the budget positions has required the 
Commission and Council to apply the various 
enforcement mechanisms of the Stability and Growth 
Pact (SGP) against several Member States. Section 3 of 
this chapter reviews the implementation of these 
mechanisms since spring 2004 in the EU countries. It 
examines the developments concerning the Member 
States which have been subject to an excessive deficit 
procedure and other countries which have been the 
object of Council recommendations giving early 
warning. 

2.2 The enforcement mechanisms of the 
Stability and Growth Pact 

This section provides a description of the enforcement 
mechanisms at the disposal of the Commission and the 
Council to ensure budgetary discipline in the EU. It 
explains the different steps of the excessive deficit 
procedure, which are codified in Article 104 of the 
Treaty and Council Regulation 1467/97, and when these 
steps need to be activated. This description puts a 
particular emphasis on the consequences of euro-area 
membership on the procedure. In a second step, a short 
description of the mechanism of early warning is 
provided. This mechanism is codified in Article 99(4) of 
the Treaty and Articles 6(2) and 10(2) of Council 
Regulation 1466/97. 

The excessive deficit procedure 

Article 104 of the Treaty states that Member States shall 
avoid excessive government deficits. In particular 
Member States shall comply with budgetary discipline 
by respecting two criteria: a deficit ratio and a debt ratio 
not exceeding reference values of respectively 3% and 
60% of GDP. A few exceptions are specified in the 
Treaty. Article 104 also sets out the procedure to be 
followed to identify and correct situations of excessive 
deficit, and voting modalities in the course of the 
procedure. The Regulation 1467/97 of the Stability and 
Growth Pact (SGP) clarifies the procedure. 

The first four steps of the procedure, corresponding to 
provisions of paragraphs 3 to 6 of Article 104, concern 
the identification of situations of excessive deficit. The 
excessive deficit procedure is triggered if the deficit of a 
Member State exceeds 3% of GDP.4 In such a situation, 
                                                 
4 Article 104(2) of the Treaty states that a deficit in excess of 

the 3% reference value that is only exceptional and 
temporary may not be considered excessive in case the 
deficit remains close to the reference value. A deficit above 
3% of GDP may also not be considered excessive if it has 
declined substantially and reached a level that comes close 
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the Commission adopts a report, in accordance with 
Article 104(3), reviewing in detail the economic and 
budgetary situation the Member State considered. As 
foreseen in Article 104(4) and Regulation 1467/97, the 
Economic and Financial Committee formulates an 
opinion on this report within two weeks. The 
Commission takes this opinion into account and, if it 
considers that an excessive deficit exists, addresses an 
opinion under Article 104(5) to the Council. On the 
basis of the Commission opinion, the Council itself 
decides on the existence of an excessive deficit under 
Article 104(6).  

The subsequent steps of the procedure are dedicated to 
the correction of excessive deficits. When it decides that 
an excessive deficit exists, the Council addresses a 
recommendation to the Member State concerned in 
accordance with Article 104(7). In this recommendation, 
the Council sets two deadlines: one for the Member 
State to take effective action to correct the excessive 
deficit, and one for the correction of the excessive 
deficit itself.5 Regulation 1467(97) specifies that the 
latter deadline shall be the year following the 
identification of an excessive deficit, unless there are 
special circumstances.  

In case action by the Member State concerned leads to 
the correction of the excessive deficit, the Council shall 
decide, in accordance with Article 104(12), to abrogate 
its decisions under the excessive deficit procedure. In 
other words, the procedure is closed. In the event the 
Council considers that no effective action has been 
taken, it may decide, as stated in Article 104(8) of the 
Treaty, to make public its recommendation according to 
104(7).  

The steps described above apply to all EU countries. 
The further steps of the procedure depend on whether 
the Member State is a euro-area Member State. 

The excessive deficit procedure applies in full to euro-
area Member States. For these countries, Article 104(9) 
stipulates that, provided the Council adopts a decision 
under article 104(8), it may decide to give notice to the 
member state concerned to take the necessary measures 
to reduce the deficit. The recommendations under article 
104(9) of the Treaty shall include a deadline for the 
correction of the excessive deficit, and Regulation 
1467/97 specifies that measures for the deficit reduction 
that the Council judges necessary have to be taken by 
the Member State concerned within two months at the 
most from the adoption of the notice under 104(9).  

                                                                              
to the reference value. The same Article provides an 
exception for countries having a debt ratio above 60%, if this 
ratio diminishes sufficiently and approaches the value of 
60% of GDP at a satisfactory pace. 

5 Regulation 1467/97 stipulates that the deadline for taking 
measures cannot exceed four months. 

This step constitutes a move towards even closer 
surveillance, and is the ultimate step before the possible 
imposition of sanctions. If the Member State fails to 
comply with the recommendations, the Council may 
decide to impose sanctions no later than two months 
after notice has been given. In case of compliance with 
the recommendations formulated in the notice under 
article 104(9), the decisions taken under articles 104(6) 
to 104(9) are abrogated with a Council decision in 
accordance with article 104(12), and the procedure is 
closed.  

As already mentioned, non-euro-area Member States are 
not exempt from the obligation to avoid excessive 
deficits, but the later steps of the EDP do not apply for 
them. When a Member States outside the euro area in a 
situation of an excessive deficit fails to respect the 
recommendations addressed under Article 104(7), it 
cannot be submitted to the last two steps of the 
excessive deficit procedure, namely notice foreseen in 
Article 104(9) and the imposition of sanctions foreseen 
in Article 104(11).6 Non-compliance with a 
recommendation under 104(7) may lead to a renewed 
recommendation according to Article 104(7).    

The UK, Sweden, Denmark and the EU-10 are in such a 
situation. The specific situation of the EU-10, which 
have the status of ‘Member States with a derogation’, in 
the sense of article 122 of the Treaty, was detailed in the 
2004 edition of this report. This report also underlined 
that, in addition to Council recommendations, other 
channels may act as complementary discipline 
mechanisms for these countries.  

The early warning mechanism 

In complement to the Excessive Deficit Procedure, the 
Treaty foresees in its Article 99(4) the possibility for the 
Council to make recommendations to Member States in 
case their economic policies ‘are not consistent with the 
broad guidelines or risk jeopardising the proper 
functioning of EMU’. Based on this Article, Regulation 
1466/97, which constitutes the preventive arm of the 
SGP, provides the Council with the possibility to issue 
“early warnings” to Member States in order to prevent 
the occurrence of an excessive deficit. 

Early warnings are issued by the Council, upon 
recommendation of the Commission, in the event that 
the Council identifies significant divergence of the 
budgetary position from the medium-term budgetary 
objective of ‘close to balance or in surplus’, or the 
adjustment path towards it.  

                                                 
6 These Member States have no voting right on decisions 

provided for under the two paragraphs. 
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2.3 The surveillance mechanisms since 
Spring 2004 

Since Summer 2004, ten EU countries are subject to an 
excessive deficit procedure: four euro-area Member 
States and six of the recently acceded Member States.7 
In addition, in 2004 the Commission recommended to 
the Council that an early warning be issued to Italy to 
prevent the occurrence of an excessive deficit. Below is 
a presentation of the ongoing procedures concerning the 
various countries. 

2.3.1 The surveillance mechanisms in the euro 
area countries 

Since Spring 2004, the Commission and the Council 
took action or clarified their positions concerning four 
euro-area Member States in EDP. The Council decided 
to address a 104(9) recommendation, the latest step of 
the procedure before sanctions, to Greece, which has to 
correct its excessive deficit in 2006. The Commission 
clarified its position for the excessive deficit procedure 
for Germany and France, after the events of November 
2003 and the ruling of the court of Justice of 13 July 
2004. Finally, the Commission and the Council 
considered that the Netherlands had taken effective 
action to correct its excessive deficit and the 
Commission proposed on 18 May 2005 to abrogate the 
EDP. 

Greece  

On 4 May 2004, the Greek authorities submitted a 
revised EDP notification showing a 2003 deficit of 3.2% 
of GDP. This provided prima facie evidence for the 
existence of an excessive deficit. The Council decided 
that an excessive deficit exists in Greece and addressed 
on 5 July 2004 a recommendation to Greece with a view 
to bringing the excessive deficit situation to an end by 
2005. The Council established the deadline of 5 
November 2004 for Greece to take appropriate measures 
to this end. 

Based on its autumn 2004 forecast incorporating the 
data revisions of September 2004 notification and 
projecting the 2005 deficit at 3.6% of GDP, on 22 
December 2004 the Commission recommended to the 
Council to decide under Article 104(8) that no effective 
action had been taken in response to its 104(7) 
recommendation. The Council decided accordingly on 
18 January 2005. On 9 February 2005, the Commission 
recommended to the Council to give notice to Greece, in 
accordance with Article 104(9) of the Treaty, to take the 
necessary measures to remedy its excessive deficit 
situation.  

                                                 
7 For documents concerning these procedures, see the section 
on fiscal surveillance on the website of the DG ECFIN: 
http://europa.eu.int/comm/economy_finance/about/activities/s
gp/procedures_en.htm.  

The Commission recommended extending the deadline 
for bringing the deficit below the 3.0% reference value 
by one year to 2006. When taking this decision, the 
Commission took into account the fact that the deficit 
would likely be substantially higher than expected (the 
2003 deficit was revised to 5.2% in March 2005, up 
from an estimated 4.6% of GDP in September 2004 and 
1.7% of GDP in March 2004), due to statistical 
revisions and to expenditure overruns associated notably 
with the organisation of the Olympic games. In addition, 
the Commission considered that GDP growth prospects 
for 2005 and 2006 had become less favourable, making 
the reduction of the deficit more difficult.  

On 17 February 2005, the Council adopted a decision 
giving notice to Greece, in accordance with Article 
104(9) of the EC Treaty, to take measures to remedy the 
situation of excessive deficit as rapidly as possible and 
at the latest by 2006 through (i) a rigorous 
implementation of the 2005 budget as approved by its 
Parliament; (ii) implementing in 2006 adjustment 
measures of a permanent nature leading to a correction 
in the deficit of at least 0.6 percentage point of GDP.8 
The Council decided that Greece had to submit, by 21 
March 2005 at the latest, a report outlining the decisions 
to respect these recommendations.  

In March 2005, Greece submitted a report, which was 
assessed in the Commission Communication of 6 April. 
The Commission concluded that the Greek government 
is taking effective action so that no further steps under 
the EDP seem to be needed at this stage. Greece shall 
submit other reports by 31 October 2005, 30 April 2006 
and 31 October 2006, examining progress made in 
respecting the recommendations of the notice issued 
under 104(9). 

 

                                                 
8 The Council also recommended Greece to further pursue the 

efforts to identify and control factors other than net 
borrowing, which contribute to the change in debt levels, 
with a view to ensuring that the government gross debt ratio 
diminishes sufficiently and approaches the reference value at 
a satisfactory pace in line with the correction of the 
excessive deficit. 
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Box I.1. The revision in the Greek deficit and debt (1) 
In 2004, the Greek data on the government deficit and debt underwent a very large revision. The government deficit for 2003, 
which was initially reported at 1.7% of GDP, stood at 4.6% of GDP after the September 2004 notification. Following a further 
revision in March 2005, it stands at 5.2% of GDP. The deficit ratios over the period 1997 to 2003 were also quite significantly 
revised upwards by up to 2½% of GDP. A separate revision of the debt data led to increases between 5 to 8% of GDP. Moreover, 
if a revision which had already taken place in autumn 2002 is taken into account, the overall upward revision in the deficit and 
debt ratios reaches, for some years, 4 and 15 percentage points, respectively. Moreover, in March 2005, Eurostat did not validate 
the revised Greek data and highlighted inconsistencies in the recording of flows with the EU budget which could lead to further 
upward revisions in the deficit figures. 

The revision in the Greek accounts concerned several topics as summarised in the table. The most significant revisions – such as 
the revision in social security accounts and military expenditure – were in relation to difficulties in the compilation and estimation 
of basic data. Other revisions – such as debt assumptions, capital injections and interest – concerned an inappropriate application 
of accounting rules.  
 

Table I.6. Main components of the revision in the Greek data (1997-2003)  (% of GDP) 
 1997 1998 1999 2000 2001 2002 2003 
Deficit (as of March 2004) 4.0 2.5 1.8 2.0* 1.4* 1.4 1.7 
Military expenditure 0.2 0.1 0.9 1.9 1.2 1.7 0.7 
Interest 1.0 0.3 0.1 0.3 0.1 0.1 0.1 
Social security accounts – – – – 1.0 0.4 0.6 
Debt assumpt. / capital injections 1.0 1.1 0.8 – – – – 
Tax revenue – – – – – – 0.9 
Other 0.4 0.4 -0.1 0.0 0.0 0.5 1.1 
Deficit (as of March 2005) 6.6 4.3 3.4 4.1 3.6** 4.1** 5.2**         
Debt (as of March 2004) 108.2 105.8 105.2 106.1* 106.6* 104.6 102.6 
Bonds with capitalised interest 4.9 4.7 4.5 4.5 4.2 3.9 3.4 
Social security accounts 1.0 1.9 1.9 3.2 3.9 3.5 2.6 
Other 0.0 0.0 0.7 0.1 0.1 0.2 0.1 
Debt (as of March 2005) 114.0 112.4 112.3 114.0 114.8** 112.2** 109.3** 

* Data for 2000 and 2001 had already been significantly revised in autumn 2002. 
** Not validated by Eurostat and subject to further upward revision. 
Source: Eurostat.  
Revisions in statistics, and in particular in the government deficit and debt data, are not unusual. After the publication of the first 
outcomes in March, data are often revised because new information becomes available or because errors are corrected. However, 
“the scope and size of the past revisions in the Greek case are unprecedented and very serious, particularly as regards the overall 
credibility of the multilateral surveillance framework”. (2) 

The revision in the Greek accounts revealed “systemic weaknesses” in the statistical authorities of Greece: notably “lack of 
expertise” and “lack of reliable basic data needed to produce public accounts of good quality.”(3) However, this case also 
illustrated insufficiencies in the Commission services and of a more general nature. Notwithstanding a permanent dialogue 
between the national statistical authorities and Eurostat, the latter has neither the resources nor the legal means to countercheck 
the veracity and reliability of information provided by Member States. Moreover, in spite of the relevance of budgetary statistics 
for macroeconomic surveillance and for the decision on the participation on the monetary union, and the fact that most difficulties 
in the Greek statistical system had been identified in earlier years, the statistical issues used to be discussed among a restricted 
circle of statisticians without being raised to the public attention and the appropriate political level. In this respect, the ECOFIN 
Council of 7 December 2004 regarded as “serious cause for concern that (…) Eurostat validated the critical March 2000 EDP 
notification data of Greece [immediately before the decision on the participation of Greece in the euro], in spite of significant 
open issues related to the fiscal data” and that “the Commission's and the ECB’s Convergence Reports failed to emphasise to the 
Council potential problems with regard to Greek budgetary statistics”. 

The revision in the Greek accounts also brought the issue of professional independence of national statistical authorities to the 
fore. (See Box II.2 on the strengthening of budgetary statistics summarises recent developments and proposals to address these 
weaknesses.) 

(1) For more information on the revision of Greek government statistics, see the “Report by Eurostat on the revisions of the Greek 
government deficit and debt figures (1997-2003)”, SEC(2004) 1539 of 22 November 2004.  

(2) ECOFIN Council Conclusions of 7 December 2005. 

(3) Commission Communication “Report on the accountability issue related to the revision of Greek budgetary data”, 
COM (2004) 784 of 1 December 2004. 
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Graph I.6. Budgetary plans, forecasts and 
outcomes in Greece 
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Source: Commission services. 

Germany and France 

Summary of past events and consequences of the 
Court of Justice ruling of 13 July 2004 

Following evidence of government deficits above 3% of 
GDP in 2002, the Council decided in spring 2003 that 
excessive deficits existed in Germany and in France and 
adopted recommendations under Article 104(7) with a 
view to bringing this situation to an end by 2004. In 
autumn 2003, the Commission assessed the measures 
taken in both countries and considered that the actions 
implemented by Germany and France were inadequate 
to correct their excessive deficits and recommended the 
Council to decide accordingly. The Council also 
recommended the Council to adopt a decision giving 
notice to these two countries to take measures to remedy 
the situation. In the light of the weaker than expected 
economic situation, the Commission recommended that 
the deadline for correcting the deficit should be 
extended by one year to 2005.  

