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Summary 

One year has passed since the EU heads of State or 
Government endorsed the March 2005 ECOFIN Council 
report containing the main directions for reforming the 
Stability and Growth Pact. Since then, the revised SGP 
has been codified in regulations. Where necessary, 
further clarifications on how to interpret the new text of 
the Regulations were included in a revised Code of 
Conduct for the implementation of the Stability and 
Growth Pact. The Member States, the Commission, the 
Council had all to learn "how to live with new rules". 
Following the SGP reform, the information provided in 
Stability and Convergence Programmes by Member 
States needed to be enriched. New values for Member 
States' medium-term budgetary objectives were 
indicated in Stability and Convergence Programmes 
according to the principles spelled out in the amended 
SGP regulations. The implementation of the Excessive 
Deficit Procedure had to conform to the revised 
Regulations. 

This part of the report summarises the result of one year 
of work to codify, make operational and implement the 
revised SGP. It also provides a first assessment on how 
well Member States and EU institutions adapted to the 
revised SGP and on how the revised SGP translated into 
different outcomes for what concerns the application of 
the Excessive Deficit Procedure. 

Codification of the agreement on the SGP reform 

On 20 March 2005, the EU Finance Ministers agreed on 
a revision of the Stability and Growth Pact, after months 
of intense discussions. The agreement was then 
endorsed by the European Council and codified in 
Regulations. The Commission adopted Proposals for 
amending Regulations 1466/97 and 1467/97 
underpinning the Stability and Growth Pact on 20 April 
2006. These proposals were submitted to the Council 
and simultaneously to the European Parliament. The 
amending Regulations formally entered into force on 27 
July 2005. They include all the essential elements of the 
SGP reform.  

In parallel, the Council prepared, on the basis of a 
proposal by the Commission services, a revised Code of 
Conduct which includes provisions contributing to a 
consistent application of the reform. This document 
mainly consists in definitions of concepts, clarification 
of procedures and provisions on some elements of the 
agreement reached in the Council, in particular those 
which were not codified in the amending Regulations. It 
also includes detailed provisions on the content and 
format of Stability and Convergence Programmes. It 
was endorsed by the Council on 11 October 2005. 

Main developments in budgetary surveillance in the 
preventive arm of the SGP.  

The revised SGP introduced some new or revised 
concepts, definitions and principles in the preventive 
arm of the SGP. In order to ensure a coherent and 
consistent application of the rules, the Commission and 
the Member States have, in the past twelve months, 
further specified certain elements. 

• The methodology for setting the country-specific 
medium-term budgetary objectives was clarified. In 
the revised SGP, countries are no longer required to 
aim for the uniform position of ‘close-to-balance or 
in surplus’ in the medium term. Rather, medium-
term objectives are set taking into account country-
specific economic and budgetary circumstances. 
The Council Report of 20 March 2005 says that, 
until criteria and modalities for taking into account 
implicit liabilities are appropriately established, 
MTOs are differentiated on the basis of the debt 
ratio and potential growth, while preserving 
sufficient margin below the reference value of 3 
percent of GDP. Following a discussion with 
Member States on the basis of a document prepared 
by the Commission services, Member States agreed 
to stick to simple principles leaving sufficient 
leeway for setting the MTOs.  

• In parallel, the Commission has started working on 
how implicit liabilities could be taken into account 
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in the determination of MTOs. As foreseen by the 
SGP reform agreement, the Commission will report, 
by the end of 2006, on the progress made on this 
issue. A number of preliminary considerations are 
made in this report, aiming at illustrating the 
rationale for considering implicit liabilities relating 
to ageing in the determination of MTOs and 
presenting alternative broad approaches. 

• Following the past failure to reach the medium-term 
budgetary objective of ‘close to balance or in 
surplus’, the SGP reform introduced principles for 
the conduct of fiscal policy in the period of 
convergence towards the medium-term budgetary 
targets. In particular, it was agreed that Member 
States would take active steps to reach the MTO 
(0.5 percent benchmark adjustment for euro area 
and ERM II countries) and make larger structural 
efforts in good times. Under certain conditions, 
Member States implementing structural reforms 
may deviate temporarily from the MTO or the 
adjustment path towards it. The Commission and 
Member States clarified a number of issues related 
to the definition of the adjustment path towards the 
MTOs and specified the conditions for taking into 
account structural reforms. 

• The Commission assessment of the 2005 updates of 
Stability and Convergence Programmes suggests 
that Member States have, to a large extent, followed 
the revised rules, but also reveals some deviations 
from the agreement of 20 March 2005. On the 
positive side, differentiated MTOs were set for 
Member States that reflect country-specific 
fundamentals and ensure a sufficient safety margin 
against the 3 percent limit. Other positive elements 
are that the 0.5 percent benchmark adjustment is, on 
average over the period covered by the 
programmes, respected in most countries not yet at 
their MTO,  and that the projected reduction in the 
deficit is generally based on realistic 
macroeconomic forecasts. As regards concerns, the 
adjustment planned by Member States which have 
not yet reached their medium-term budgetary 
objective (but not in EDP) falls short of the 0.5 
percent adjustment in the year 2006. The benign 
economic environment with growth close or above 
potential is not being exploited to progress towards 
the MTO. In addition, there is, in some Member 
States, an unfortunate combination of a back-loaded 
fiscal adjustment with a lack of specification of 
measures underlying the (backloaded) projected 
consolidation. Finally, according to the information 
in the programmes, the 0.5 percent benchmark is, 
on average, not achieved in countries with a 
positive output gap (the same is true for countries 
with a positive change in the output gap).  