On 25 November 2003, the Council voted on the 
recommended decisions but did not achieve the required 
majority. Instead the Council adopted conclusions 
addressing recommendations to Germany and France for 
the correction of the excessive deficit by 2005 and 
stating that, in the light of the commitments by the two 
Member States, the excessive deficit procedure was held 
in abeyance. The Commission brought the case before 
the Court of Justice of the European Communities 
challenging certain elements of the Council conclusions 
of 25 November 2003. On 13 July 2004, the Court 
annulled the Council conclusions in so far as they aimed 
at formally suspending the procedure and modifying the 
existing recommendations. However, the Court did not 
elaborate on the implications of its decision for the 
excessive deficit procedure for Germany and France.  

On 14 December 2004, the Commission adopted a 
Communication clarifying the situation of Germany and 
France in relation to their obligations under the 
excessive deficit procedure following the judgement of 
the Court of Justice. The Commission considered that, 

in assessing the position of Germany and France, it is 
appropriate to take into account the consequences of the 
Council conclusions until their annulment by the Court, 
and notably the fact that these conclusions benefited 
from the presumption of validity that is attached in 
principle to every Community instrument.  

Therefore, while maintaining its view on the inadequacy 
of the actions taken by Germany and France to correct 
the excessive deficit by 2004, the Commission 
recognised that the actions of the two Member States 
concerned taken in the aftermath of the Council 
conclusions of 25 November 2003 and up to their 
annulment by the Court on 13 July 2004 were based on 
the notion that the deadline for the correction of the 
deficit had been effectively moved to 2005. In light of 
these circumstances, the Commission considered that 
the assessment of the actions taken to correct the 
excessive deficit situation should refer to 2005 as the 
relevant deadline. The Council agreed with this position. 

As detailed in the following two sub-sections, the 
Commission considered in its Communication that 
Germany and France were in a position that makes the 
correction of the excessive deficit still possible. The 
Commission noted however that if failures in 
implementing the envisaged correction measures should 
emerge at a later stage, it would have to recommend to 
the Council to enhance the budgetary surveillance and to 
take the necessary action within the provisions of the 
Treaty and the Stability and Growth Pact.  

Germany 

In the Autumn 2004 forecast, the Commission projected 
real GDP growth at 1.5% and the general government 
deficit at 3.4% of GDP in 2005 based on a no-policy 
change scenario with the reference date 18 October 
2004. On 4 November, the federal government 
presented a savings package and, in the Fiscal Planning 
Council (Finanzplanungsrat) meeting of 18 November, 
the federal, state and local levels of government agreed 
to reduce the government deficit to 2.9% of GDP in 
2005.  

The Commission considered in its Communication of 14 
December 2004 that measures taken as well as a subsidy 
repayment by the state banks (Landesbanken) would 
allow to reduce the 2005 deficit to 2.9% of GDP. 
Therefore, the Commission considered that the measures 
taken by the German authorities were consistent with a 
correction of the excessive deficit by 2005. 
Accordingly, the Commission concluded in its 
Communication of 14 December 2004 that no further 
steps were necessary under the excessive deficit 
procedure.  

The Commission however noted that the budgetary 
situation of Germany remains vulnerable, that none of 
the additional measures constitutes a structural reforms 
with long-term benefits, and that the reduction of 
expenditure to the cash settlement office shifts an 
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implicit liability to the future. In addition, the 
Commission noted that any unfavourable development 
on the macroeconomic or on the budgetary side could 
bring the deficit above 3% in 2005. 

In Spring 2005, the Commission services revised their  
deficit forecast for 2005 up to 3.3% o GDP, due to 
economic developments in Germany less favourable 
than expected at the end of 2004. This suggests that 
additional measures may be needed to bring the deficit 
below 3% of GDP in 2005. However, in view of the 
uncertainties attached to the 2005 deficit outcome at this 
point in the year, the Commission considered that it 
would be premature to take further steps under the 
excessive deficit procedure. The Commission will 
continue monitoring the budgetary situation, which 
remains vulnerable, in the coming months.  

Graph I.7. Budgetary plans, forecasts and 
outcomes in Germany 
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Source: Commission services. 

France  

The Commission services’ Autumn 2004 forecasts 
projected the general government deficit at 3.7% of 
GDP in 2004 and 3.0% of GDP in 2005. The deficit 
reduction was projected to result from expenditure 
restraint and a significant increase in revenues, 
stemming notably from a large one-off payment (0.5% 
of GDP) linked to the transfer of the responsibility for 
the payment of pensions of the employees in public 
electricity and gas companies to the social security 
sector.9 Based on this forecasts, the Commission 
considered that actions taken by the French authorities 
were broadly consistent with a correction of the 
excessive deficit by 2005. Accordingly, the Commission 
concluded in its Communication of 14 December 2004 
that no further steps were necessary under the excessive 
deficit procedure. 

Like in the case of Germany, the Commission noted that 
the budgetary situation of France remained vulnerable. 

                                                 
9 Expenditure restraint is planned to stem notably from (i) the 

stabilisation of State expenditures in real terms and (ii) an 
expected slowdown in health expenditure following the 
reform of the health insurance system adopted in Summer 
2004. 

The Commission noted that any unfavourable 
development on the macroeconomic or on the budgetary 
side could compromise the achievement of the objective 
of correcting the excessive deficit in 2005 at the latest. 
The Commission also underlined that the deficit 
reduction in 2005 largely relies on the favourable impact 
of a large one-off measure. This was reflected in the 
Autumn 2004 Commission deficit forecast, which 
projected an increase in the deficit to 3.3% of GDP in 
2006 under the assumption of an unchanged policy.  

In Spring 2005, the Commission services confirmed 
their forecast of a 2005 deficit of 3.0% of GDP, on a no 
policy change basis. The deficit forecast for 2006 was 
revised slightly upward, to 3.4% of GDP. Following this 
forecast, and considering the uncertainties attached to 
the 2005 deficit outcome, the Commission considered 
that it would be premature to take further steps under the 
excessive deficit procedure, and will continue 
monitoring budgetary developments, which remain 
vulnerable. 

Graph I.8. Budgetary plans, forecasts and 
outcomes in France 
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Source: Commission services. 

The Netherlands  

In light of a reported general government deficit of 3.2% 
of GDP in 2003 and considering the risk that the deficit 
might remain above 3% of GDP in 2004, the Council 
placed the Netherlands in excessive deficit on 2 June 
2004 and at the same time issued an Art. 104(7) 
recommendation for its correction. The Dutch 
government was recommended to put an end by 2005 at 
the latest to the present excessive deficit. To that end, it 
was recommended to take action regarding corrective 
measures in 2005 amounting to at least half a percentage 
point of GDP by the deadline of 2 October 2004. 

Following this recommendation, the Dutch authorities 
implemented an additional savings package for 2004 
equivalent to 0.6 percentage point of GDP on top of the 
savings measures that had already been included in the 
2004 budget. The measures involved in particular higher 
premiums for health insurance, lower health expenditure 
and an end to subsidies on employing low-skilled 
workers. The budget for 2005 contained further deficit-
reducing measures adding up to an adjustment of half a 
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percent of GDP for 2005. The corrective measures were 
for the largest part of a structural nature, thus having a 
deficit-reducing impact also in subsequent years. On 6 
October 2004, the Commission considered that the 
Netherlands had taken effective action to correct the 
excessive deficit by 2005. The Council concurred to this 
analysis in its conclusions of 21 October 2004.  

On a no-policy change basis, the Commission services’ 
spring 2005 economic forecast projected the deficit at 
2.0% in 2005, after 2.5% of GDP in 2004. Following 
this forecast, the Commission recommended on 18 May 
to the Council to abrogate its decisions under Article (6) 
and (7) of paragraph 104 of the Treaty. 

Graph I.9. Budgetary plans, forecasts and 
outcomes in the Netherlands 
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Source: Commission services. 

Italy  

In Spring 2004, the Commission projected for 2004 a 
budget deficit of 3.2% of GDP compared to a target of 
2.2% of GDP in the 2003 update of the programme and 
of 0.6% of GDP in the 2002 update. The Commission, 
also considering that divergence from the objectives was 
almost entirely structural and the projected interruption 
of the reduction of the debt ratio, recommended, on the 
basis of Article 99(4) of the Treaty and Article 6(2) of 
Council Regulation 1466/97, that an early warning be 
issued to Italy to prevent the occurrence of an excessive 
deficit. In July 2004, in view of the announcement of 
further consolidation measures by the Italian authorities, 
the Council decided not to put to vote the Commission 
recommendation for an early warning to Italy.  

In March 2005, the Italian authorities reported a 2004 
deficit of 3.0% of GDP. Eurostat indicated that it was 
not in a position to validate the figures for Italy in view 
of pending statistical issues and that ‘the clarification of 
these issues could lead to an upward revision in the 
government deficit, most notably for 2003 and 2004’. 
This suggests a clear risk that the 2004 deficit was 
already above the reference value of 3% of GDP. On a 
no-policy change basis, the spring 2005 forecast of the 
Commission services project the 2005 deficit at 3.6% of 
GDP, followed by 4.6% of GDP.  

Graph I.10. Budgetary plans, forecasts and 
outcomes in the Italy 
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Source: Commission services. 

2.3.2 The surveillance mechanisms in the non 
euro area Member States 

After the publication of the Commission services’ 
Spring 2004 economic forecasts, which took into 
account data reported in March 2004, the Commission 
initiated the excessive deficit procedure for 6 new 
Member States: Hungary, Czech Republic, Cyprus, 
Malta, Poland and Slovakia. The Council decided on 5 
July 2004 that an excessive deficit existed in these 
countries and at the same time issued an Article 104(7) 
recommendation to each of them for its correction. 
Different deadlines, from 2005 to 2008, were set for the 
correction of the excessive deficit, taking into account 
the deficit level, growth prospects, and the intentions of 
the authorities regarding the participation to EMU. 
Except for Hungary, the Commission considered on 22 
December 2004 that all countries had taken effective 
action in response to the Council recommendation, in 
particular to respect the 2005 deficit target set in the 
May 2004 convergence programmes. Accordingly, the 
Commission concluded that no further steps were 
necessary for Czech Republic, Cyprus, Malta, Poland 
and Slovakia under the excessive deficit procedure. 

Hungary 

On 5 July 2004, the Council issued a recommendation to 
the Hungarian authorities to implement the measures 
envisaged in the May 2004 convergence programme 
aiming at a correction of the excessive deficit by 2008. 
The Hungarian authorities were recommended to stand 
ready to introduce additional measures, if necessary, 
with a view to achieving the deficit targets for 2004 and 
2005. 

On 18 January 2005, the Council considered that 
Hungary had not taken effective action in response to its  
recommendation. The Council considered that the 
measures taken were not sufficient to avoid a sizeable 
deviation from the 2004 and 2005 deficit targets and 
from the adjustment path planned in the convergence 
programme. Having joined the Community on 1 May 
2004, Hungary is a Member State with a derogation, 



 36 

which means that it is to avoid excessive deficits but 
that Articles 104(9) and Article 104(11) of the Treaty do 
not apply to it. The Council therefore issued another 
recommendation based on Article 104(7), taking into 
account information of Hungary’s convergence 
programme update submitted in December 2004.  

This update foresees a decline in the general 
government deficit from 4.4% of GDP in 2004 to 2.4% 
of GDP in 2007 and 1.6% of GDP in 2008. These 
figures benefit from the decision by Eurostat of 23 
September 2004 allowing that, for a transitory period, 
until the March 2007 fiscal notification, second pillar 
pension funds can be recorded inside the general 
government. This lowers the yearly deficit figures by 
0.8-1 percentage point between 2004 and 2008. 
Including the impact of the pension reform of 1998, the 
projected deficit path would show a reduction from 
5.3% of GDP in 2004 to 2.8% of GDP in 2008.  

On 8 March 2005, the Council adopted a new 
recommendation under Article 104(7) recommending 
notably the Hungarian to: (i) put an end to the excessive 
deficit situation as rapidly as possible; (ii) take action in 
a medium-term framework in order to bring the deficit 
below 3% of GDP by 2008 in a credible and sustainable 
manner; (iii) take effective action by 8 July 2005 
regarding additional measures, as far as possible of a 
structural nature, in order to achieve the deficit target for 
2005 as set in the December convergence programme. 
The action taken in response to the new 104(7) 
recommendation will be assessed by the Commission at 
the expiry of this deadline.  

The Commission services’ spring 2005 forecast 
projected a deficit of 3.9% of GDP in 2005, followed by 
4.1% of GDP in 2006, on a no-policy change basis. This 
is to be compared to the 3.6% and 2.9% of GDP 
respectively in the December 2004 update of the 
convergence programme, which constituted the basis for 
the multi-annual adjustment path recommended by the 
Council in March 2005.  

Graph I.11. Budgetary plans, forecasts and 
outcomes in Hungary 
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Source: Commission services. 
 
 
Czech Republic 

The Council recommendation under Article 104(7) 
recommended to the Czech authorities to correct the 
excessive deficit by 2008 and to take effective action by 
5 November 2004 in order to achieve the 2005 deficit 
target, set in the May 2004 convergence programme at 
4.7% of GDP.  

In summer 2004, the Parliament passed a law on new 
budgetary rules, which introduced fiscal targeting based 
on medium-term expenditure ceilings for central 
government. Although the expenditure ceilings will 
become legally binding only in 2006, the government 
accepted them as voluntary guidelines already for the 
2004 and 2005 budgets. The 2005 state budget largely 
respects the 2005 expenditure ceiling, leading to a sharp 
decline in the expenditure ratio, and includes revenue 
cuts worth 0.7% of GDP.  

The spring 2005 forecast of Commission services of a 
deficit at 4.5% of GDP in 2005 confirm that the 
measures taken by the Czech authorities should be 
sufficient to achieve the 2005 deficit target. The 
Commission projects a further decline in the deficit in 
2006, at 4.0% of GDP. 

Cyprus 

The Council recommended the Cypriot authorities to 
take effective action by 5 November 2004 in order to 
achieve their objective of bringing the deficit below 3% 
of GDP in 2005 in a credible and sustainable manner. 

According to the projections in the 2005 budget, the 
deficit would decrease to 2.9% of GDP in 2005, i.e. just 
below the reference value of 3% of GDP. The deficit 
reduction in 2005 is projected to be achieved through 
revenue increases and expenditure cuts. The measures 
ensuring expenditure restraint appear to be mostly 
structural (cap on current expenditure, increase in the 
retirement age for public sector employees). Revenue 
measures are a mix of structural and one-offs measures 
(tax-amnesty, fees for issuance of title deeds for certain 
real estate).   

In spring 2005, Commission services projected a decline 
in the deficit ratio to 2.9% of GDP in 2005 and, on a no-
policy change basis, to 1.9% in 2006. This confirms that 
the consolidation impact of the envisaged measures 
should be sufficient to achieve the 2005 deficit target.  

Malta 

The Council recommended to the Maltese authorities to 
correct the excessive deficit by 2006 and to take action 
by 5 November 2004 regarding the measures envisaged 
to achieve the 2005 deficit target set in the May 
convergence programme at 3.7% of GDP.  

The 2005 budget confirmed this projection, targeting a 
decline in the deficit ratio from 5.2% in 2004 to 3.7% in 
2005. Two-thirds of the total deficit reduction would 
result from structural measures consisting mainly of tax 
increases (introduction of an excise duty on mobile 
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telephony services, increase of the departure tax on 
airfares, imposition of VAT and excise duty on 
kerosene, the increase in excise duty on tobacco). The 
remaining third would be generated through one-off 
measures on the revenue side (sale of government 
property and from revenues to be raised from 
listed/unlisted companies). 

The Commission services Spring 2005 forecast project 
the 2005 deficit at 3.9% of GDP, confirming that the 
budgetary target set in the budget for 2005 (3.7% of 
GDP) is plausible. 

Poland  

The Council recommended to the Polish authorities to 
correct the excessive deficit by 2007 and to take action 
by 5 November 2004 regarding the measures envisaged 
to achieve the 2005 deficit target of 4.2% of GDP set in 
the convergence programme of May 2004.  

The budget for 2005 foresees a reduction of the 
government deficit from 5.6% of GDP in 2004 to 3.9% 
in 2005. The deficit would decrease further to 3.1% of 
GDP in 2006. Measures from the Hausner plan 
contained in the budget would have a deficit-reducing 
impact of 1.1 percentage points in 2005 and 0.8 
percentage points in 2006. The authorities expect to 
achieve a further deficit reduction by up to 0.6% of 
GDP by implementing measures aiming at a widening of 
the tax base. The measures adopted and planned appear 
to be for the largest part of a structural nature, thus 
having a deficit reducing impact also in subsequent 
years.  

The Commission services Spring 2005 economic 
forecasts confirm that the consolidation impact of the 
envisaged measures should be sufficient to achieve the 
2005 deficit target in the budget. In particular, against 

the background of the projected strong growth and the 
corrective measures taken by the government, the 
projections by Commission services show a decline in 
the deficit to 3.8% of GDP in 2005 from the estimated 
4.4% in 2004 and, on a no-policy change basis, further 
to 3.1% in 2006. 

Slovakia 

Concerning Slovakia, the Council recommended to 
correct the excessive deficit by 2007 and to take 
effective action by 5 November 2004 regarding the 
measures envisaged to achieve the 2005 deficit target set 
at 3.9% of GDP in the May convergence programme.  

On 9 December 2004, the Slovak Parliament adopted 
the budget for 2005, setting the 2005 deficit target at 
3.8% of GDP (3.4% of GDP without the revenue loss 
stemming from the introduction of a funded pension 
pillar). The budget incorporates: (i) a systemic pension 
reform, leading to a redirection of social security 
contributions to a newly introduced funded pension 
pillar; (ii) the last tranches of the current government’s 
health care reform agenda; and (iii) further public sector 
rationalisation. These reforms almost fully completed 
the current government’s reform agenda, most of which 
had already been implemented in the budget year 2004 
and which encompassed in particular a comprehensive 
tax reform package. 

In their Spring 2005 forecast, Commission services 
projected an increase in the general government deficit 
from 3.8% of GDP in 2005 to 4.0% in 2006, on a no-
policy change basis. This confirms that the measures 
presented up to now are broadly sufficient to achieve the 
2005 deficit target set in the May 2004 convergence 
programme. 
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Table I.7. Overview of ongoing excessive deficit procedures 
 DE FR NL EL CZ CY HU MT PL SK 
Early steps of the procedure 
Adoption by the Commission of a Report according to Article 104(3) 19.11.02 2.4.03 28.4.04 19.5.04 12.5.04 12.5.04 12.5.04 12.5.04 12.5.04 12.5.04 

Adoption by the EFC of an Opinion on this report according to Article 
104(4) 29.11.02 13.4.03 12.5.03 2.6.04 24.5.04 24.5.04 24.5.04 24.5.04 24.5.04 24.5.04 

Decision on the existence of an excessive deficit 
Commission adopts:  
− an Opinion on the existence of an excessive deficit according to 

Article 104(5) 
− a Recommendation for a Council to decide on the existence of an 

excessive deficit 
− a Recommendation for a Council Recommendation to put an end 

to the excessive deficit position 

 
8.1.03 

 
7.5.03 

 
19.5.04 

 
26.4.04 

 
24.6.04 

 
24.6.04 

 
24.6.04 

 
24.6.04 

 
24.6.04 

 
24.6.04 

Council adopts:  
− a decision that an excessive deficit exists 
− a Recommendation for taking measures to put an end to this 

situation 

21.1.03 3.6.03 2.6.04 5.7.04 5.7.04 5.7.04 5.7.04 5.7.04 5.7.04 5.7.04 

Deadlines for actions and correcting the excessive deficit           
o Deadline for taking effective action 21.5.03 3.10.03 2.10.04 5.11.04 5.11.04. 5.11.04 5.11.04 5.11.04 5.11.04 5.11.04 
o Deadline set for the correction of the excessive deficit 2004 2004 2005 2005 2008 2005 2008 2006 2007 2007 

Compliance with the 104(7) Recommendation No No Yes No Yes Yes No Yes Yes Yes 
Compliance cases           
Status of the procedure: Abrogated / Abeyance (ABR/ABE)   ABE*  ABE ABE  ABE ABE ABE 
Non-compliance cases 
Commission adopts: 

          

− a Recommendation for a Council Decision establishing that no 
effective action has been taken according to Article 104(8) 

18.11.03 8.10.03  22.12.04 
 

  22.12.04    

− a Recommendation for a Council Decision to give notice according 
to Article 104(9) 

18.11.03 21.10.03  22.12.04   22.12.04    

Council adopts:           
− a decision establishing that no effective action has been taken 

according to Article 104(8) 
   18.1.05   22.12.04    

− For euro area countries: a Decision to give notice according to 
Article 104(9) 

   18.1.05       

− For non euro area countries: a new Recommendation according to 
article 104(7) 

      18.1.05    

− Council does not adopt Commission recommendations, but instead 
adopts conclusions 

25.11.03 25.11.03         

New deadline for the correction of the excessive deficit 2005 2005  2006   2008    
*Commission proposed abrogation on 18 May 2005. 
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3. Overview of the 2004 updates of the stability 
and convergence programmes 

3.1 Growth projections 

The examination of the sixth round of updates of 
stability and convergence programmes, covering the 
period up to 2008, was completed by March 2005 for all 
the countries apart from Portugal, which was expected 
to deliver the final update only in spring 2005.10 

In order to make an assessment of the budgetary targets 
set by Member States in the 2004 updates of the 
programmes, it is necessary to examine the growth 
assumptions 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 2.3% in 2005 and to reach around 2.4% in 
2006 and in the following years (see Table I.8). 
Particularly favourable growth prospects are expected to 
continue in the EU-10. 

In comparison with the 2003 updates of the 
programmes, growth projections have been revised 
downwards (see the lower half of Table I.8 and Table 
I.9). The negative revisions concern the whole period, 
but in particular 2005 and 2006. Nevertheless, growth 
projections are still more favourable than the 
Commission autumn 2004 forecast, by on average 0.3 
and 0.2 percentage points per year respectively in 2005 
and 2006. This was the case for the previous updates as 
well. The growth projections seem to be even more 
optimistic in comparison to the Commission Spring 
2005 forecasts (see last row of Table I.8). 

The aggregate potential GDP growth in the euro area is 
projected to be relatively stable, between 2% and 2.2% 
throughout the entire programme period. The output gap 
in the euro area is projected to narrow but remain 
                                                 
10  See Table I.17 for a summary of the Council examinations 

of the 2004 updates of the stability and convergence 
programmes. 

negative throughout the programme period. More 
precisely, the euro area output gap would be negative of 
1% of potential GDP in 2005, fall further in 2006 to –
0.8% and to -0.6% in 2007 (see Graph I.13). Because of 
more favourable growth scenarios in the updates on 
average, the output gap projections are less negative 
than in the Commission services autumn 2004 forecasts. 
Outside the euro area, the new Member States exhibit 
the highest rates of potential GDP growth in the Union. 

3.2 The medium-term budgetary targets 

Based on these growth assumptions, the nominal deficit 
in the euro area would, according to the updated 
programmes, amount to 2.8% of GDP in 2004, which is 
half percentage point higher compared to the previous 
updates (see Table I.9). The nominal deficit is, 
thereafter, projected to be gradually reduced to 1.3% of 
GDP by 2007. The overall improvement relies strongly 
on the budgetary consolidation projected in the large 
Member States, such as Germany (2 ¼ percentage 
points over the period 2004-2008), France (2.7 
percentage points over the same period) and Italy (1.5 
percentage points over the period 2004-2007) and also 
in Greece (3.7 percentage points over the same period). 
Outside the euro area, substantial consolidation of 
public finances is foreseen in recently acceded Member 
States with budgetary deficits. Among these, 
particularly strong reductions are expected in the 
countries with initially high deficits, such as Cyprus (3.9 
percentage points over the next four years), Malta (3.8 
percentage points over the next three years), Poland (2.8 
percentage points over the same period) and Hungary 
(2.7 percentage points over the next four years).  
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Table I.8. Euro area - Growth projections and macroeconomic developments in 
the 2004 updates (% change on preceding year), and comparison with the 
Commission forecasts and the 2003 updates (in percentage points) 

 2003 2004 2005 2006 2007 
2004 updates of the Stability Programmes      
Real GDP growth 

GDP deflator 
0.6 
2.0 

2.1 
2.0 

2.3 
1.9 

2.4 
1.8 

2.5 
1.7 

HICP change 2.1 2.1 1.8 1.6 1.5 
Employment growth   0.1 0.5 0.9 1.1 1.2 
Labour productivity growth    0.8 2.2 1.4 1.3  

2003 updates of the Stability Programmes      
Real GDP growth 0.6 2.0 2.5 2.6 2.5 
Difference with 2004 updates 0.0 0.1 -0.2 -0.2 -0.1 
Commission services autumn 2004 forecasts      
Real GDP growth 0.6 2.1 2.0 2.2  
Difference with 2004 updates 0.0 0.0 0.3 0.2  
Commission services spring 2005 forecasts      
Real GDP growth 0.6 2.0 1.6 2.1  
Difference with 2004 updates 0.0 0.1 0.7 0.3  

Note: Commission services calculations. Discrepancies are due to rounding. The Commission services autumn 2004 
forecasts were used to obtain a representative aggregate by replacing the missing information on HICP in the German 
programme and for Greece and Portugal (both 2004-2006). For Spain and France, the private consumption index was 
used instead of the HICP. The missing information on employment growth for France was replaced by reported 
information on dependent employment growth in market sector. 

 
The excessive deficits in Germany and France are 
foreseen to be corrected in 2005 according to the 
respective stability programme. However, there are risks 
for the deficits in both countries to remain above the 3% 

of GDP reference value also in 2005, in particular as 
growth may be lower than expected. In Greece, the 
expected deficit is projected to be corrected in 2006. 

Table I.9. Projections of real growth in the 2004 updates (% 
change on preceding year) 

 2003 2004 2005 2006 2007 2008 
BE 1.3 2.4 2.5 2.5 2.1 2.0 
DE -0.1 1.8 1.7 1 ¾ 2.0 2.8 
EL  4.2 3.9 4.0 4.2  
ES 2.5 2.6 2.9 3.0 3.0 3.0 
FR  2.5 2.5 2.5 2.5 2.5 
IE 3.7 5.3 5.1 5.2 5.4  
IT 0.3 1.2 2.1 2.2 2.3  
LU 2.9 4.4 3.8 3.3 4.3  
NL -0.9 1.3 1.5 2.5 2.5  
AT 0.8 1.9 2.5 2.5 2.2 2.4 
PT       
FI 2.0 3.2 2.8 2.4 2.2 2.0 
EUR-12 0.6* 2.1 2.3 2.4 2.5  
CZ 3.1 3.8 3.6 3.7 3.8  
DK 0.5 2.2 2.5 1.3 1.9  
EE 5.1 5.6 5.9 6.0 6.0 6.0 
CY  3.6 4.0 4.4 4.5 4.5 
LV 7.5 8.1 6.7 6.5 6.5  
LT 9.7 6.5 6.5 6.2 6.0  
HU 3.0 3.9 4.0 4.2 4.3 4.6 
MT -0.3 0.6 1.5 1.8 2.2  
PL 3.8 5.7 5.0 4.8 5.6  
SI 2.5 4.0 3.8 3.9 4.0  
SK 4.2 5.0 4.5 5.1 5.4  
SE 1.6 3.5 3.0 2.5 2.3  
UK** 2 ¼ 3 ¼ 3 2 ½ 2 ¼  
EU-25 1.2* 2.5 2.6 2.6 2.7  

Note: * In the calculation of the euro-area and the EU averages for the year 2003, data from 
the Commission services autumn 2004 forecast were used for France and Cyprus. Same source 
was used for Portugal for the period 2004-2006 to get a representative aggregate.  
** Financial years ending in following March. 



Part I: Current developments and prospects 41

Table I.10. Nominal budget balances in the 2004 updates and the Commission services 
autumn 2004 and spring 2005 forecasts* 

 2004 updates of the stability and convergence 
programmes 

Commission 
services autumn 
2004 forecasts 

Commission services 
spring 2005 forecasts 

 2003 2004 2005 2006 2007 2008 2004 2005 2006 2004 2005 2006 
BE 0.4 0.0 0.0 0.0 0.3 0.6 -0.1 -0.3 -0.5 0.1 -0.2 -0.6 
DE -3.8 -3 ¾ -3.0 -2 ½ -2.0 -1 ½ -3.9 -3.4 -2.9 -3.7 -3.3 -2.8 
EL -5.2 -6.1 -3.7 -2.9 -2.4  -5.5 -3.6 -3.0 -6.1 -4.5 -4.4 
ES 0.4 -0.8 0.1 0.2 0.4 0.4 -0.6 -0.1 0.0 -0.3 0.0 0.1 
FR  -3.6 -2.9 -2.2 -1.6 -0.9 -3.7 -3.0 -3.3 -3.7 -3.0 -3.4 
IE 0.1 0.9 -0.8 -0.6 -0.6  -0.2 -0.6 -0.5 1.3 -0.6 -0.6 
IT -2.4 -2.9 -2.7 -2.0 -1.4  -3.0 -3.0 -3.6 -3.0 -3.6 -4.6 
LU 0.8 -1.4 -1.0 -0.9 -1.0  -0.8 -1.6 -2.0 -1.1 -1.5 -1.9 
NL -3.2 -3.0 -2.6 -2.1 -1.9  -2.9 -2.4 -2.1 -2 .5 -2.0 -1.6 
AT -1.1 -1.3 -1.9 -1.7 -0.8 0.0 -1.3 -2.0 -1.7 -1.3 -2.0 -1.7 
PT       -2.9 -3.7 -3.8 -2.9 -4.9 -4.7 
FI 2.1 2.0 1.8 2.1 2.2 2.0 2.3 2.1 2.2 2.1 1.7 1.6 
EUR-12 -2.7* -2.8 -2.3 -1.8 -1.3  -2.9 -2.5 -2.5 -2.7 -2.6 -2.7 
CZ -12.6 -5.2 -4.7 -3.8 -3.3  -4.8 -4.7 -4.3 -3.0 -4.5 -4.0 
DK 1.2 1.2 2.0 1.6 1.7  1.0 1.5 1.7 2.8 2.1 2.2 
EE 3.1 1.0 0.0 0.0 0.0 0.0 0.5 0.2 0.1 1.8 0.9 0.5 
CY  -4.8 -2.9 -1.7 -1.5 -0.9 -5.2 -3.0 -2.4 -4.2 -2.9 -1.9 
LV -1.5 -1.7 -1.6 -1.5 -1.4  -2.0 -2.8 -2.9 -0.8 -1.6 -1.5 
LT -1.9 -2.5 -2.5 -1.8 -1.5  -2.6 -2.5 -1.9 -2.5 -2.4 -1.9 
HU** -5.5 -4.5 -3.8 -3.1 -2.4 -1.8 -5.5 -5.2 -4.7 -4.5 -3.9 -4.1 
MT -9.6 -5.2 -3.7 -2.3 -1.4  -5.1 -4.0 -3.3 -5.2 -3.9 -2.8 
PL** -3.9 -5.4 -3.9 -3.2 -2.2  -5.6 -4.1 -3.1 -4.8 -4.4 -3.8 
SI -2.0 -2.1 -2.1 -1.8 -1.1  -2.3 -2.2 -1.9 -1.9 -2.2 -2.1 
SK** -3.7 -3.8 -3.8 -3.9 -3.0  -3.9 -4.0 -4.1 -3.3 -3.8 -4.0 
SE 0.5 0.7 0.6 0.4 0.9  0.6 0.6 0.8 1.4 0.8 0.8 
UK*** -3.2 -2.9 -2.8 -2.3 -2.1 -1.7 -2.8 -2.6 -2.4 -3.2 -3.0 -2.7 
EU-25 -2.8* -2.7 -2.3 -1.8 -1.4  -2.8 -2.4 -2.3 -2.6 -2.6 -2.5 
Note: * In the calculation of the euro-area and the EU averages for the year 2003, data from the Commission services autumn 2004 forecast were 
used for France and Cyprus. Same source was used for Portugal for the period 2004-2006. 
** For Hungary and Poland, the budgetary burden arising from their respective pension reforms is not included in the left panel. According to the 
March 2005 EDP notification, the budgetary effect for Hungary was 0.9% of GDP p.a. in 2003 and 2004. According to Hungarian national 
sources, the effect in 2005 and 2006 is expected to be of 1.1% of GDP in 2005 and 1.2% of GDP p.a. for the period until 2008. The budgetary 
effect on the deficit for Poland was, according to the March 2005 EDP notification, 1.7% of GDP in 2003 and 2.0% of GDP in 2004. According to 
Polish national sources, the effect on the deficit in 2005 and 2006 is expected to be 1.9% of GDP p.a. For Slovakia, the figures include the deficit -
increasing effect of the introduction of a funded pension scheme in 2005 (estimated in the convergence programme at 0.4% of GDP in 2005, 1% 
of GDP in 2006 and 1.1 % of GDP in 2007). 
*** Financial years ending in following March, excluding the UMTS receipts. 
 