Main developments in budgetary surveillance in the 
corrective arm of the SGP.  

One year after the reform, the experience with the 
implementation of the excessive deficit procedure is 
overall positive. The following elements are particularly 
relevant.  

• The Commission reports in accordance with Treaty 
Article 104(3) adopted since the reform contained a 
comprehensive assessment of 'other relevant 
factors'. The consideration of a wide range of 
factors in the initiating step of the excessive deficit 
procedure ensured that decisions and 
recommendations reflected a comprehensive 
assessment of the budgetary developments in the 
context of the economic conditions prevailing in the 
country concerned. The specific factors put forward 
by Member States were assessed in an objective and 
balanced way by the Commission. Since the SGP 
reform, all deficits in excess of 3 percent of GDP 
have been considered excessive. In all cases, 
deficits could not be considered close to the 
reference value or the excess could not be 
considered temporary. The application of the 
provisions related to 'other relevant factors' in the 
steps leading to a decision on the existence of an 
excessive deficit has confirmed that the SGP 
remains a rules-based framework.  

• The revised SGP foresees that deadlines for the 
correction of excessive deficits should be set taking 
into account an overall and balanced assessment of 
relevant factors. Since the agreement on the revised 
SGP, recommendations in accordance with Article 
104(7) of the Treaty were issued for three EU 
Member States. In all three cases, the room for 
judgement in the excessive deficit procedure has 
been applied to set realistic deadlines for Member 
States to correct their excessive deficits, while 
ensuring that significant fiscal efforts are made. The 
Council recommendations and notices issued since 
the reform always specified the required structural 
fiscal effort, which excludes one-off and temporary 
effects on the budget balances. Finally, by 
introducing more room for economic judgement in 
the fiscal surveillance process, the SGP reform 
stimulated a constructive and transparent policy 
dialogue on the individual country cases between 
the Commission, the Council and Member States. 
This contributed to a smooth and efficient operation 
of the Pact. 

• A focus is made in the report on a change 
introduced by the reform which deserves particular 
attention and careful implementation: the 
assessment of effective action in the excessive 
deficit procedure. Provisions related to effective 
action play a central role in the revised SGP, since 
the new rules foresee the possibility of repeating 
steps in the EDP in case a Member State has acted 
in compliance with the previous recommendations 
of the Council. Simple and transparent principles 
for the implementation of the concept of effective 
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action are presented, with the view to stimulate 
discussion on this issue.  

Progress in the measurement of budgetary positions and 
policies. 

By moving the emphasis from a single indicator to a 
more reasoned analysis of the budgetary position of 
Member States, the reform of the Stability and Growth 
Pact has reinforced the need to strengthen the 
knowledge and understanding of budgetary 
developments in each Member State. In the past twelve 
months, progress was made on a number of issues 
related to the measurement of budgetary positions and 
policies.  

• The first issue concerns the identification of 
temporary influences, other than those stemming 
from the cycle, on budgetary statistics. All 
documents of the revised SGP refer to fiscal 
adjustments in cyclically-adjusted terms, net of one-
off and temporary measures. The concept of one-off 
and temporary measures was specified. Common 
features of one-off and temporary measures were 
identified and there were discussions on an open 
and indicative list of measures to be considered in 
the context of the SGP. A number of clear 
principles have been agreed for taking into account 
such measures in the context of budgetary 
surveillance, which reduce incentives to pursue 
fiscal consolidation on the basis of one-off 
measures and, in turn, stimulate the implementation 
of sound consolidation measures with a sustained 
effect on government finances. 

• Secondly, progress was made on the cyclical 
adjustment of budget deficits. Budget elasticities 
and sensitivities to the cycle were updated for the 
former EU-15 Member States and calculated for the 
first time for the new Member States. This allowed 
estimating a new set of values for minimal 
benchmarks (threshold value which ensures the 
respect of the 3 percent reference value under 
normal cyclical fluctuations) for the 25 EU Member 
States.   

Enhanced quality of budgetary statistics 

The implementation of the SGP and budgetary 
surveillance in broader terms has shown that the 
effectiveness of fiscal rules also depends on the quality 
of the underlying government finance statistics, and that 
these depend to a great extent on their governance. Over 
the last months, several developments have contributed 
to improving the quality of budgetary statistics: notably 
the reinforcement of the Eurostat powers and 
responsibility in checking the quality of fiscal data 
reported by Member States, the publication of budgetary 
statistics with an infra annual frequency, as well the 
establishment of minimum standards for the institutional 
set up of national and European statistical authorities. 

New long-term budgetary projections and improvements 
of the analysis of the long-term sustainability of public 
finances 

The revised SGP put greater emphasis on the 
sustainability of government finances. Progress was 
made in the past year in the quantification of the 
implications for government finances of population 
ageing. Long-term budgetary projections were updated 
on the basis of commonly agreed assumptions and 
methods for a wide range of budgetary items (pensions, 
health-care, long-term care, education and 
unemployment benefits). With regard to the analysis of 
public finance sustainability in the context of the 
assessment of the annual updates of stability and 
convergence programmes, some improvements were 
introduced in the latest assessment round. First, a 
decomposition of the sustainability indicators has been 
introduced, which examines whether risks to public 
finance sustainability mainly come from the short-term 
or long-term budgetary developments. Second, a new 
sensitivity test has been introduced. It shows the 
supplementary budgetary cost that arises if an 
adjustment that ensures sustainable public finances is 
made in the future rather than today. In other words, it 
illustrates the 'cost of consolidation delay'. 
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1. Codification of the agreement on the SGP 
reform 

1.1. Introduction 

On 20 March 2005, the Ecofin Council reached a 
political agreement on a revision of the Stability and 
Growth Pact. The substance of the agreement is laid 
down in a report on “Improving the implementation of 
the Stability and Growth Pact”.17 In this report, the 
Council gave consideration to enhancing the governance 
and the national ownership of the fiscal framework; to 
strengthening the economic underpinnings and the 
effectiveness of the SGP, both in its preventive and 
corrective arms; to safeguarding the sustainability of 
public finances in the long run; and to promoting 
growth. The 2005 edition of the report 'Public Finances 
in EMU' provided a detailed presentation of the main 
elements of the agreement. Table II.1 below summarises 
the main changes introduced by the reform.  