The Netherlands also appear to be on track to correct 
their excessive deficit in 2005.  

Outside the euro area, sizeable budgetary improvements 
are expected in all six Member States under the 
excessive deficit procedure, of which only Cyprus is 
projected to bring the deficit below the 3% of GDP 
reference value already in 2005. 

According to the latest updates, Malta will follow in 
2006, Slovakia and Poland in 2007, and Hungary in 
2008, while the Czech Republic does not plan to correct 
the excessive deficit before the end of the programme 
period.11  

Ireland and Estonia are the only Member States that 
project a budgetary deterioration between 2004 and the 
end of the programme period, albeit from a surplus 
budgetary position. A comparison between the 
projections provided by the Member States (the left 

                                                 
11 According to the Council recommendation under Art 

104(7), its deadline to correct the excessive deficit is 2008. 

panel of Table I.10) and the Commission Autumn 2004 
and Spring 2005 forecasts (right panels) shows that most 
updates are more optimistic about budgetary 
developments in 2005 and 2006 than the Commission 
forecasts, in particular those of France, Greece, Italy and 
Luxembourg. The only countries projecting less 
favourable budgetary developments compared to the 
Commission spring 2005 forecast are Ireland, the 
Netherlands, Denmark, Estonia and Lithuania, reflecting 
among other things more cautious growth assumptions. 

All countries provided figures for the cyclically-adjusted 
budget balance (CAB) in their updates of the 
programmes. They are presented in the left panel of 
Table I.11. The central panel of the table shows the 
CAB derived by the Commission services, on the basis 
of the figures provided by the Member States in the 
updates. According to these figures, the CAB for the 
euro area, which amounted to -2.1% of GDP in 2004, is 
projected to improve by on average 0.4 percentage 
points of GDP annually in the coming years.  
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Graph I.12. Nominal budget balances in the euro area: evolution in 
projections from the 2000 - 2004 updates of the stability programmes (% of 
GDP) 
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Source: Commission services. 

 
Table I.11. Cyclically-adjusted budget balances in the 2004 updates and the Commission services 
autumn 2004 and spring 2005 forecasts on the basis of the production function method (in % of 
GDP)  

 2004 programme updates Commission services calculations 
based on the 2004 updates* 

Commission 
services autumn 
2004 forecasts* 

Commission 
services spring 2005  

forecasts* 

 2004 2005 2006 2007 2008 2004 2005 2006 2007 2008 2004 2005 2006 2004 2005 2006 

BE 0.4 0.0 -0.2 0.2 0.5 0.5 0.3 0.1 0.5 0.9 0.4 0.0 -0.4 0.6 0.3 -0.2 
DE -3.0 -2.5 -2.0 -1.5 -1.0 -3.0 -2.4 -1.9 -1.6 -1.3 -3.4 -2.9 -2.4 -3.3 -2.8 -2.3 
EL -6.9 -4.4 -3.8 -3.3  -7.0 -4.4 -3.5 -3.0  -6.1 -4.4 -3.8 -7.1 -5.5 -5.3 
ES -0.7 0.3 0.3 0.4 0.4 -0.7 0.2 0.3 0.5 0.4 -0.7 -0.1 0.0 -0.3 0.0 0.2 
FR -2.6 -2.0 -1.5 -1.0 -0.5 -3.4 -2.7 -2.0 -1.4 -0.7 -3.5 -2.8 -3.1 -3.6 -2.8 -3.1 
IE 1.4 0.0 0.4 0.3  1.2 -0.2 0.1 0.0  0.1 0.0 0.3 1.6 -0.1 0.1 
IT -2.2 -2.2 -1.6 -1.2 -0.9 -2.1 -2.1 -1.6 -1.2 -1 -2.4 -2.6 -3.4 -2.4 -2.9 -4.0 
LU -1.4 -0.9 -0.5 -0.6  0.7 0.3 1.4 2.0  0.4 0.3 0.7 -0.3 -0.6 -0.6 
NL -2.1 -1.4 -1.1 -1.2  -1.6 -1.2 -1.2 -1.3  -1.4 -1.0 -1.0 -1.2 -0.4 0.0 
AT -0.6 -1.5 -1.5 -0.7 0.0 0.9 -1.7 -1.6 -0.8 -0.1 -1.0 -1.9 -1.7 -1.1 -1.9 -1.6 
PT**           -1.9 -2.7 -2.8 -2.1 -3.9 -3.7 
FI 2.1 1.7 2 2.1 1.9 2.2 1.9 2.2 2.4 2.4 2.8 2.3 2.3 2.4 1.9 1.8 
EUR-12 -2.1 -1.8 -1.4 -0.9  -2.2 -1.8 -1.4 -1.0 -0.7 -2.5 -2.1 -2.2 -2.4 -2.1 -2.2 
CZ -5.2 -4.7 -3.8 -3.3             
DK 1.2 1.5 1.7 1.7 2.0 1.7 2.0 2.0 2 2.3 1.5 1.8 1.9 3.4 2.5 2.4 
EE 1.1 0.1 0.1 0.1 0.1            
CY -4.3 -2.7 -1.7 -1.5 -0.9            
LV -1.7 -1.3 -0.9 -0.6             
LT -3.1 -3.1 -2.4 -2.1             
HU -4.4 -3.6 -2.9 -2.2 -1.7            
MT -3.8 -2.2 -0.9 -0.1             
PL -5.3 -3.9 -3.1 -2.3             
SI -1.7 -1.6 -1.5 -1.0             
SK -3.8 -3.4 -2.9 -2.0             
SE 1.7 1.0 0.6 0.9  0.8 0.5 0.5 1.2  0.7 0.4 0.6 1.7 0.8 0.7 
UK*** -2.2 -2.5 -2.2 -2.0  -2.8 -2.9 -2.3 -2.0 -1.6 -2.7 -2.4 -2.1 -3.0 -2.9 -2.6 
EU-25 -2.1 -1.8 -1.5 -1.1  -2.1 -1.9 -1.4 -1.0        
* Based on the production function method, except in the case of Spain, where the HP filter method was used. The Commission services autumn 
2003 forecasts are based on pre-budget figures for the UK. For 2006, on the assumption of unchanged policies. 
** For Portugal (2004-2006), the Commission services autumn 2004 forecast have been used to have a representative aggregate for the 2004 
updates and the Commission services calculations.  
*** Financial years ending in following March for data on the convergence programme update. 
° For the Commission services calculations, it concerns the EU-15. 
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Although for the euro area in 2005 the Commission 
services forecast foresees a similar size of adjustment 
(the right panel of Table I.10), no significant 
improvement is expected in 2006.  

One reason for this divergence could be the no-policy 
change assumption for 2006 in the Commission services 
forecasts. 

According to the Commission services calculations, of 
the six euro-area countries showing a deficit in the CAB 
in 2004, only Spain is expected to be in balance in 2008, 
while the projected budgetary adjustment in Germany, 
France, Greece, Italy and the Netherlands is insufficient 
to ensure that a budgetary position close-to-balance is 
achieved within the programme period. 

In particular, attention should be paid to the planned 
adjustments in Member States in the excessive deficits 
positions. According to the Commission services 
calculations, Germany projects an improvement in the 
CAB of 0.6 percentage point in 2005, of 0.5 percentage 
point in 2006 and of only 0.3 percentage point in 2007. 
Concerning France, the Commission services 

calculations indicate a planned improvement in the CAB 
of 0.6-0.7 percentage points of GDP per year as from 
2005. Greece foresees a particularly important 
adjustment of 2.6 percentage points in 2005, of 0.9 
percentage point in 2006 and of 0.5 percentage point in 
2007. For the three Member States, the size of projected 
adjustments in the updates is broadly in line with that 
calculated by the Commission services (based on the 
updates) and for Germany also in line with the 
Commission services autumn 2004 forecast. For the 
Netherlands, the Commission services calculations 
foresee an improvement in the CAB by 0.4 percentage 
points in 2005 and no changes beyond that, which 
makes the update tilted towards optimistic side.  

The development in the general government balance can 
be decomposed by sectors of government (see Table 
I.12). Table I.12 shows that the budget deficit of the 
general government in the euro area is mainly the result 
of a large deficit of the central government, with a far 
smaller deficit for the state/local governments. The 
social security sector is foreseen to be recording a small 
surplus.

Table I.12. Euro area: Net lending by sub-sectors in the 2004 updates 
% of GDP 2003 2004 2005 2006 2007 
General government -2.7 -2.8 -2.3 -1.8 -1.3 
Central government -1.7 -2.3 -2.0 -1.9 -1.7 
State plus local governments -0.8 -0.4 -0.3 -0.2 -0.1 
Social security funds 0.1 0.0 0.1 0.2 0.4 

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

 
Graph I.13. The fiscal stance and cyclical conditions in the euro area, 2004-2007  
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Note: The changes in the cyclically-adjusted primary balance are used as a proxy of the fiscal stance, while the size 
of the output gap is used as a proxy of the cyclical conditions. A positive value for the fiscal stance represents a 
tightening of discretionary fiscal policies. 
Source: Commission services calculations based on the 2004 updates of the Stability programmes. 
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3.3 Composition of the budgetary 
adjustment 

The updates of the programmes show that both revenue 
and expenditure ratios are expected to decline over the 
programme period (see Table I.13). In the euro area total 
receipts are expected to fall by 0.6 percentage point 
between 2004 and 2007, to below 45% of GDP by the 
end of the programme period. This is more than 
compensated by reductions in the expenditure ratio 
which, over the same period, are expected to amount to 
almost 2 percentage points of GDP. Revenue ratios are 
projected to decline in all Member States with the 
exception of Spain, Greece and France, where they are 

expected to increase. Contrary to this, outside the euro 
area, total receipts are foreseen to rise in all countries 
except for the Czech Republic, Denmark, Estonia, 
Hungary, Malta and Sweden, where they are set to 
decrease. Particularly strong reductions in revenue are 
projected in Estonia, Ireland and Austria. Almost all 
Member States are set to decrease the expenditure ratio, 
with the exception of Latvia, Lithuania, Luxemburg and 
the UK. Particularly strong reductions are planned by 
the Czech Republic, Germany, Hungary, Malta and 
Austria. For the two Member States, the size of 
projected adjustments in the updates is very much in line 
with that calculated by the Commission services (based 
on the updates) and for Germany also in line with the 
Commission services autumn 2004 forecast. 

Table I.13. Revenue and expenditure ratios in the 2004 updates  
 Total revenue Total expenditures 

 2004 2007 2004-07 2004 2007 2004-07 
BE 49.6 49.1 -0.5 49.6 48.8 -0.8 
DE 43 ½ 42 ½ -1.0 47 ½ 44 ½ -3.0 
EL 44.4 46.7 2.3 50.4 48.9 -0.5 
ES 39.9 40.1 0.2 40.6 39.8 -0.8 
FR 50.4 50.8 0.4 54.0 52.4 -1.6 
IE 35.2 33.2 -2.0 34.3 33.8 -0.5 
IT 45.6 44.1 -1.5 48.5 47.1 -1.4 
LU 43.4 44.7 1.3 44.8 45.7 0.9 
NL 45.0 44.1 -0.9 48.0 46.0 -2.0 
AT 48.7 46.0 -2.7 50.0 46.7 -3.3 
PT*       
FI 50.5 50.5 0.0 48.5 48.4 -0.1 
EUR-12 45.5 44.9 -0.6 48.3 46.5 -1.8 
CZ 49.3 47.5 -1.8 54.6 50.8 -3.8 
DK 55.6 54.5 -1.1 54.4 52.8 -1.6 
EE 41.0 37.6 -3.4 40.0 37.6 -2.4 
CY 39.0 40.6 1.6 43.8 42.1 -1.7 
LV 34.3 35.1 0.8 36.0 36.5 0.5 
LT 33.0 34.5 1.5 35.5 36.0 0.5 
HU** 44.8 43.2 -1.6 49.3 45.6 -3.7 
MT 44.7 42.9 -1.8 49.9 44.3 -5.6 
PL** 43.2 44.0 0.8 48.6 46.2 -2.4 
SI 46.1 46.3 0.2 48.2 47.4 -0.8 
SK** 35.3 35.8 0.5 39.1 38.8 -0.3 
SE 55.5 54.1 -1.4 54.8 53.2 -1.6 
UK*** 37.9 39.9 2.0 40.9 42.0 1.1 
EU-25 44.6 44.4 -0.2 47.4 45.9 -1.5 

Note: Commission services 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 Table I.10.  
* For Portugal (2004-2006), the Commission services autumn 2004 forecast have been used to 
have a representative aggregate for the 2004 updates and the Commission services calculations. 
** See Note ** in Table I.10. 
*** Financial years ending in following March. Concerns total current revenue. 
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Table I.14. Euro area – Budgetary developments within the general government  
% of GDP 2003 2004 2005 2006 2007 2004-2007 
Components of revenue       
     Taxes 25.6 26.8 26.7 26.7 26.8 0.0 
     Social contributions 15.6 15.3 15.2 14.9 14.9 -0.4 
     Other revenue 4.4 4.0 3.7 3.7 3.7 -0.3 
Total revenue 46.2 45.5 45.2 45.0 44.8 -0.7 
Components of expenditure       
     Collective consumption       
     Social transfers in kind 14.8 14.6 14.2 14.1 13.8 -0.8 
     Social transfers other than in kind 17.7 17.6 17.2 16.9 16.6 -1.0 
     Interest expenditure 3.5 3.4 3.3 3.3 3.3 -0.1 
     Subsidies 1.4 1.3 1.3 1.3 1.2 -0.1 
     Gross fixed capital formation 2.5 2.5 2.4 2.5 2.2 -0.3 
     Other  3.3 3.1 3.1 3.1 3.0 -0.1 
Total expenditure 48.9 48.3 47.5 47.1 46.4 -1.9 
Note: Commission services calculations. Discrepancies are due to rounding, lack of data or inconsistencies in the 
data provided in the programmes. 

 

Graph I.14. Contributions to change in budgetary position 2004-2007 (in percentage points) 
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Note: A positive value indicates a positive contribution to the change in budgetary position.  A positive value in total variation of budgetary 
position (value is presented on top of columns) implies an improvement of the balance. For UK data refer to 2004-2006. For Portugal data refer to 
the period 2004-2006 from the Commission services autumn 2004 forecast. For Hungary, Poland and Slovakia see Note ** in Table I.10. 
Source: 2004 updates of the Stability and Convergence programmes. 

 
A closer look at the euro-area budgetary developments 
for the general government over the programme period 
reveals that the above mentioned reduction of total 
receipts can be ascribed to a planned fall in social 
contributions and other revenues. As to the components 
of public expenditures, very limited data are provided 
for collective consumption. According to the updates, 
most of the planned reduction in total expenditure is due 
to a decrease in social transfers in the euro area, both in 
kind and other than in kind, as they are projected to fall 

by 1.8 percentage points over the programme period. 
The rest is due to lower gross fixed capital formation, 
planned cuts in subsidies as well as slightly reduced 
interest and other expenditures.  

Graph I.14 presents the contribution to the change in the 
budget balances from four budget components, namely 
primary current expenditures, interest expenditure, gross 
fixed capital formation and total revenues. A number of 
remarks can be made. 
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Table I.15. Euro area – Gross debt level and changes in the 2004 updates  
 2004 2005 2006 2007 
Gross debt level 71.1 70.7 69.7 68.3** 
Change in gross debt 0.4 -0.4 -1.0 -1.4 
Previous updates of the programmes  70.0 69.4 68.4 67.6 
Difference 1.1 1.3 1.3 -0.7 
Contributions to change in gross debt       
     Primary balance -0.6 -1.0 -1.5 -2.1 
     Interest expenditure 3.4 3.3 3.3 3.3 
     Nominal GDP growth -2.7 -2.8 -2.8 -2.8 
     Stock – flow adjustment* 0.3 0.2 0.1 0.2 

Note: Commission services calculations. Discrepancies are due to rounding or inconsistencies in the data provided in the 
programmes. 
* 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 derive 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 a residual. 
** For Portugal (2004-2006), the Commission services autumn 2004 forecast have been used to have a representative 
aggregate for the 2004 updates and the Commission services calculations. Therefore, the 2007 projection of the aggregate 
gross debt level does not include information on projected debt in these two countries. 
 