On 22 March 2005, the European Council endorsed the 
Ecofin report, stating that it updates and complements 
the Stability and Growth Pact and invited the 
Commission to bring forward proposals for amending 
the Council Regulations (EC) No 1466/97 and No 
1467/97, which underpin the SGP, in accordance with 
the Council report. The Commission adopted Proposals 
for amending the Regulations on 20 April 2005. 18 These 
Proposals were submitted to the Council and 
simultaneously to the European Parliament. The 
amending Regulations were finally adopted by the 
Council on 27 June 2005, published in the Official 

                                                 
17  The report can be downloaded at the following address: 

http://register.consilium.eu.int/pdf/en/05/st07/st07423.en05.
pdf. 

18  The Commission Proposals for the amending Regulations 
can be downloaded at the following address: 
http://europa.eu.int/comm/economy_finance/publications/sg
p_en.htm. 

Journal of the European Union on 7 July 2005.19 They 
entered into force 20 days later. 

In parallel, the Council prepared, on the basis of a 
contribution of the Commission services, a revised Code 
of Conduct including specifications on the 
implementation of the Stability and Growth Pact. This 
document includes provisions ensuring clarity and 
consistent application of the reform. This mainly 
consists in definitions of concepts, clarification of 
procedures and provisions on some elements of the 
agreement reached in the Council, in particular those 
which were not codified in the amending Regulations. 
The revised Code of Conduct also includes detailed 
updated provisions on the content and format of 
Stability and Convergence Programmes. It was endorsed 
by the Ecofin Council on 11 October 2005.20 This 
section reviews the main changes introduced to the SGP 
Regulations and to the Code of Conduct.  

                                                 
19  It can be downloaded at the following address: 

 http://europa.eu.int/eur-
lex/lex/johtml.do?uri=oj:l:2005:174:som:en:html. 

20  The full title of the document is 'Specifications on the 
implementation of the Stability and Growth Pact and 
Guidelines on the format and content of Stability and 
Convergence Programmes'.   

It can be downloaded at the following address: 
http://europa.eu.int/comm/economy_finance/about/activities
/sgp/codeofconduct_en.pdf. 
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Box II.1. Regulations 1466/97 and 1467/97 have different legal basis and followed different revision 
procedures 

Council Regulation 1466/97 and 1467/97 are based on different Treaty articles. Regulation 1466/97 is based on Article 99(5) of 
the Treaty (EC) and 1467/97 on Article 104(14). As a consequence, different procedures applied for the revision of the two 
Regulations. 

Council Regulation 1466/97 

With Article 99(5) being the relevant legal basis, changes to CR 1466/97 followed the “cooperation procedure” as laid down in 
Article 252 of the Treaty. The cooperation procedure foresees two readings in the European Parliament. The following steps were 
followed for the adoption of the amending Regulation. 

In a first step, the Commission submitted its Proposal for the amending Regulation to the Council and the European Parliament on 
20 April 2005. On 3 May, the Commission Proposal was sent to the European Central Bank (ECB) for comments. On 3 June 
2005, the European Central Bank reported that it does not see the need to express an opinion on the specific provisions of the 
revised Regulation, but endorsed the aim of improving the surveillance and coordination of economic policies so as to achieve and 
maintain medium-term objectives that ensure the sustainability of public finances. The ECB also considered that a rigorous and 
consistent implementation of the surveillance procedures would be conducive to prudent fiscal policies. 

At a first reading, on 9 June 2005, the European Parliament delivered an Opinion on the Commission proposal. The Opinion was 
prepared by the Economic and Monetary Affairs Committee. It included amendments underlying the importance of reliable fiscal 
statistics (including proposals allowing the possibility for the Commission to undertake audit missions and to compare data 
provided by Member States with those provided by the national Central Banks and the European Central Bank). The amendments 
also aimed at reinforcing the monitoring of the achievement of the medium-term budgetary objectives, and giving more emphasis 
on government debt dynamics in the assessment of Stability and Convergence Programmes.  

Then, the Council, acting by a qualified majority, adopted a Common Position, taking into account the European Parliament’s 
Opinion. The Council decided not to include provisions reflecting the amendments adopted by the European Parliament. 
However, the changes adopted by the Council with respect to the Commission Proposal went in the direction of further clarifying 
the implementation of the preventive part of the Stability and Growth Pact (SGP), and were therefore in line with the overall 
thrust of the amendments tabled by the European Parliament. The changes envisaged by Parliament concerning the statistical field 
have been considered by the Council in the finalisation of the legal acts more directly linked to public finance statistics. 

On 17 June 2005, the Commission issued a Communication on the Common Position prepared by the Council. The Commission 
considered that the Common Position of the Council included all the essential elements of its original proposal and reflected an 
overall balanced compromise. It could therefore accept all the changes made by the Council to its Proposal. On 23 June, the 
European Parliament adopted a resolution approving the Council’s Common Position. The amending Regulation was finally 
adopted by the Council on 27 June 2005, published in the Official Journal of the European Union on 7 July 2005, and entered into 
force 20 days later. All official documents concerning the adoption of Regulation 1055/05 amending Regulation 1466/97 can be 
found at the following web address: http://www.europarl.eu.int/oeil/file.jsp?id=5245412. 