Firstly, Member States that have been under the 
excessive deficit procedure project to improve budget 
balances substantially via cuts in primary current 
expenditures. However, excluding France, Greece, 
Cyprus, Slovakia and Poland further tax cuts are also 
foreseen. In the case of Hungary, the Netherlands, 
Poland and Slovakia, the budgetary adjustment involves 
a decline in public investments.12 The decline in the new 
Member States implies that the budgetary adjustment 
arising from this item is coming to an end, particularly 
given their substantial investment needs to improve the 
infrastructure. In Hungary, a significant fall in interest 
expenditure over the programme period is expected to 
contribute to an improvement in budget balance. 
Secondly, Latvia, Lithuania, Luxembourg and the UK 
plan to increase the expenditure ratio (notably public 
investments). This is financed by an increase in the 
revenue ratio, which should help reducing the deficit to 
closer to balance. Thirdly, several Member States with 
budget close-to-balance or in surplus in 2004 (Belgium, 
Denmark and Sweden) foresee cuts in primary current 
expenditures as well as in taxes, thereby reducing the 
size of the public sector while maintaining sound 
budgetary positions. Finally, deterioration in the budget 
balance over the period is expected in Estonia and 
Ireland, albeit from a position of budgetary surpluses. 
The reduction in revenues in both countries is partially 
compensated by cuts in primary current expenditures, 
and in public investments.  

3.4 Debt projections 

The gross debt to GDP ratio in the euro area is expected 
to have increased to 71.1% of GDP in 2004 (see Table 
I.15). As it was the case in the previous vintages of 
updates, most Member States revised their debt level 
                                                 
12  The apparent decline in Cyprus, which mainly occurs in 

2004, is attributable to the reclassification of certain 
expenditures previously included in the development 
expenditures to ordinary or current expenditures.   

upwards but project a gradual improvement in the debt 
ratio over the programme period. However, the 
adjustment path is slower and the debt ratio for 2006 is 
projected to be 1.3 percentage point higher than the 
figure projected in the 2003 updates (see Graph I.15) 
and even higher compared to the previous updates. This 
is mainly due to smaller primary surpluses, while the 
contribution from the increasing nominal GDP growth is 
projected to remain broadly unchanged. 

Table I.15 also shows that the estimated stock-flow 
component on average increases the debt ratio over the 
programme period. This could stem from plans to build 
up financial assets (for example public pension reserve 
funds which are invested in non-governmental assets)13. 

Table I.16 shows that although all seven euro area 
Member States with debt levels currently above the 60% 
of GDP ceiling that (Belgium, Germany, Greece, 
France, Italy, Portugal and Austria), plan to reduce their 
debt levels over the programme period, only Austria 
expects it to be below the debt reference value by the 
end of it. On the other hand, by the end of the 
programme period only Ireland and Luxembourg plan 
not to have their debt levels above 30 % of GDP.  

In the Member States outside the euro area, government 
debt is on the average lower. Overall, apart from the 
Czech Republic, Latvia, Lithuania, Poland, Slovakia and 
the UK, all these Member States are expected to have 
lower debt levels in 2007 than in 2003. By the end of 
the programme period only in Malta, government debt is 
expected to stay above the 60% of GDP reference value. 
Finally, in four countries, namely, Estonia, Latvia, 
Lithuania and Slovenia, debt levels are expected to be 
below 30% of GDP at the end of the programme period. 

                                                 
13  As in the previous updates large contributions of the stock-

flow over the period are identified in Finland (with a yearly 
average around 4% of GDP), Greece (around 3%), Sweden 
(around 1.5%) and Ireland (around 1%). 



Part I: Current developments and prospects 47

Graph I.15. Debt to GDP ratio in the euro area: evolution in 
projections from the 2000 updates to the 2004 updates of the stability 
programmes (% of GDP) 
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Source: Commission services. 

 
Table I.16. Debt levels in the 2004 updates (as % of GDP)* 

  2003 2004 2005 2006 2007 2008 
BE 100.0 96.6 95.5 91.7 88.0 84.2 
DE 64.2 65 ½ 66.0 66.0 65 ½ 65.0 
EL  110.5 108.0 103.9 99.9  
ES 50.7 49.1 46.7 44.3 42.0 40.0 
FR  64.8 65.0 64.6 63.6 62.0 
IE 32.1 30.5 30.1 30.1 30.0  
IT 106.2 106.0 104.1 101.9 99.2  
LU 5.3 5.0 5.0 4.6 4.5  
NL 54.1 56.3 58.1 58.6 58.3  
AT 64.5 64.2 63.6 63.1 61.6 59.1 
PT       
FI 45.6 44.6 43.4 42.5 41.7 41.1 
EUR-12 70.7 71.1 70.7 69.7 67.5   
CZ 37.8 38.6 38.3 39.2 40.0  
DK 44.7 42.3 39.4 37.4 35.3  
EE 5.3 4.8 4.6 4.3 3.1 2.9 
CY  74.9 71.9 69.2 65.7 58.1 
LV 14.4 14.2 14.5 14.8 15.0  
LT 21.4 20.1 20.9 20.3 20.1  
HU 57.0 57.3 55.3 53.0 50.6 48.3 
MT 70.4 73.2 72.0 70.5 70.4  
PL 45.4 45.9 47.6 48.0 47.2  
SI 29.4 30.2 30.7 30.9 29.7  
SK 42.8 43.0 44.2 45.3 45.5  
SE 52.0 51.7 50.5 50.0 49.0  
UK** 39.5 40.9 41.8 42.4 42.8 42.8 
EU-25 63.3 63.7 63.4 62.7 60.9  

Source: Commission services. 
* In the calculation of the euro-area and the EU averages for the year 2003, data from the 
Commission services autumn 2004 forecast were used for France and Cyprus. Same source was used 
for Portugal for the period 2004-2006. 
** Financial years ending in following March. 
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Table I.17. Council examinations of the updated SCPs 2004  
 Period 

covered 
Data 
requirements 
code of conduct 

Macroeconomic 
scenario 

Balance of risks 
to budgetary 
targets 

EDP 
correction 
on track? 

Close-to-
balance? 

Safety 
margin
? 

Consistency 
budgetary 
BEPGs  

Debt 
below 
60% in 
2004? 

Long-term 
sustainability 

Recom-
menda-
tions?  

Euro-area MS 
BE 2004-2008 Broadly complies Plausible Broadly balanced N.A.1 Yes Yes Broadly 96.6% At some risk  No 
DE 2004-2008 Broadly complies Plausible (2005 

rather favourable) 
Worse than 
projected 

Yes No Yes in 
2008 

Partly 65 ½% At some risk  Yes 

EL 2004-2007  Broadly complies Plausible Worse than 
projected 

Yes No No Partly 110.5 At serious risk Yes 

ES 2004-2008 Complies Rather favourable Broadly balanced N.A.1 Yes Yes Partly Yes Relatively favourable 
position 

Yes 

FR 2004-2008 Broadly complies Plausible Worse than 
projected 
 

Yes, (but 
2006 at risk) 

No No (esp. 
in 2006); 
Yes in 
2008 

Partly 64.8% At  some risk Yes 

IE 2004-2007 Complies Plausible 
 

Broadly balanced N.A.1 Yes Yes 
 

Broadly Yes Relatively favourable 
position 

No 

IT 2004-2008 Partly complies Somewhat 
favourable 

Worse than 
projected 

N.A.1 No No Partly 106.0% At some risk  Yes 

LU 2004-2007 Broadly complies Plausible Broadly balanced N.A.1 Yes Yes N.A.3 Yes Favourable position No 
NL 2004-2007 Complies Broadly plausible  Broadly balanced Yes 

 
No No Partly Yes 

 
Relatively favourable 
position 

Yes 

AT 2004-2008 Complies Plausible Worse than 
projected 

N.A.1 No, 
possibly 
in  2008 

Yes Partly 64.2% Relatively favourable 
position 

Yes 

FI 2004-2008 Broadly complies Rather cautious 
 

Worse than 
projected 

N.A.1 Yes Yes Broadly Yes Favourable position No 

Non euro-area MS 
CZ 2004-2007 Broadly complies Plausible Broadly 

balanced 
Yes N.A.2 N.A.2 Partly Yes 

 
At serious risk Yes 

DK 2004-2010 Fully complies Relatively 
cautious 

Fairly balanced, 
towards better in 
first years 

N.A.1  Yes Yes Broadly Yes Favourable position No 
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Notes: 
1 Not relevant because the country is not in excessive deficit; 2 Not relevant because the country corrects the excessive deficit only at the end of the programme period;  
3 Not relevant because the country has no BEPGs in the area of public finances. 
Sources: 2004 Stability and Convergence programmes and the Commission services. 

 

 Period 
covered 

Data 
requirements 
code of conduct 

Macroeconomic 
scenario 

Balance of 
risks to 
budgetary 
targets 

EDP 
correction 
on track? 

Close-to-
balance? 

Safety 
margin? 

Consistency 
budgetary 
BEPGs  

Debt 
below 
60% in 
2004? 

Long-term 
sustainability 

Recom-
mendations?  

EE 2004-2008 Complies Plausible (even 
though cautious) 

Broadly 
balanced 
 

N.A.1 Yes Yes Broadly Yes Favourable 
position 

No 

CY 2004-2008 Complies Plausible Broadly 
balanced 

Yes No Yes (from 
2006) 

Broadly 
 

74.9% Some risks Yes 

LV 2004-2007 Broadly complies Plausible Broadly 
balanced 

N.A.1 No No Broadly 
 

Yes Relatively 
favourable 
position 

No 

LT 2004-2007 Broadly complies Plausible Broadly 
balanced 

N.A.1 No No Broadly 
 

Yes Relatively 
favourable 
position 

Yes 

HU 2004-2008  Complies Somewhat favourable Worse than 
projected 

Yes if further 
measures 

N.A.2 N.A.2 Partly Yes At some risk Yes 

MT 2004-2007 Broadly complies Plausible Broadly 
balanced 

Yes Maybe 
not  

Yes Broadly 73.2% Risks  Yes 

PL 2004-2007 Partly complies Rather favourable  Worse than 
projected 

Yes (risk 
2007) 

N.A.2 N.A.2 Partly Yes Some risks Yes 

SI 2004-2007 Partly complies Plausible Broadly 
balanced 

N.A.1 No Maybe not N.A.3 Yes At some risk Yes 

SK 2004-2007 Complies  Plausible Broadly 
balanced 

Yes N.A.2 N.A.2 Broadly Yes Relatively 
favourable 
position  

Yes 

SE 2004-2007 Broadly complies Plausible  Broadly 
balanced 

N.A.1 Yes Yes N.A.3 Yes Relatively 
favourable 
position 

No 

UK 2003/04-
2009/10 

Partly complies Broadly plausible Worse than 
projected (in 
short term) 

N.A.  No No Partly Yes Relatively 
favourable 
position 

Yes 
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4. The sustainability of public finances based on 
the 2004 updates of stability and convergence 
programmes 

4.1 Introduction 

The projected demographic changes, with the old-age 
dependency ratio doubling over the coming decades in 
the EU, has led to growing concerns regarding the long-
term sustainability of public finances. Since the launch 
of the euro, in 1999, the Commission has sought to 
integrate an examination of the sustainability of public 
finances into the existing EU framework for the 
surveillance of Member States’ economic and budgetary 
policies, in line with the conclusions of the Stockholm 
(March 2001) and Barcelona (March 2002) European 
Council meetings and the March 2003 ECOFIN 
Council. In addition, the 20 March 2005 ECOFIN 
Council emphasised long-term sustainability issues in 
the context of the reform of the Stability and Growth 
Pact. 

The Commission is therefore regularly producing the 
assessment of long-term sustainability of public finances 
in the context of the Stability and Growth Pact. This 
chapter presents the overview of the assessment of the 
long-term sustainability of the public finances based on 
the 2004 updates of stability and convergence 
programmes, carried out by the Commission for the 
fourth year in the row. With this round of assessments, 
the quantitative analysis also included the recently 
acceded Member States for the first time.  

The assessment of long-term sustainability of public 
finances is a multifaceted issue and there is no a unique 
indicator allowing to give a clear response on whether a 
country’s public finances are sustainable in the long run. 
Thus, drawing on the EPC 2003 report14, the 

                                                 
14 See the Report of Economic Policy Committee (2003) - 

“The impact of ageing populations on public finances: 

Commission assessed long term sustainability of public 
finances using both quantitative indicators and 
qualitative information. Although the approach followed 
was broadly similar to the one used in previous 
assessments (see European Commission 2002a, 2003a 
and 2004a for a review of the first three assessments), it 
is important to note a number of improvements 
undertaken in order to enhance the quality of the 
assessment. 

As regards the quantitative indicators, in the previous 
assessment round the cyclical component of the budget 
balance was netted out so the long-term projections 
were only affected by the more structural components of 
the budget. With the current assessment round, also one-
off measures have been netted out so that such 
temporary measures do not affect the long term 
projections. In practice, the tax-to-GDP ratio in the last 
year of the programme has been corrected by the 
cyclical component and in addition by any possible one-
off measure. In addition, public pension funds with a 
strict purpose of covering pension-related expenditures 
have been netted out from Maastricht debt, as this 
adjusted gross debt measure better reflects the 
sustainability challenge. 

Also, a greater attention has been devoted to qualitative 
features when making the assessment, which is a key 
aspect in enriching the interpretation of the results 
obtained. The main qualitative features shaped into the 
assessment are dealing with: the current level of the debt 
ratio, the impact of structural reforms and the reliability 

                                                                              
overview 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/2
003/pensionmaster_en.pdf 
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of the projections and the current level of the tax 
burden. 

4.2 The assessment of sustainability of 
public finances based on the 2004 
updates 

4.2.1 Quantitative indicators 
Table I.18 summarises the data included in the 2004 
updates of stability and convergence programmes that 

were used to run the sustainability indicators. The 
priority has been given to the national projections 
reported in the programmes, complemented if necessary 
with the commonly agreed EPC projections. 

 

Table I.18. Data used to run the sustainability indicators (in % of GDP) 
  Age related expenditure 

  

Pensions Health care Education Others 

Total 
non-age 
related 

exp. 

Total revenues 

  2009 2050 2009 2050 2009 2050 2009 2050 
2009 

(const.)  2009 2050 
BE 8.8 13.0 7.7 10.6 4.1 3.7 6.5 4.9 17.2 49.0 49.0 
CZ 8.6 15.2 6.5 9.3 3.8 3.6   30.2 47.5 47.5 
DK 5.5 7.8 8.2 11.0   17.2 18.5 18.9 54.0 57.0 
DE 10.9 13.8 7.0 9.5 3.9 3.6 2.5 1.1 16.0 42.1 45.3 
EE 6.4 3.7 4.6 4.6     26.2 37.5 36.9 
EL 12.3 22.6 5.1 6.6 3.2 3.2 0.4 0.2 22.4 46.2 46.2 
ES 8.0 13.0 5.8 7.2 3.9 3.7 0.6 0.4 19.6 40.2 40.2 
FR 12.9 14.5 8.1 12.6 5.9 5.5 1.0 0.7 21.0 51.1 51.1 
IE 4.1 7.7 6.1 7.8 3.9 3.2 1.0 1.0 17.3 34.1 34.1 
IT 13.6 14.4 6.5 8.1 4.5 4.2 0.4 0.3 14.1 43.9 43.9 
CY 4.2 9.2 3.5 4.0     30.5 40.6 40.6 
LV 5.0 5.2 4.1 4.5 5.9 5.8   20.4 34.8 33.3 
LT 5.3 7 4.6 4.6     25.1 34.8 33.3 
LU 7.5 9.3     0.3 0.3 37.8 45.1 45.1 
HU 7.4 7.6       34.6 42.4 42.4 
MT 7.8 8.0 4.7 7.1     28.2 42.9 42.9 
NL 5.2 8.3 7.5 10.7 5.0 4.9 6.2 6.6 19.2 45.0 48.4 
AT 14.2 13.6 5.2 6.4 5.6 5.0 1.5 2.0 16.4 45.8 45.8 
PL 7.1 4.5 4.4 3.5     31.8 42.5 42.5 
PT            
SI 12.8 18.2 6.8 9.6     26.1 46.3 46.3 
SK 6.9 7.4 5.0 6.6 3.4 3.4 0.8 0.6 20.3 36.9 36.9 
FI 12.3 15.2 10.3 13.4 5.6 5.4 1.7 0.8 17.1 50.6 50.6 
SE 8.6 9.4 10.8 13.1 8.1 8.5 5.3 7.4 16.6 54.4 54.6 
UK 6.8 7.7 8.8 10.9 5.3 5.2 2.1 2.6 18.6 40.2 40.2 
Notes: Data refer to the first year of projections – 2009; unless specified differently. In all the countries, other age-related expenditure includes 
unemployment benefits; where relevant, additional items are specified below. Total revenues refer only to the programme scenario. BE: Other 
expenditures include family allowances, unemployment and early retirement transfers, work-related accidents and sickness and residual regimes. 
CZ: The starting year is 2008. DK: The starting year is 2011. Other expenditure items are transfer payments. Concerning the change in tax 
revenues, the net tax on net pension payments is projected to increase by 3.0 percentage points of GDP by 2050. DE: Projections were made by the 
IFO Institute for economic research. Revenues are projected to increase by 3.2 percentage points by 2050, including a rise in net tax on net 
pension payments and a rise in social security contributions in line with current legislation. EE: Revenue includes contributions to the funded 
pillar of the pension system. EL: The revised updated stability programme of March 2005. Therein, the Alternative 2 scenario was used as the 
reference scenario. The starting year is 2008. Health care does not include care for the elderly. ‘Others’ include unemployment benefits. ES: the 
projections come from the 2003 updated stability programme. FR: the projections for pensions and health-care end in 2040 and were kept constant 
as a share of GDP until 2050. IE: The starting year is 2008. LV: The starting year is 2008. Revenue includes state social security contributions. 
LT: The starting year is 2008. Revenue includes social contribution on old age pensions. LU: The starting year is 2008. No projections on health 
care and education expenditures were reported. Equally, the EPC projections for Luxembourg do not include information on these two items. MT: 
The starting year is 2008. NL: The starting year is 2008. Other age-related expenditure includes disability benefits. Net old-age related direct tax 
revenues are projected to increase by 3.4 percentage points by 2050. AT: Other age-related expenditure includes care expenditure. PL: The starting 
year is 2008. SL: The starting year is 2008. SK: The starting year is 2008. Other expenditure item is child allowances. FI: Health care includes 
sickness insurance payments. SE: The starting year is 2008. Health care expenditure include ill health and medical care expenditure. Other age-
related expenditure include also labour market training grants and wage guarantee, child care and care of elderly. The net old-age related tax 
revenues are projected to increase by 0.2 percentage points by 2050. UK: Public pension services expenditure is included in pensions. The non-age 
related expenditures are projected to decline by 1.8 percentage points by 2050. 
Source: Commission services, EPC and national updated stability and convergence programmes. 
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Table I.19. Projected changes in the expenditure and revenues between the first 
year of projections and 2050 (in percentage points) 