Council Regulation 1467/97 

Legislative changes to Council Regulation 1467/97 were submitted to the so-called 'consultation procedure'. Only one reading by 
the European Parliament is foreseen in this procedure. 

In a first step, the Commission submitted its Proposal to the Council, which consulted the European Parliament and the ECB. On 
3 June 2005, the ECB issued a report stating that it did not see a need to express an opinion on the specific provisions of the 
proposed regulation. In its report, the ECB reiterated that the EDP needs to be both credible and effective as a safeguard against 
unsustainable public finances, maintaining a strict time frame. Against this background, the ECB favoured an amendment that is 
as limited as possible of Council Regulation 1467/97/EC. 

On 9 June 2005, the European Parliament adopted a resolution on the amending Regulation. It notably considered that there 
should be a clear, agreed list of which factors might be judged relevant in assessing deficits, and that the maximum deadline for 
correction of an excessive deficit should not exceed three years after its occurrence. The Parliament also considered that the 
Commission and the Council, when assessing and deciding upon the existence of an excessive deficit, should compare the figures 
submitted to the Commission by the Member States with the reports submitted by the national central banks to the ECB. The 
European Parliament also considered that it should be informed regularly about the existence of an excessive deficit and the 
monitoring process. 

The amending Regulation was adopted by the Council on 27 June 2005, published in the Official Journal of the European Union 
on 7 July 2005, and entered into force on 27 July 2005. All official documents concerning the adoption of the Regulation 1056/05 
amending Regulation 1467/97 can be found at the following web address:  http://www.europarl.eu.int/oeil/file.jsp?id=5245392. 

http://www.europarl.eu.int/oeil/file.jsp?id=5245412
http://www.europarl.eu.int/oeil/file.jsp?id=5245392
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1.1.1. The legislative changes to the SGP 

One month after the Council agreement on the SGP 
reform, the Commission adopted legislative proposals 
for an amendment of Council Regulations 1466/97 and 
1467/97 which underpin the SGP. In line with the 
preference expressed by the Council, the Commission 
proposed to limit the legislative changes to a minimum, 
while ensuring consistency and clarity of the legal 
provisions.  

The Commission also decided to seize the opportunity 
created by the SGP reform to propose some additional 
amendments of a technical nature in order to smooth the 
process of the examination of Stability and Convergence 
Programmes and the application of the excessive deficit 
procedure. These changes essentially reflect a 
codification of existing practices.21 Overall, the 
amendments proposed by the Commission were limited 
in size and scope and reflected the compromise 
agreement reached in the Council. 

In the weeks following the adoption by the Commission 
of draft amending Regulations, the European Parliament 
and the Council discussed and amended the legislative 
proposals (the main steps of the adoption process are 
described in Box II.1). The final versions of the 
amending Regulations adopted by the Council include 
all the essential elements of the Commission Proposal 
and reflect an overall balanced compromise. The main 
changes introduced to the legislative framework of the 
SGP are described below.  

Legislative changes concerning the preventive arm of 
the SGP 

The following changes were introduced in Regulation 
1466/97 on the strengthening of the surveillance of 
budgetary positions and the surveillance and 
coordination of economic policies: 

i. Principles for the definition and revision of country-
specific medium-term budgetary objectives. The 
agreement on the SGP reform foresees that medium-
term budgetary objectives (MTOs) should be 
differentiated across countries. This principle was 
introduced in Article 2a of the amended Council 
Regulation 1466/97. This Article specifies that 
medium-term budgetary objectives may diverge 

                                                 
21  For instance, in its proposal to amend Council Regulation 

1466/97 on the strengthening of the surveillance budgetary 
positions and the surveillance and coordination of economic 
policies, the Commission proposed to extend the deadline 
for the Council assessment of the Stability and Convergence 
Programmes, previously of two months after their 
submission, to three months. In its proposal to amend 
Council Regulation 1467/97 on speeding up and clarifying 
the implementation of the excessive deficit procedure, the 
Commission proposed to clarify the concept of abeyance in 
the excessive deficit procedure. 

from the requirement of a close-to-balance or in 
surplus position. It also says that MTOs should 
provide a safety margin with respect to the 3 percent 
of GDP reference value, ensure rapid progress 
towards sustainability and allow room for budgetary 
manoeuvre. The same Article of the Regulation 
specifies that medium-term budgetary objectives can 
be revised when a major structural reform is 
implemented and in any case every four years. 

ii. The range for the MTOs of euro area and ERM II 
Member States. The Council decided to insert legal 
provisions stating that, for euro-area and ERM II 
Member States, the country-specific MTOs should 
be specified between –1 percent of GDP and balance 
or surplus, in cyclically adjusted terms, net of one-
off and other temporary measures.   

iii. 0.5 percent of GDP benchmark adjustment for euro-
area and ERM II Member States. The obligation for 
Member States of the euro area and participating to 
ERM II which have not achieved their MTO to 
pursue an annual improvement of their structural 
balance (cyclically-adjusted balance net of one-off 
and temporary measures) by 0.5 percent of GDP as a 
benchmark was introduced in the Articles 5 and 9 of 
amended Regulation 1466/97. 

iv. Larger efforts in good times. Articles 5 and 9 of the 
amended Regulation specify that the Council, when 
assessing the adjustment path towards the MTO, 
should take into account whether a higher adjustment 
effort is made in economic good times, whereas the 
effort may be more limited in economic bad times. 