Age-related expenditure 

 

Pension Health care Education
Other age-

related 
expenditure

Total  
Total 

revenues 
Net 

change 

BE 4.2 2.9 -0.4 -1.6 5.1 0.0 5.1 
CZ 6.6 2.8 -0.2  9.2 0.0 9.2 
DK 2.3 2.8  1.3 6.4 3.0 3.4 
DE 2.9 2.5 -0.3 -1.4 3.7 3.2 0.5 
EE -2.7 0.0   -2.7 -0.6 -2.1 
EL 10.3 1.5 0.0 -0.1 11.7 0.0 11.7 
ES 5.0 1.4 -0.2 -0.2 6.0 0.0 6.0 
FR 1.6 4.5 -0.4 -0.3 5.4 0.0 5.4 
IE 3.6 1.7 -0.7 0 4.6 0.0 4.6 
IT 0.8 1.6 -0.3 -0.1 2.0 0.0 2.0 
CY 5.0 0.5   5.5 0.0 5.5 
LV 0.2 0.4 -0.1  0.5 -1.5 2.0 
LT 1.7 0.0   1.7 -1.5 3.2 
LU 1.8   0.0 1.8 0.0 1.8 
HU 0.2    0.2 0.0 0.2 
MT 0.2 2.4   2.6 0.0 2.6 
NL 3.1 3.2 -0.1 0.4 6.6 3.4 3.2 
AT -0.6 1.2 -0.6 0.5 0.5 0.0 0.5 
PL -2.6 -0.9   -3.5 0.0 -3.5 
PT        
SI 5.4 2.8   8.2 0.0 8.2 
SK 0.5 1.6 0.0 -0.2 1.9 0.0 1.9 
FI 2.9 3.1 -0.2 -0.9 4.9 0.0 4.9 
SE 0.8 2.3 0.4 2.1 5.6 0.2 5.4 
UK* 1.0 2.1 -0.1 0.0 3.0 0.0 1.2 

Notes: Concerning the first year of the projections, see Notes under Table I.18. 
* A decline in non age related expenditure of 1.8 percentage points of GDP were incorporated in the ‘net change’. 
Source: Commission services, EPC and national updated stability and convergence programmes (2004). 
 

Table I.19 presents projected changes in the expenditure 
and revenues between the first year of projections and 
2050. As expected, the projections of age-related 
expenditures show that the especially pension but also 
health-care related expenditures are of the highest 
concern for the long-term sustainability of public 
finances. In fact, in twelve Member States health care 
expenditure is expected to grow faster than pension 
spending, notably so in France, Malta, Austria, 
Slovakia, Sweden and the United Kingdom. In turn, 
other age related expenditures – among which education 
- are projected to decline in the majority of countries, 
although insufficiently to offset the increase in pension 
and health care expenditures. 

EPC projections on unemployment benefits and 
education, carried out for the first time in 2003, were 
added to the age related expenditures for all EU-15 
countries that did not provide such information in the 
programme.15 Thus, at least four different age-related 
expenditure items – pensions, health care, education and 
unemployment benefits were included in the 

                                                 
15 For a detailed analysis of long-term education expenditure 

see Economic Policy Committee (2003) and Montanino, 
Przywara and Young (2004). 

calculations for almost all EU-15 Member States which 
contributed to increased comprehensiveness of the 
quantitative assessment. For the new Member States, the 
long term projections relied on information contained in 
the December 2004 convergence programmes and in 
some cases in the May 2004 programmes. 

On the revenue side, the level of revenue to GDP ratio 
was kept constant at the underlying level (net off the 
cycle and one-off measures) reached in the last year of 
the programme period for most countries.16 The 

                                                 
16 Changes in the tax ratio were included for seven Member 

States (Denmark, Germany, the Netherlands, Sweden, 
Latvia, Lithuania and Estonia) in line with the assumption 
of unchanged legislation. In Denmark, the Netherlands and 
Sweden, projected tax revenues vary as they can largely be 
attributed to the deferred tax revenues from contributions to 
funded pension systems as well accumulated earnings prior 
to disbursement. For Germany, the projected rise in the 
revenue-to-GDP ratio was additionally influenced by the 
path of social security contributions which follows the laws 
that govern the social security system resulting from 
unchanged legislation including the “pension insurance 
sustainability law”. In the countries that implemented 
systemic reforms of pension systems, total revenues 
projections were adjusted for the projected dynamics in the 
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experience so far suggests that in the current policies 
scenario, dynamics may be present not only on the 
expenditure side, but also on the revenue side, the latter 
due to country-specific factors. It could be envisaged to 
review the criteria for which dynamics on the revenue 
side should be considered in the sustainability analysis. 
The adjustment for the cycle and one-off measures has 
in general the larger impact on the “2004” scenario 
compared with the “baseline” scenario, as: (i) countries 
are expected to gradually close the output gap thus 
reducing the cyclical impact on the budget balance and; 
(ii) countries do not plan major one-off measures for the 
last year of the programme period. For most Member 
States, the cyclically-adjusted balance is higher than the 
nominal budget balance, as the output gap is estimated 
to be negative in most countries. This improves the 
primary balance. By contrast, netting out one-off 
measures with a positive impact on the budget balance 
lowers the primary balance. 

With this assessment exercise, public pension fund 
assets were taken into consideration in the sustainability 
analysis for those Member States who provided 
information in sufficient detail.17 In brief, such funds 
should be taken into account as several Member States 
have established funds with a strict purpose of using 
them to cover pension-related expenditure. Reducing 
debt, accumulating national government bonds or other 
liquid financial assets in public pension funds has a 
similar effect on sustainability. In the assessment round 
of the 2004/05 updated Stability and Convergence 
Programmes, the Commission services adjusted 
Maastricht gross debt by taking into account such fund 
assets when assessing the sustainability of public 
finances. Adjusted gross debt equals Maastricht gross 
debt net of consolidated public pension fund assets with 
a market value in the general government sector 
accumulated for the strict purpose of covering pension-
related expenditure. Six Member States (Denmark, 
Spain, Ireland, Cyprus, Finland and Sweden) provided 
the size of public pension fund assets in sufficient detail 
according to the required specifications and an adjusted 
gross debt-to-GDP ratio was calculated for these 
countries. In the case of Finland, Sweden and Denmark, 
where the accumulation of funds has taken place for 
many years, this adjustment had a considerable impact 
(the adjusted gross debt measure is described in detail in 
Part II of this report). 

Table I.20 and Table I.21 present, respectively, the 
extrapolation of the debt-to GDP ratio and the 
sustainability gaps under two scenarios. Under a so-

                                                                              
pension contributions to the statutory funded pillar (Latvia, 
Lithuania, Estonia), in order to ensure consistency with the 
public pension expenditure projections where such a 
delimitation was made available.  

17 In the assessment of the 2002 and 2003 updated stability and 
convergence programmes, such assets were taken into 
account in the case of Finland and Sweden.  

called “baseline” scenario, the starting position in terms 
of the underlying budget balance (i.e. net off the cyclical 
component and any one-off measures), the level of the 
debt to GDP ratio, the primary spending and the tax 
revenues are the figures reported by the Member State 
for the final year of their 2004 updated stability or 
convergence programme: for most Member States this is 
2008. 

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

(i) 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 reflecting unchanged 
legislation. Thus, future additional revenue from taxes 
on pension benefits resulting from the accumulation of 
non-taxable contributions are included while changes in 
revenues due to assumptions on future trends in private 
consumptions or due to special sources are not 
considered.  

(ii) Age-related related expenditures evolve in line with 
the available projections. This implies that increasing 
the number of life years does not reduce the number of 
ill years and that the level of services provided remains 
unchanged. 

(iii) Non-age related primary expenditures remain 
constant as a share of GDP at the 2008 level over the 
projection period.18 These include mainly public 
investment, other social expenditure apart from 
education, health and pensions, purchases of goods and 
services not due to age-related expenditures, 
compensation of employees (excluding the staff in 
education and health care sectors).  

(iv) The GDP deflator is fixed at 2% for the whole 
projection period.  

(v) The GDP real growth rate is country specific and 
relies on the information submitted in the 2004 updated 
programmes, or if absent, on the agreed EPC 
assumptions.19 

 

                                                 
18 The Commission took into account the decline in the non-

age related expenditures in the case of the UK only. The 
dynamics reflects the current set of legislation in place, 
according to which most non-pension social benefits will 
rise in line with prices after 2009-10, reducing their share of 
GDP. 

19 See Economic Policy Committee (2001). 
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Table I.20.  Projected evolution of debt levels up to 2050 (in % of GDP) 
  Programme scenario 2004 scenario 

  
2004 

2010 2030 2050 2010 2030 2050 
BE 96.6 75.7 24.7 28.8 73.2 19.0 18.3 
CZ 38.6 41.4 83.2 305.8 54.8 140.8 447.1 
DK* 24.8 9.8 -28.1 -23.1 8.0 -26.3 -16.1 
DE 65.5 62.2 39.6 23.0 73.6 91.0 138.7 
EE 4.8 2.2 -22.8 -84.2 -3.5 -52.1 -153.5 
EL 110.5 94.7 139.5 403.3 105.2 202.4 562.80 
ES* 49.0 35.1 4.3 55.9 36.1 5.6 58.0 
FR 64.8 59.0 89.5 219.3 70.3 158.4 383.3 
IE* 21.7 12.0 12.0 62.6 3.6 -0.6 42.5 
IT 106.0 90.7 31.2 -5.7 99.1 119.8 218.0 
CY* 73.8 46.9 36.6 83.2 72.2 125.5 253.8 
LV 14.2 15.1 35.4 109.3 16.0 40.4 122.0 
LT 20.1 19.1 20.9 76.7 23.8 40.3 115.9 
LU 5.0 5.8 31.8 74.4 11.2 49.7 104.0 
HU 57.3 45.8 42.4 49.9 57.8 77.9 119.9 
MT 73.2 65.8 64.1 60.1 89.8 177.0 286.3 
NL 56.3 55.6 81.9 154.5 55.8 98.9 195.4 
AT 64.2 54.2 16.4 -18.6 55.3 24.9 0.6 
PL 45.9 44.9 -8.3 -68.8 61.4 57.2 69.8 
PT        
SI 30.2 25.9 37.7 187.4 28.0 54.2 229.3 
SK 43.0 46.0 56.2 110.6 49.0 76.5 153.8 
FI* 6.4 -4.5 -30.5 -13.7 -14.7 -45.1 -35.1 
SE* 28.8 17.7 3.5 59.6 13.4 14.6 92.1 
UK 40.9 42.7 52.5 89.9 46.4 71.2 128.7 

* Adjusted gross debt.  
Source: Commission services. 

 

With regard to the latter, it results from assumptions 
both on employment trends and labour productivity 
trends. However, labour productivity is assumed to 
converge at a common rate of growth of 1.75 per year 
by 2030. 

(vi) The nominal interest rate converges towards an EU 
average level of around 5-6% in 2015. It is calculated as 
the sum of the EU average real growth rate plus the 
ECB inflation target (2%) plus an interest rate-growth 
differential of 2.20 To avoid a discrete jump in the debt 
projections, it is assumed that the implicit interest rate 
on debt in the final year of the stability/convergence 
programme converges towards the common nominal 
interest rate in a linear fashion within 10 years.   

The “baseline” scenario assumes that Member States 
actually achieve the budget targets set down in their 
programmes. However, such an outcome is by no means 
assured. In order to assess the relevance of the 
consolidation processes in the medium term to achieve 
long term sustainability, a “2004 position” scenario was 
run in the same way as the “baseline” scenario, 
excepting that the starting budget position is different 
since it is based on the budgetary data for 2004. Debt 
levels are extrapolated from 2008 to 2050 assuming that 
no budgetary consolidation is achieved, i.e. the 
underlying primary balance in 2008 remains the same as 
the 2004 level and no stock-flows operations take place.  

                                                 
20 Idem. 

Once the debt-to-GDP ratio has been projected up to 
2050, a series of synthetic indicators can be produced to 
assess the degree of sustainability of the projected debt-
to-GDP ratio. These indicators – called sustainability 
gaps - indicate the scale of budgetary adjustment 
required for a Member State to reach a sustainable 
public finance position over the long-run. 

They measure the difference between the current tax 
ratio and the constant tax ratio over the projection 
period necessary to achieve a pre-determined debt level 
in the future. The choice of both the targeted debt ratio 
and the length of the projection period are arbitrary and 
can affect the results. Thus, the Commission calculate 
two sustainability gaps for both the “baseline” and the 
“2004” scenarios. Another indicator was also calculated 
this year, the Required Primary Balance. The indicators 
are described in more detail in Part II of this report. 

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 
analysis, projections are in some cases bound to show 
highly accentuated profiles. As a consequence, the 
projected evolution of debt levels is not a forecast of 
possible or even likely outcomes and should not be 
taken at face value. Instead, the indicators are a tool to 
facilitate policy debate and at best provide an indication 
of the timing and scale of emerging budgetary 
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challenges that could occur on the basis of “no policy change”. 
Table I.21. Results of the sustainability gap indicators 
 Programme scenario 2004 budget scenario 
 S1 S2 RPB S1 S2 RPB 
BE -0.5 0.5 5.2 -0.7 0.4 5.1 
CZ 4.3 7.5 6.1 6.7 10.0 6.2 
DK* -1.4 -0.5 3.1 -1.2 -0.4 3.0 
DE -0.8 -0.1 2.0 1.2 1.6 2.2 
EE -2.5 -1.8 -1.3 -3.7 -2.9 -1.4 
EL 4.0 6.5 9.3 7.9 10.4 9.4 
ES* -0.1 1.9 4.3 0.0 1.9 4.3 
FR 2.3 3.2 5.1 4.6 5.5 5.3 
IE* 0.1 1.9 3.4 -0.3 1.6 3.3 
IT -0.9 -0.9 4.0 2.2 2.3 4.0 
CY* 0.6 2.7 4.8 4.7 6.6 5.0 
LV 0.8 2.1 1.6 1.0 2.3 1.6 
LT 0.4 2.7 2.6 1.4 3.6 2.6 
LU 0.4 2.1 1.5 1.1 2.9 1.5 
HU -0.2 0.6 1.1 1.2 1.9 1.3 
MT 0.0 -0.1 1.7 4.1 3.9 1.9 
NL 1.5 2.0 3.2 2.3 2.8 3.2 
AT -1.3 -1.0 1.9 -1.0 -0.7 1.9 
PL -2.9 -1.8 -1.8 0.2 1.3 -1.7 
PT       
SL 2.1 4.7 5.5 2.9 5.4 5.5 
SK 1.0 2.3 2.0 1.8 3.2 2.0 
FI* -1.0 0.4 3.4 -1.4 0.1 3.2 
SE* 0.0 1.5 4.5 0.6 2.0 4.4 
UK 0.5 1.3 1.3 1.2 2.7 2.1 
Note: S1 measures the required change in tax revenues as a share of GDP over the projection period that 
guarantees to reach a debt-to-GDP ratio of 60% in 2050. S2 indicates the change in tax revenues as a share 
of GDP that guarantees the respect of the intertemporal budget constraint of the government, i.e., that 
equates the actualised flow of revenues and expenses over an infinitive horizon to the debt as existing at the 
outset of the projection period. Based on S2, the Required Primary Balance (RPB) indicates the average 
minimum required cyclically-adjusted primary balance as a share of GDP over the first five years of the 
projection period that guarantees the respect of the intertemporal budget constraint of the government for 
this period. 
Source: Commission Services. 