v. Content of Stability and Convergence Programmes. 
Article 3 of the revised Regulation foresees that 
Stability and Convergence Programmes should 
present a detailed and quantitative assessment of the 
budgetary and other economic policy measures being 
taken and/or proposed to achieve the objectives of 
the programme, comprising a detailed cost-benefit 
analysis of major structural reforms which have 
direct long-term cost-saving effects, including by 
raising potential growth. 

vi. Provisions on structural reforms. The SGP reform 
foresees that structural reforms should be taken into 
account when defining the adjustment path towards 
the medium-term budgetary objective. Articles 5 and 
9 of the Regulation specify the conditions under 
which the implementation of structural reforms could 
allow a temporary deviation from the adjustment 
path towards the medium-term budgetary objective 
or from this objective.  

vii. The specific role of pension reforms introducing a 
multi-pillar system that includes a mandatory, fully 
funded pillar. The Council introduced provisions 
specifying that Member States implementing such 
reforms should be allowed to deviate from the 
adjustment path to their medium-term budgetary 
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objective or from the objective itself, with the 
deviation reflecting the net cost of the reform to the 
publicly managed pillar, under the condition that the 
deviation remains temporary and that an appropriate 
safety margin with respect to the deficit reference 
value is preserved.  

Legislative changes concerning the corrective arm of 
the SGP 

The following changes were introduced in Regulation 
1467/97 on speeding up and clarifying the 
implementation of the excessive deficit procedure: 

i. Definition of a ‘severe economic downturn’ in the 
EDP. Regulation 1467/97 was amended to reflect the 
change of the definition of a 'severe economic 
downturn' in the excessive deficit procedure.22 In the 
revised SGP, an economic downturn may be 
considered 'severe' in case of a negative growth rate 
or accumulated loss of output during a protracted 
period of very low growth relative to potential 
growth. 

ii. Specification of the nature of ‘other relevant factors’ 
in the EDP. When reforming the SGP, the Council 
specified the nature of the 'other relevant factors' 
mentioned in Article 104(3) of the Treaty. These 
factors should be taken into account in the 
Commission reports in accordance with this Treaty 
Article and which launch the excessive deficit 
procedure. Article 2(3) of amended Regulation 
1467/97 provides the list of ‘other relevant factors’ 
to be considered. The same article creates the 
possibility for a Member State to put forward to the 
Commission and the Council any factor that it 
considers relevant.  

iii. Role of 'other relevant factors' in the EDP. Article 
2(4) of the amended Regulation specifies that only if 
the general government deficit remains close to the 
reference value and its excess over the reference 
value is temporary, other relevant factors should be 
taken into account in the steps leading to the decision 
on the existence of an excessive deficit. Article 2(6) 
specifies that other relevant factors should be taken 
into account in the subsequent procedural steps of 
Article 104 of the Treaty, with the exception of 

                                                 
22  According to Article 104 (2a) of the Treaty (and the 

Protocol on the Excessive Deficit Procedure) a government 
deficit above 3 percent of GDP is considered to be 
excessive unless the excess over the 3 percent is only 
exceptional and temporary and the government deficit ratio 
remains close to the reference value. The Council 
Regulation 1467/97 specifies in Art. 2 that the excess over 
3 percent can be considered exceptional if it results (a) 
from an unusual event outside the control of the Member 
State (e.g. a natural disaster) or (b) from a severe economic 
downturn. In the original version of the regulation, a 
'severe economic downturn' was defined as an annual fall 
of real GDP of at least 2 percent (Article 2(2)). 

decisions under Article 104 (12) of the Treaty on the 
abrogation of the excessive deficit procedure. In 
particular, other relevant factors are taken into 
account when setting the deadlines for the correction 
of the excessive deficit in the context of Council 
recommendations and notices in accordance with 
Articles 104(7) and 104(9) of the Treaty. 

iv. Systemic pension reforms. The Council introduced 
legal provisions concerning the special treatment of 
systemic pension reforms in the excessive deficit 
procedure. Article 2(5) of amended Regulation 
1467/97 specifies that the Commission and the 
Council should give due consideration to the 
implementation of pension reforms introducing a 
multi-pillar system that includes a mandatory, fully 
funded pillar in all budgetary assessments in the 
framework of the excessive deficit procedure. Article 
2(7) specifies that, in case the deficit exceeds the 
reference value, while remaining close to it, and 
where this excess reflects the implementation of such 
a pension reform, the Commission and the Council 
should also consider the cost of the reform to the 
publicly managed pillar when assessing budgetary 
developments (see box 2 below for details on this 
issue).  

v. Extension of deadlines for taking action in the 
context of the EDP. With a view to allowing for an 
appropriate assessment of all aspects, the SGP 
reform extended delays for the adoption of decisions 
and recommendations under the excessive deficit 
procedure, and for Member States to take effective 
action following Council recommendations and 
notices (see Table II.1). As a result, the overall 
maximum period of 10 months within which the 
Council is obliged to take a decision to impose 
sanctions in case a Member State participating to the 
euro area fails to comply with the successive 
decisions of the Council was effectively expanded to 
16 months. These changes are codified in various 
Articles of amended Regulation 1467/97. 