* Adjusted gross debt. 

Findings from the quantitative assessment can be 
summarised as follows. 

First, even assuming that all Member States achieve 
their medium-term budgetary targets (baseline scenario), 
and assuming a full impact of legislated structural 
measures incorporated in the long-term projections, 
there is a risk of unsustainable public finances 
(measured against the 60% of GDP reference value in 
2050) emerging in about half of the EU Member States. 

Second, debt developments for most Member States 
follow a U-shaped pattern. In the coming 15-20 years, 
debt levels are projected to decrease due to the running 
of balanced budget position. This trend would, however, 
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. Following 
the projected dynamics of the debt levels in the future, 
there is now a clear window of opportunity to contain 
the risks of increasing debt that will emerge in the 
future. (see Graph I.16 for the EU aggregate). 

Third, the risk of unsustainable public finances increases 
considerably if Member States do not achieve their 
targets in the medium-term. An indication of this can be 
seen by comparing the projected debt levels under the 

“baseline scenario” with the “2004 scenario”.21 This 
issue is relevant for a majority of Member States and 
especially for those who had a high cyclically-adjusted 
deficit in 2004. 

Fourth, the sustainability gap indicators provide some 
order of magnitude to the budgetary adjustment needed 
to ensure sustainable public finances. The sustainability 
gap according to the S2 indicator under the “baseline” 
scenario indicates that an additional permanent 
budgetary adjustment of more than 2 percentage points 
of GDP is needed in several Member States, and in 
some cases considerably more. This thus suggests that 
there could be sustainability risks even if the planned 
consolidation takes place. 

 

                                                 
21 This scenario assumes that no budgetary consolidation takes 

place during the programme period, i.e. that the underlying 
primary balance remains at its 2004 level.  
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Graph I.16.  Debt development in EU 
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Source: Commission services. 

The scale of budgetary adjustment efforts could be even 
greater if account is taken of the stated budgetary 
objectives of some Member States such as a reduction in 
the tax ratio.22   

4.2.2 Comparison with last year’s results 
The historical record of the quantitative assessments 
contributes to the understanding of the developments 
related to the long-term sustainability of public finances. 
In making the comparison with last year’s results, the 
key aspects relating to the input data should be borne in 
mind: (i) national projection included in the stability and 
convergence programmes were used for almost all 
countries, which may hamper the comparability of the 
results to some degree and (ii) budgetary positions at the 
end of the programme period were adjusted so as to net 
out not only the effect of the cycle but also from this 
year onwards any one-off measures, i.e. an underlying 
budgetary position. 

Table I.22 presents why this year’s results of the 
quantitative indicators differ from last year’s results. It 
analyses reasons for such development, based on pure 
comparison of the projections used in the two years for 
the “baseline” scenario. By comparing the “baseline” 
scenarios, the adjustment for one-off measures should 
not have a large impact on the comparability, as most 
countries do not plan major one-offs at the end of the 
programme period. 
                                                 
22 The sustainability gap indicators do not suggest that taxes 

should be increased, but rather an appropriate combination 
of tax increases, reducing the level of non-age related 
primary spending and/or reform of pension and health care 
systems to curtail the impact of ageing on expenditure 
growth. 

4.2.3 Qualitative considerations 
The 2004 updated programmes contain useful 
information to better qualify the long term sustainability 
of public finances. The level of public debt-to GDP ratio 
in 2004 is a source of concern in at least three countries, 
namely Belgium, Greece and Italy. In order to reduce 
debt towards 60% before the impact of ageing takes 
place, these countries have to run sustained high primary 
surpluses (above 4%) over the next 10 to 15 years, and 
even more in the case of Greece. Such an ambitious 
budgetary strategy is subject to risk and it cannot be 
excluded a priori that pressures to reduce the tax burden 
or to increase some expenditure items may arise, putting 
at risk long term sustainability. In addition, the medium 
term dynamic of the debt-to-GDP ratio is affected by 
stock-flow operations. In previous years, debt has been 
reduced at a slower pace due to such operations, 
especially in Greece and Italy, while in Belgium gross 
debt have been reduced significantly in recent years, 
aided by the achievement of a balanced budget position. 

The current level of the debt-to-GDP ratio puts several 
countries in a safer position than the main quantitative 
indicator (S2) would suggest.23 Ireland, the UK, 
Finland, Luxembourg, Denmark, Sweden, Spain and all 
of the new Member States except Cyprus, Hungary and 
Malta have a relatively low level of debt-to-GDP ratio. 

This gives some room to tackle the problem if future 
imbalances arise. For other countries (namely Germany, 
France) a source of concern is not the very high level of 

                                                 
23 To remedy this, the new S1 indicator attempts at capturing 

the scale of adjustment necessary to comply with the 60% 
of GDP reference value in the long term, namely in 2050.  



Part I:  Current developments and prospects 57

debt-to-GDP ratio but rather its recent upward trend. 
The budgetary deterioration pushed debt up over the last 
few years and it has quickly reached levels close or 
above the reference value of the Maastricht Treaty. 

An important aspect of long-term sustainability is to 
implement measures of a structural nature that help 
securing that a sound budgetary position can be 
maintained in the longer term. 

Reform measures in the field of pension and health-care 
are the main areas for which expenditures are expected 
to rise, but there are also others, for example long-term 
care, education and child-care and more general 
programmes such as unemployment and sickness 
benefit/insurance schemes. In many respects, structural 
reforms can be beneficial both on count of improving or 
modifying certain expenditure trends and on count of 
strengthening the potential growth rate of the economy. 
Both these aspects can be difficult to quantify, not least 
the latter.  

Directly linked to this is the issue of the robustness of 
the projections. This aspect is crucial in making the 
assessment of long-term sustainability. While 
uncertainty surrounds any projection in the long term, 
there are cases where this is a greater source of concern. 
In Spain, the projected pension expenditures are indeed 
surrounded by considerable uncertainty regarding 
demographic changes and the Spanish authorities did 
not present long-term projections in the 2004 update, 
with reference to this uncertainty. In Poland, the lack of 
long-term projections beyond 2020 prohibits a complete 
sustainability analysis. This is underlined by the fact that 
most of the impact of ageing populations is expected to 
take place after 2020. 

The projections for Poland keeps the age-related 
expenditure-to-GDP ratio unchanged from that year 
onwards and thus probably underestimates the 
budgetary impact of population ageing. For Hungary 
there is a lack of long-term projections for other 
expenditure items than pensions and the longer term 
expenditure trends may therefore be underestimated 
there too. 

The projected increase of age-related expenditures in 
Germany also warrants consideration. The German 
authorities provided a set of projections up to 2050 
which include the impact of the recent reforms under the 
Agenda 2010, including reform of the pension system 
which is projected to reduce the pension expenditure 
dynamics. The positive impact of the reform of the 
labour market, the so-called Hartz IV, has also been 
included in the projections. These are projected to result 
in a significant strengthening of labour supply and 
employment, which in turn should reduce the 
unemployment rate. The projected results for age-related 
expenditures hinges upon the achievement of these 
underlying projections, for which it may be too early to 
draw firm conclusions. The German authorities also 
included a rise in the revenue-to-GDP ratio in the long-

term projections, consistent with current legislation in 
place. This implies a considerable rise in pension 
contributions (of about 2 p.p.) over the coming decades, 
which may have implications for the achievement of 
other policy objectives. In France, a reform of the 
health-care system was implemented in 2004, which 
should result in budgetary savings up to 2008. However, 
the savings over the longer term are subject to some 
uncertainty. The French updated stability programme 
therefore included several scenarios for the evolution of 
health care expenditures over the longer term. The 
Commission services considered that health-care 
spending is likely to rise faster than income over the 
longer term, compared with the main scenario in the 
French stability programme. In Italy, the pension system 
was reformed in 2004, which is projected to result in 
budgetary savings over the coming decades. However, 
this reform will take effect only from 2008 onwards, 
which introduces some uncertainty concerning its 
impact on the projected budgetary savings included in 
the Italian stability programme.  

Another factor to be considered as a potential risk is 
whether debt projections rely on very high tax burden 
compared with EU average or other industrialised 
countries. This is the case in Denmark and Sweden 
where the tax burden is around 50% of GDP, and 
slightly less so in Austria, Belgium and Finland. Even if 
each Member State can decide over its optimal level of 
taxation, pressures 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. 

As highlighted in this section, the qualitative 
considerations are a very important element in the 
sustainability analysis in order to enrich the information 
provided by the sustainability indicators. 
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Table I.22.  The 2004 projections compared to the 2003 projections (EU-15) 
 Results  compared 

to last year 
What are the differences between this and last year’s projections used? 

 
BE Worsened •  Higher increase in health-care expenditures. 

•  Slightly higher total revenues at the first year of the projection. 
DK Similar •  Higher increase in pension and health-care expenditures. 

•  Higher total revenues at the first year of the projection. 
DE 

Improved 

•  Age-related spending is higher in the first year of the projection, but increases 
less in the period to 2050 compared with last year, reflecting a lower projected 
rise in pension expenditure and unemployment benefits. 

•  The revenue-to-GDP ratio in the first year of the projection is lower compared 
with last year, but a stronger projected rise in the period to 2050 is projected. 

EL 
Worsened 

•  Non age-related spending is much higher in the first year of the projection. 
•  The revenue-to-GDP ratio in the first year of the projection is also higher, but 

does not offset the higher expenditures. 
•  The gross debt-to-GDP ratio is much higher in the first year of the projection. 

ES 
Slightly worsened 

•  This year’s projections were run on the basis of information provided last year, 
as new projections were not provided in the updated programme. 

•  Higher non-age related expenditures in the first year of the projection. 
•  Partly compensated by higher revenues in the first year of the projection. 

FR 

Worsened 

•  The revenue-to-GDP ratio in the first year of the projection is slightly lower 
compared with last year. 

•  Age-related spending is higher in the first year of the projection and increases 
more in the period to 2050 compared with last year, reflecting a higher share of 
health-care expenditure at the outset and also higher rise, resulting from an 
improved, broadened estimate provided in the French update. Correcting for the 
broadened estimate, the 2004 health-care reform reduces the projected rise in 
health-care spending. 

IE 

Improved 

•  Some of the improvement is due to a recalculation of the pension and health-
care expenditures from GNP to GDP terms, which results in a lower increase of 
age-related expenditures over the projection period. 

•  The projected tax revenues are higher in the first year of the projection. 
•  Lower debt in the first year of the projection. 

IT 
Similar 

•  The pension expenditure is lower over the first decades of the projections and 
higher towards the end (last 10 years).  

•  The starting underlying budgetary position is worse this year (a deficit of 0.9 
percentage points of GDP instead of a balanced budget). 

LU 
Worsened 

•  The projected tax revenues are lower in the first year of the projection. 
•   The lower revenues are only partially countered by slightly lower expenditures 

at the first year of the projection.  
NL 

Similar 

•  The projected tax revenues are slightly higher in the first year of the projection 
and the increase is higher. 

•  Higher revenues are partly countered by a slight increase in non-age related 
expenditures in the first year of the projection. 

•  Higher debt level in the first year of the projection. 
AT Improved •  Mainly lower pension expenditures stemming from the expected impact of the 

pension reform. 
PT   
FIN 

Worsened 

•  The projected age-related expenditures are very similar to last year. 
•  The projected tax revenues are lower in the first year of the projection, as are the 

increase. 
•  A lower debt level in the first year of the projection. 

SE 
Worsened 

•  The projected tax revenues are lower compared with last year. 
•  The lower revenues are only partially countered by slightly lower expenditures 

over the projection period. 
UK 

Improved 

•  A higher rise in age-related expenditure, including public pensions, is offset by a 
fall in non age-related expenditures over the projection period and total spending 
is projected to rise less than last year. 

•  The projected revenues are somewhat higher in the first year of the projection. 
Source: Commission services 

.
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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 
seriousness of the risk as follows: 

Very high debt countries (Belgium and Italy). The 
source of risks for these countries is mainly the level of 
debt-to-GDP. It should be noted that Belgium has 
reduced its debt ratio very resolutely, by almost fifteen 
percentage points of GDP since 2000, benefiting from 
the achievement of a balanced budget position, while 
Italy’s debt ratio has been reduced considerably less, by 
around five percentage points of GDP over the same 
period. At first sight, the quantitative indicators suggest 
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 surpluses in 
order to meet their Treaty and SGP commitments: hence 
there is more scope to reduce interest payments in the 
future and thus offset future expected increases in 
spending due to ageing populations. However, this 
implies that very high debt countries are able to 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, Germany, Hungary, 
Poland and Slovakia). These countries have recently 
adopted 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. The systemic pension reforms in 
Hungary, Slovakia and Poland contribute to a more 
sustainable position over the long-term, though the 
projections in Poland is subject to considerable 
uncertainty as they end already in 2020. There are 
uncertainties regarding the budgetary impact of the 
pension reforms. In addition, a comprehensive 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 the debt-to-GDP 
ratio is then likely to show explosive paths. 

Countries with risks due to pension developments 
(Greece, Spain, Slovenia, Czech Republic, Cyprus and 
Malta). These countries face a similar pattern in age-
related expenditure in the long term. In particular 
pension expenditure is foreseen to increase at a faster 
pace than most other Member States, reflecting only 
limited progress in the pension reform process. In 
Greece and the Czech Republic age-related expenditure 
is projected to rise by more than ten percentage points in 
the period to 2050. The exception being Malta, where a 
very small rise is projected until 2050, which hinges 

upon significant savings from 2030 onwards, resulting 
from a cap on pension expenditure. A pension reform is 
under discussion which should address both 
sustainability and adequacy. This means that in addition 
to a policy of running down debt (where Spain is 
performing particularly well and Slovenia and the Czech 
Republic has relatively low debt levels) measures to 
better control future trends of pension expenditure 
should be envisaged. In the Czech Republic and 
Slovenia the rise in pension expenditures is very high, 
beyond 2020 in the case of Slovenia, suggesting that 
corrective measures will have to be taken. Risks rely 
also on the uncertainties surrounding pension 
projections. In the case of Spain, there are large 
differences between the EPC projections and the 
Spanish projections on future pension expenditures, 
influenced by different demographic scenarios. 

Countries with some risks due to the uncertainties over 
the medium term (UK, The Netherlands, Latvia, and 
Lithuania). These countries face risks mainly linked to 
the medium term budgetary developments. These 
countries appear to be in a relatively favourable position 
to meet the cost of ageing populations. Measures have 
been put into place in order to meet the ageing 
challenge. However, reducing the fiscal deficit in the 
medium term is important, as highlighted by the 
difference between the “baseline” and “2004” scenarios 
in the Commission’s analysis. Also, projections in the 
medium-term rely on several assumptions. Revenue 
projections are subject to macro-economic uncertainty 
whereas expenditure projections include announced 
policies and might therefore be less straightforward to 
change in case of adverse economic developments. In 
the UK’s case, there is a possibility of insufficient 
provision of private pensions which might have 
implications for the UK public finances. The authorities 
are have introducing the Pension Protection Fund, from 
April 2005, to protect members of private defined-
benefit schemes where the sponsoring firm becomes 
insolvent and there are insufficient assets in the scheme 
to meet its liabilities. The effectiveness of these 
measures is yet to be tested. 

Countries with limited risk (Finland, Sweden, 
Luxembourg, Austria, Ireland and Denmark and 
Estonia). They share a number of common 
characteristics, including sound budget positions, and 
reforms of their pension systems that have strengthened 
the link between contributions 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 most of these 
countries the development of gross debt does not reflect 
properly the soundness of their budgetary position due 
to the accumulation of liquid financial assets to cope 
with future challenges. In the case of Finland, Sweden, 
Denmark and Ireland, this was taken into consideration 
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in the quantitative analysis, but Luxembourg and 
Estonia also have public pension funds. 

Table I.23 summarises the main conclusions reached by 
the ECOFIN Council in its Opinions on the stability and 
convergence programmes on the basis of the 
Commission assessment. It shows how, for a number of 
countries, the long term budgetary position improved 
thanks to structural reforms and the increased focus on 
long term challenges. 

4.4 Conclusions 
This assessment round suggests that the increased focus 
of long-term sustainability in the EU has resulted in 
some further improvement to cope with the budgetary 
impact of ageing populations. In Part II of this report an 
evaluation of how the sustainability analysis has 
improved over the last few years is given. Several 
countries, including larger ones, have implemented 
reforms with a view to strengthening sustainability; for 
example, Germany and Italy reformed their pension 
systems and France reformed its health-care system, 
which represents important steps in the right direction. 
With the current assessment, the recently acceded 
Member States have been fully included in the analysis 
for the first time. The situation for these is in general 
positive; a majority have implemented major reforms of 

their pension systems and they generally have a 
relatively low debt-to-GDP ratio, which contributes to a 
more sustainable position over the long run. 

However, there is a serious concern regarding the 
achievement of the planned budgetary consolidation in 
the medium-term for most Member States. According 
also to this year’s assessment, if the fiscal consolidation 
foreseen in the medium-term does not materialise, the 
projected debt dynamics would worsen considerably. 
This underlines the importance of strengthening the 
fiscal positions sooner rather than later. 

Overall, the results show that there are risks to long term 
sustainability in ten countries (Belgium, Czech 
Republic, Germany, Greece, France, Italy, Cyprus, 
Hungary, Malta and Slovenia). In another seven 
(Poland, Slovakia, Spain, the Netherlands, the UK, 
Latvia, Lithuania) there could be some risks due to the 
projected medium-term budgetary developments, the 
budgetary impact of enacted reforms or, as is the case 
for Spain and Poland, due to considerable uncertainties 
concerning the long-term age-related expenditure trends. 
Finally, seven countries (Ireland, Denmark, Finland, 
Austria, Luxembourg, Sweden and Estonia) appear to 
face only limited risks in view of the budgetary costs of 
an ageing society, though it nevertheless represents a 
challenge.
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Table I.23. Policy conclusions on the sustainability of public finances 
 Are public finances 

sustainable? 
What are the main issues? 

 
Do policy conclusions differ from last 

year? 
BE Belgium still appears to be at 

some risk on grounds of the 
current level of gross debt. 

While declining, the debt ratio is still high and a 
steady reduction hinges upon sustaining high primary 
surpluses for a prolonged period. Containing primary 
expenditures might prove difficult, especially in the 
health care sector, but is important in view of the 
government’s strategy of reducing the tax burden in 
order to create employment. Given the projected 
increase in the old-age dependency ratio, pursuing 
this broad strategy with determination is crucial to 
the achievement of long-term sustainability. 

No. Belgium’s strategy for coping with 
the budgetary cost of an ageing 
population is mainly based on gross debt 
reduction through maintaining a balanced 
budgetary position or a small surplus 
(itself relying primarily on primary 
expenditure restraint) and an ageing fund. 

CZ The Czech Republic appears to 
be at serious risk, on grounds of 
the very important projected 
budgetary costs of an ageing 
population.  

The strategy of fiscal consolidation outlined in the 
programme needs to be complemented with 
additional reforms to reduce the sustainability risks 
associated with the projected increase in pension and 
health-care expenditures. 

No. 

DK Denmark appears to be in a 
favourable position, despite 
significant projected budgetary 
costs of an ageing population.  

Achieving continued tight expenditure control and a 
considerable rise in employment on which the Danish 
strategy also relies may prove challenging.  

No. The Danish budgetary strategy is 
mainly based on further debt 
consolidation through continued 
budgetary surpluses and should result in a 
sustainable position over time. 

DE Germany still appears to be at 
some risk on grounds of the 
projected budgetary cost of an 
ageing population. However, 
with the implementation of 
structural reforms and budgetary 
consolidation in the medium-
term, as planned, Germany 
could be in a relatively 
favourable position.  

The already legislated structural reforms of “Agenda 
2010” and in particular the pension reform is likely to 
reduce the budgetary impact of ageing, although the 
expenditure-reducing effect of the ongoing reforms is 
subject to uncertainty. Moreover, long-term 
sustainability hinges crucially on the achievement of 
the planned budgetary consolidation in the medium-
term and on reducing the debt level; both the federal 
states and social security systems play a role in this. 

No. This year’s policy conclusions are 
similar. The 2004 pension reform puts 
Germany on a better footing, however, 
retaining that there is a need to achieve a 
budgetary position close-to-balance-or-in-
surplus. 

EE Estonia appears to be in a 
favourable position, despite 
important projected budgetary 
costs of an ageing population.  

A low government debt level, considerable 
government financial reserves and a medium-term 
budgetary strategy that is fully consistent with the 
objective of a close-to-balance-or-in-surplus 
budgetary position, together with credible and 
thorough reforms of the pension and health care 
systems which are meant to stem budgetary pressures 
in the longer term, should ensure that public finances 
remain on a sustainable footing. 

No. 

EL Greece appears to be at serious 
risk with regard to the long-term 
sustainability of public finances, 
also on account of the very 
important projected budgetary 
costs of an ageing population.  

The considerable increase projected in age-related 
spending suggests that additional measures to control 
public pension expenditures, including the resolute 
implementation of reform measures enacted, are 
necessary. The gross debt-to- GDP, while projected 
to fall, remains above 100% of GDP throughout the 
programme period.  

No. Even if the planned budgetary 
consolidation should materialise over the 
programme period, a considerable 
sustainability gap emerges, pointing to the 
need for a broad-based approach to ensure 
the sustainability of the public finances. 

ES Spain appears to be in a 
relatively favourable position, in 
spite of the projected budgetary 
costs of an ageing population.  

The large increase of pension expenditure projected 
in the very long term suggests that current policies 
need to be supplemented by measures to prevent the 
emergence of unsustainable trends in public finances 
in the long run, in particular through a 
comprehensive reform of the pension system in line 
with the recommendations of the multi-partisan 
agreement “Pacto de Toledo”. 

No. There are however risks surrounding 
the long-term expenditure projections,. 

FR France still appears to be at 
some risk on grounds of the 
large projected budgetary cost 
of an ageing population. 
However, the implementation of 

Further efforts, both additional budgetary 
consolidation and additional reforms, would be 
needed in the years ahead in order to ensure fully the 
sustainability of government finances.  

No.  



 62 

 Are public finances 
sustainable? 

What are the main issues? 
 

Do policy conclusions differ from last 
year? 

major structural reforms of the 
pension and health systems in 
2003 and 2004 respectively put 
France on a better footing. 

IE Ireland appears to be in a 
relatively favourable position, 
despite significant projected 
budgetary costs of an ageing 
population.  

The Irish strategy is mainly based on conformity to 
the Stability and Growth Pact framework and further 
asset accumulation in the NPRF. Overall, Ireland’s 
relatively low tax ratio should ease the 
accommodation of any sustainability gap that might 
arise in the longer term. 

No. The relatively low debt ratio in 
Ireland, the pension reform measures 
already enacted and the accumulation of 
reserves in the National Pension Reserve 
Fund will contribute to budgetary 
sustainability and help cope with the 
impact of ageing.  

IT Italy appears to be at some risk. 
However, if the expected 
savings of the pension reform 
are achieved and budgetary 
consolidation in the medium-
term is implemented and 
maintained, as planned, Italy 
could be in a relatively 
favourable position. 

In Italy, it is important that the budgetary targets are 
fully implemented, the expected savings from the 
pension reform are achieved and any departure from 
the strategy of running large primary surpluses, 
effectively leading to rapid debt reduction, is 
promptly corrected. 

No. The adoption in 2004 of a pension 
reform is an important step towards 
addressing the budgetary consequences of 
ageing population and will contribute to 
improve the situation of Italy in this 
respect. 

CY Cyprus appears to be at some 
risk on grounds of the projected 
budgetary costs of an ageing 
population.  

It is imperative for Cyprus to pursue the reform 
process in order to reduce the sustainability risks 
associated with the future evolution of age-related 
expenditures, together with the planned and 
necessary budgetary consolidation in the medium 
term. 

No. Cyprus strategy is mainly based on 
the budgetary consolidation in the next 
few years and additional reforms of 
pension and health care system to be 
implemented in the future. 

LV Latvia appears to be in a 
relatively favourable position, 
despite significant projected 
budgetary costs of an ageing 
population. 

Reforms in the field of health and long-term care 
could involve higher expenditures and risks to 
sustainability may emerge in the long run. Latvia’s 
relatively low tax ratio should, however, ease the 
accommodation of any such sustainability gap that 
may arise. Latvia also relies on a contained budgetary 
deficit over the medium term. 

No. Latvia’s relatively low debt ratio, 
pension reform measures enacted, 
including the introduction of the funded 
pillar, and the accumulation of assets in 
the funded pension scheme will 
contribute to limit the budgetary impact 
of ageing.  

LT Lithuania appears to be in a 
relatively favourable position, 
despite the projected budgetary 
costs of an ageing population.  

Risks related to the costs of the pension reform 
should be monitored. In addition, reform measures in 
the field of health-care could involve higher 
expenditures. Lithuania’s relatively low tax ratio 
should, however, ease the accommodation of any 
such sustainability gap that may arise. Lithuania also 
relies on a contained budgetary deficit over the 
medium term. 

No. Lithuania’s relatively low debt ratio, 
pension reform measures enacted, 
including the introduction of the funded 
pillars will contribute to limit the 
budgetary impact of ageing.  

LU Luxembourg appears to be in a 
favourable position, despite 
important projected budgetary 
costs of an ageing population.  

The ratio between contributors to and beneficiaries of 
the pension system will deteriorate, even under a 
favourable scenario whereby employment growth 
keeps up with the exceptional rates recorded in the 
last two decades. Therefore, some restraint is called 
for in order to ensure that government spending 
remains in line with revenue and that the policy of 
accumulating reserves can be maintained, together 
with the adoption of measures aiming at raising the 
currently low employment rate of residents, 
especially older ones. 

No. The large net positive asset position 
can be expected to offset at least in part 
the future costs of ageing. 

HU Hungary appears to be at some 
risk on grounds of the projected 
budgetary costs of an ageing 
population.  

Risks are in part related to the uncertainty regarding 
the long-term budgetary trends due to the lack of 
information on health-care expenditure projections. It 
is moreover important to pursue reforms, particularly 
in the field of the health-care as well as to resolutely 
implement the planned budgetary consolidation in the 
medium-term. 

No. Hungary’s strategy is mainly based 
on the budgetary consolidation in the next 
few years and additional reform measures 
to be implemented in the future. The 
reformed pension system, including the 
introduction of the funded pillar, 
contributes to reduce the budgetary 
impact of ageing and to reduce risks of 
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unsustainable public finances. 

MT Malta appears to be at risk on 
grounds of the projected cost of 
an ageing population.  

While failure to achieve the budgetary targets would 
clearly put sustainability at risk, the pursuit of the 
reform process of the pension and healthcare systems 
is also important for the containment of the increase 
in age-related public expenditure in the long term.  

No. Malta’s strategy for ensuring 
sustainability is dependent on the 
achievement of the budgetary targets. 

NL The Netherlands appear to be in 
a relatively favourable position, 
despite important projected 
budgetary costs of an ageing 
population.  

Given the projected increase in the old-age 
dependency ratio, and in the absence of further fiscal 
consolidation leading to a budgetary position close to 
balance or in surplus in the medium term, further 
reforms that would modify the trends in age-related 
expenditures and raising further participation rates 
would reduce sustainability risks over the longer 
term. 

This year’s policy conclusions emphasise 
progress in the implementation of reforms 
in the areas of social security, pensions 
and health care in 2004. In addition, 
sizeable net assets in large funded pillar 
private pension systems outside general 
government contribute to a more 
sustainable position, which merits a more 
positive tone than last year. 

AT Austria appears to be in a 
relatively favourable position, 
despite important projected 
budgetary costs of an ageing 
population.  

After the pension reform of 2003, Austria passed a 
further pension reform in 2004, with the aim of 
bringing all groups of private and public sector 
employees into a harmonised pension system. The 
significant contribution of the 2004 law to long-term 
financial sustainability is being back-loaded to take 
effect only after 2030, while the medium-term 
savings from the 2003 law were partly reduced. 

No. The pension reforms of 2003 and 
2004 are set to provide substantial 
budgetary relief in the long-term. 

PL The lack of budgetary 
projections beyond 2020 makes 
it difficult to assess the long-
term sustainability of the Polish 
public finances. On the basis of 
the available information, some 
risks cannot be ruled out.  

Uncertainties regarding the budgetary impact of 
policies aimed at strengthening the long-term 
budgetary trends remain, as most of the budgetary 
impact of aging is likely to take place after 2020. 
Moreover, the resolute implementation of the planned 
budgetary consolidation in the medium term should is 
an important contribution in the achievement of a 
sustainable position. 

No. The pension reform in Poland, which 
includes the creation of a funded pension 
pillar, should contribute to the long-term 
sustainability of the public finances. 
However, the lack of information on other 
age-related expenditures gives rise to 
major uncertainties regarding the long-
term budgetary trends in Poland.  

SI Slovenia appears to be at some 
risk on grounds of the projected 
budgetary cost of an ageing 
population.  

The projected increase in pension expenditure 
beyond 2020 remains very high. In addition, despite 
the introduction of some rationalisation measures of 
the health-care system in 2004, a further, substantial 
reform of the health-care system would contribute to 
the improvement of the long-term sustainability of 
the public finances. 

No. However, the ongoing pension reform 
has had a positive budgetary impact 

SK Slovakia appears to be in a 
relatively favourable position, 
despite the projected budgetary 
cost of an ageing population. 

A full implementation of the pension and health care 
reforms is a key condition for reaching a sustainable 
position, in addition to the achievement of the 
planned budgetary consolidation path over the 
programme period and until 2010. 

No. The adopted structural reforms, in 
particular in the pension and health areas, 
contribute to longer-term sustainability. 

FI Finland appears to be in a 
favourable position, despite of 
important projected budgetary 
costs of an ageing population.  

The strategy outlined in the programme is broad-
based and consists of further debt consolidation and 
structural reforms e.g. further steps of the pension 
reform and measures aimed at raising the exit age.  

No. The structural reforms enacted and 
planned should have beneficial effects on 
the public finances. Also, the 
considerable public pension funds assets 
help to ease the budgetary pressure in the 
longer term. 

SE Sweden appears to be in a 
relatively favourable position, 
despite important projected 
budgetary costs of an ageing 
population.  

A risk to long-term sustainability may emerge in the 
long run. This is based on the projected increase in 
the old-age dependency ratio and existing trends in 
healthcare-related expenditures, labour force 
participation and employment. Without further 
reforms modifying these trends, aiming at a 
budgetary surplus over the next 10 years of 2% of 
GDP, in line with the government’s budgetary target, 
becomes a key factor to address sustainability over 
the longer term.  

No. The structural reforms enacted and 
planned should have beneficial effects on 
the public finances. Also, the 
considerable public pension funds assets 
help to ease the budgetary pressure in the 
longer term. 
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UK The UK appears to be in a 
relatively favourable position, 
despite the projected budgetary 
cost of an ageing population.  

However, higher age-related expenditures cannot be 
excluded as there is a possibility of insufficient 
provision of private pensions which might have 
implications for the public finances. The authorities 
are introducing the Pension Protection Fund, from 
April 2005, to protect members of private defined-
benefit schemes where the sponsoring firm becomes 
insolvent and there are insufficient assets in the 
scheme to meet its liabilities. The effectiveness of 
these measures is yet to be tested.  

This year’s policy conclusions emphasise 
the UK’s relatively low debt-to-GDP ratio 
and the strong focus that the authorities 
have placed, in existing policies, on long-
term sustainability of the public finances. 
The relatively low tax ratio should ease 
the accommodation of any imbalances 
that may arise in the longer term. These 
aspects merit a more positive tone than 
last year. 

Source: Council Opinions on the 2004 updated stability and convergence programmes on the basis of the Commission’s assessments.  

 

 