vi. Allowing repetition of steps in the EDP. A major 
innovation introduced by the 2005 SGP reform is 
that, in case an unexpected adverse economic event 
with a considerable negative impact on the budget 
hits a country in the course of correcting its 
excessive deficit, the deadline for the correction of 
the excessive deficit initially set by the Council 
following Art. 104(7) or Art. 107(9) can be revised 
and extended. A repetition of these steps can only be 
invoked under the provision that effective action has 
been taken by the country concerned in compliance 
with the initial recommendation (104(7)) or notice 
(104(9)). Provisions allowing repetition of steps in 
the EDP are inserted in Articles 3(5) and 5(2) of the 
Regulation.  
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Table II.1. Main changes to the Stability and Growth Pact following the Council agreement of 20 March 2005  
 original  revised 
1. Changes in the preventive arm 
Medium-term objective (MTO) All Member States (MS) have a medium-term budgetary objective (MTO) of ‘close-

to-balance-or-in-surplus’. 
• Country-specific differentiation of MTOs according to debt and potential growth. Implicit liabilities to be taken into account at a later stage, when modalities for doing so 

are agreed by the Council.. 
• MTOs for euro area and ERM II MS are set between -1% of GDP and balance or surplus (in cyclically-adjusted terms and net of one-offs). 

Adjustment path towards the 
MTO 

No specific provisions. • MS to take active steps to achieve the MTO. Annual minimum adjustment for MS of the euro zone or of ERM-II of 0.5% of GDP. 
• The effort should be higher in ‘good times’, and may be more limited in 'bad times'. 

Early policy advice Early Warnings addressed by the Council, upon recommendation of the 
Commission. 

In addition, the Commission can issue direct ‘early policy advice’ to encourage MS to stick to their adjustment path.  To be replaced by ‘early warnings’ in accordance with the 
Constitution once applicable. 

Increasing the focus on debt 
and sustainability 

No specific provisions. • The debt criterion, and in particular the concept of a debt ratio ‘sufficiently diminishing and approaching the reference value at a satisfactory pace’ will be applied in 
qualitative terms. 

Structural reforms 
 
 

No specific provisions. Reforms will be taken into account when defining the adjustment path to the MTO and may allow a temporary deviation from it under the following conditions:  
• Only major reforms (direct / indirect impact on sustainability); 
• Safety margin to the 3% reference value is guaranteed; 
• The deficit returns to the MTO within the programme period; 
• Detailed information is provided in the Stability/Convergence Programmes. 

2. Changes in the corrective arm 

Report under Article 104(3) No obligation for the Commission to prepare a report if a deficit exceeds 3%. • The Commission will always prepare a report in case there is a deficit above 3%. The report will examine whether the exceptions in Article 104(2) apply and take into 
account whether the deficit exceeds government investment expenditure and all ‘other relevant factors’ (which are precisely defined). 

Severe economic downturn 
 

‘Severe economic downturn’ if fall of real GDP of at least 2% for the preparation of 
report under Art. 104(3), and in decisions under 104(6) by the Council, if 
observations by the Member State concerned show that the downturn is exceptional 
in light of evidence of the abruptness of the downturn and the accumulated loss of 
output with respect to past trends. The MS commit not to invoke the severe 
economic downturn when growth is above -0.75%. 

An economic downturn may be considered ‘severe’ in case of a negative growth rate or accumulated loss of output during a protracted period of very low growth relative to 
potential growth. 

‘Other relevant factors’ (ORF) 
 

No specific definition of ‘ORF’ and their role in the excessive deficit procedure. • The Commission report under Art. 104(3) will take into account:  
− Developments in the medium-term economic position (potential growth, cyclical conditions, implementation of policies); 
− Developments in the medium-term budgetary position (public investment, quality of public finances, consolidation in ‘good times’, sustainability); 
− Any other factors, which in the opinion of the MS, are relevant in order to assess the excess over the reference value. 

• ‘ORF’ will be considered in the steps from Article 104 (4) to (6)) only if the excess over the reference value is temporary and the deficit remains close to the reference 
value. Any deficit above 3% that is neither close to the reference value nor temporary will be considered excessive. 

• If the Council has decided that an excessive deficit exists, the ORF will also be considered in the subsequent procedural steps of Article 104 (except in Article 104(12), i.e. 
abrogation, and when deciding to repeat steps in the EDP). 

Systemic pension reforms No specific provisions. • These are treated like an ‘ORF’, but under strict conditions also with a role in abrogation.  
• Consideration to the net cost of the reform will be given regressively for the initial five years after a MS has introduced the reform (or five years after 2004). 

Extending deadlines for taking 
effective action and measures 

 Deadlines are extended:  
• for a decision under 104(6) – from 3 to 4 months after notification; 
• for taking effective action following 104(7) - from 4 to 6 months; 
• for moving to 104(9) – from 1 to 2 months; 
• for taking action following a notice under 104(9) – from 2 to 4 months. 

Minimum structural effort No specific provision. Countries in excessive deficit are required to achieve a annual structural effort of at least 0.5 % of GDP as a benchmark. 
Initial deadline for correcting 
the excessive deficit  

The excessive deficit has to be corrected in the year following its identification, 
unless there are ‘special circumstances’. 

The rule remains; possible extension by one year based on ‘ORF’ and on the condition that minimum fiscal efforts have been taken. 

Repetition of steps in the EDP  
 

Not foreseen.  Deadlines for correcting the excessive deficit can be extended if:  
• effective action has been taken by the MS concerned in compliance with the initial recommendation or notice, and  
• unexpected adverse economic events with major unfavourable budgetary effects occur during the correction phase. 

Source: Commission services 
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vii. 0.5% of GDP structural adjustment. The amended 
Regulation 1467/97 specifies that the Council should 
always recommend an annual structural adjustment 
of at least 0.5 percent of GDP as a benchmark to 
ensure the correction of the excessive deficit. 

What was not codified in the Regulations 

The agreement on the SGP reform contains a number of 
complementary elements designed to improve fiscal and 
statistical governance, both at the level of the EU and in 
Member States. These aspects were not subject of any 
amendments in the two regulations considered in this 
section. However, as stated by the European Council on 
22 March 2005, the 2005 Ecofin report is an integral 
part of the Stability and Growth Pact. This report 
contains a number of elements designed to increase the 
ownership of the SGP provision, clarify the respective 
roles and responsibilities of the various actors involved 
as well as measures to improve the quality and 
timeliness of statistical data, both at the national and the 
EU level. It also states that, in order to solidly re-
establish the credibility of the SGP and to strengthen the 
enforcement of budgetary discipline, it is important that 
complementary measures are taken at national level to 
enhance the institutional settings for fiscal and statistical 
governance. The choice of the topics of the analytical 
chapters of the present report, which provide evidence of 
the influence of national fiscal rules and institutions on 
budgetary outcomes, should be seen in the context of the 
follow-up to the 2005 SGP reform.  

1.1.2. The revised Code of Conduct 

In the weeks following the 20 March 2005 Council 
agreement on the SGP reform, the Commission services 
prepared a contribution for a revised Code of Conduct 
for the implementation of the Stability and Growth Pact, 
which would substitute and extend the scope of the 
previous Code of Conduct. The final version of this 
document was endorsed by the Council on 11 October 
2005, following discussions with the Member States.  

At this occasion, the Council confirmed that "the 
Stability and Growth Pact is an essential part of the 
macroeconomic framework of the Economic and 
Monetary Union". The Council also considered that "the 
revised Code of Conduct contains the guidelines for a 
consistent and even-handed implementation of the 
Stability and Growth Pact and for the content and 
format of the stability and convergence programmes". 

The revised Code of Conduct includes provisions on two 
types of issues: 

a) Provisions ensuring clarity and consistent 
application of the reform. This mainly consists in 
definitions of concepts, clarification of procedures 
and provisions on some elements of the agreement 
reached in the Council, in particular those which 
were not codified in the amending Regulations. 

b) An update of the existing provisions on the content 
and format of Stability and Convergence 
Programmes. This is a code of good practice and 
checklist to be used by Member States in preparing 
stability or convergence programmes. Compared to 
the existing Code of Conduct, a number of 
additional data requirements were included.  

Provisions ensuring clarity and consistent application 
of the SGP reform 

Compared to the Council report of 20 March 2005 and 
the amending Regulations, the revised Code of Conduct 
brings in a number of specifications and clarifications of 
the provisions inserted in Regulations. In particular, it 
brings important new elements on the following aspects:  

i. Specification of concepts and methods. The Code of 
Conduct specifies that the reference method for the 
estimation of potential output is the one adopted by 
the Council on 12 July 2002. Assessments of the 
cyclical developments, as well as those of the 
underlying fiscal position and efforts in the context 
of the Stability and Growth Pact, should be based on 
this method.  

ii. The procedure for setting the country-specific 
medium-term objectives. A consistent differentiation 
of MTOs across countries can only be achieved if 
precise modalities for setting the MTOs are 
discussed in the context of a common procedure. To 
this aim, the Code of Conduct specifies that the 
presentation by each Member State of its MTO in the 
Stability or Convergence Programme should follow a 
discussion in the Economic and Financial 
Committee. In their assessment and opinion on the 
programmes, the Commission and the Council would 
assess whether the MTOs presented by Member 
States are appropriate.  

iii. Definition of economic good times. The Code of 
Conduct specifies the definition of good times. It 
states that economic ‘good times’ should be 
identified as periods where output exceeds its 
potential level, taking into account tax elasticities. It 
specifies that the change in the output gap will also 
play a role in the identification of good times, 
especially when the output gap is estimated to be 
close to zero. Finally, the Code specifies that the 
identification of periods of economic ‘good times’ 
should be made after an overall economic 
assessment. 

iv. Deviations from the adjustment path towards the 
MTO or from the MTO itself only for adopted 
structural reforms. The Code clarifies the conditions 
under which the implementation of a structural 
reform may lead to a temporary deviation from the 
adjustment path towards the MTO or from the MTO 
itself. It notably specifies that only adopted reforms 
should be considered when assessing whether a 
structural reform can allow a deviation from the 
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MTO or the adjustment path toward it. It also states 
that, in case a deviation is allowed, this should be 
mentioned in the Council Opinion on the Stability or 
Convergence Programme. 

v. Specifications for the preparation of a Commission 
report under Article 104 (3). The revised Code of 
Conduct specifies that the indicator for assessing an 
‘accumulated loss of output’ in the excessive deficit 
procedure is the output gap. It also specifies that 
Member States should put forward to the Council 
and the Commission specific “other relevant factors” 
(as a rule) within one month of the reporting dates 
established in Article 4 (2) and (3) of Regulation 
(EC) No 3605/93. 

vi. Clarifying the conditions for a repetition of steps in 
the EDP. The Code of Conduct contains clear 
provisions on the conditions for a repetition of steps 
in the EDP. In particular, it states that a decision to 
repeat a recommendation or notice has to be taken 
before taking into account the other relevant factors. 
This decision should then be based on the assessment 
of whether the Member State concerned has taken 
effective action in response to the previous Council 
recommendation and whether adverse economic 
circumstances occurred with a significant impact on 
the budget. 

vii. Clarification of the concept of effective action in the 
excessive deficit procedure. The Code specifies that, 
when assessing effective action, account should be 
taken of whether the Member State concerned has 
achieved the annual improvement of its cyclically 
adjusted balance, net of one-off and other temporary 
measures, initially recommended by the Council. In 
case the observed adjustment proves to be lower than 
recommended, a careful analysis of the reasons for 
the shortfall would be made. 

Provisions related to the content and format of 
Stability and Convergence Programmes 

The revised Code of Conduct contains the following 
elements compared to the initial Code of Conduct: 

i. Status of the programme and of the measures. 
Member States should mention the status of their 
Stability or Convergence Programme in the context 
of national procedures, notably with respect to the 
national Parliament. The programme should also 
indicate whether the Council Opinion on the 
previous programme has been presented to the 
national Parliament. 

ii. Specification of structural reforms and information 
on national fiscal rules. The Code specifies that 
Member States should provide information on the 
measures and the structural reforms implemented 
(detailed quantitative cost-benefit analysis of the 
short-term costs and of the long-term benefits of the 
reforms, analysis of the projected impact of the 

reforms on economic growth, used methodology) 
and on the national budgetary rules in force.  

iii. Assessment of the sustainability of government 
finances. The revised Code of Conduct specifies that 
the basis for the assessment of sustainability of 
government finances should be the common 
projections endorsed by the Working Group on 
Ageing attached to the Economic Policy Committee. 

Provisions related to the data requirements of 
Stability and Convergence Programmes 

Stability and Convergence Programmes should contain 
all the necessary data to assess recent economic and 
fiscal developments, medium-term budgetary strategies 
and targets, deviations from previous commitments and 
long-term sustainability projections. By placing 
emphasis on an overall assessment of Member States’ 
public finances, the reformed Stability and Growth Pact 
necessitates a wider set of economic indicators than its 
previous version. This has been reflected in an extension 
of actual data – that is, statistics for the recent past – 
projections and targets, which according to the revised 
Code of Conduct, should be provided by Member States 
in their programmes.  

Although the Stability and Convergence Programmes 
are a national responsibility and budgetary practices 
differ across countries, the Code of Conduct sets out the 
essential data to be provided. The transmission of 
complete and harmonised tables facilitates their 
examination by the EU institutions and their scrutiny by 
the public. Thus, the stability and convergence 
programmes should include detailed tables dealing with 
macroeconomic prospects (Table 1a in Annex 2 of the 
revised Code of Conduct), price developments (1b), 
labour market (1c), government revenue, expenditure 
and balances (2), debt developments including 
information of its main drivers (4), cyclical 
developments including potential growth, output gap 
and cyclically adjusted balances (5), and differences in 
the main variables as compared to the previous 
programme (6). To permit a fuller understanding of the 
path of government balance, information should also be 
provided on one-off and temporary measures.  

Member States are also invited to provide data on (1d) 
sectoral balances for the private sector and for the 
external sector, to ensure internal consistency of the 
medium-term projections and make more explicit the 
link between budgetary consolidation and the correction 
of any external disequilibrium that may exist. Moreover, 
Member States should also transmit to the Council and 
the Commission their external assumptions for their 
medium-term forecasts, such as interest and exchange 
rates, World and EU economic growth and oil prices 
(table 8). Member States are required to provide actual 
data for year t–1 and yearly projections until at least 
year t+3. 
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Box II.2.  The treatment of systemic pension reforms in the excessive deficit procedure  

In the revised SGP, the assessment of budgetary developments in the EDP should take into account the budgetary impact 
of the implementation of systemic pension reforms. Article 2(5) of amended Regulation (EC) N° 1467/97 stipulates that "the 
Commission and the Council, in all budgetary assessments in the framework of the excessive deficit procedure, shall give due 
consideration to the implementation of pension reforms introducing a multi-pillar system that includes a mandatory, fully-funded 
pillar". Article 2 (7) states that "in the case of Member States where the deficit exceeds the reference value, while remaining close 
to it, and where this excess reflects the implementation of a pension reform introducing a multi-pillar system that includes a 
mandatory, fully-funded pillar, the Commission and the Council shall also consider the cost of the reform to the publicly managed 
pillar when assessing developments in EDP deficit figures".  

These provisions imply that, when considering whether a deficit above 3% of GDP is excessive, the net cost of pension 
reforms should be considered only if the government deficit is close to the reference value. In case of a deficit above 3% of 
GDP but not close to it, the provisions of Article 2(7) do not apply, even if the excess of the deficit over the Treaty reference value 
was due to the pension reform costs.  

The SGP refers to costs of reforms which establish a mandatory fully-funded pension pillar. The Code of Conduct specifies 
that the cost of the reform to the publicly managed pillar stems from the fact that revenue, which used to be recorded as 
government revenue, is diverted to a pension fund, which is fully funded and classified in a sector other than general government, 
and that some pensions and other social benefits, which used to be government expenditure, will be, after the reform, paid by the 
pension scheme. The introduction of a new pension pillar only creates a direct short-term cost for the government if the new 
pension schemes are classified outside government, for example because they have a defined-contribution nature. 

Consideration should be given to the net cost of the reform on a linear degressive basis for a transitory period of five 
years. The Code of Conduct specifies that "consideration to the net cost of the reform will be given for the initial five years after a 
Member State has introduced a fully-funded system, or five years after 2004 for Member States that have already introduced such 
a system. Furthermore, it will also be regressive, i.e. during a period of five years, consideration will be given to 100, 80, 60, 40 
and 20 percent of the net cost of the reform to the publicly managed pillar. The net cost of the reform is measured as its direct 
impact on the general government deficit." The adjustments to the deficit ratios to reflect the pension reform costs should be done 
in the context of the economic analysis underlying the implementation the excessive deficit procedure.  

The application of the degressive scale requires two basic pieces of information: the initial year of the reform and the 
yearly costs of the reform. The impact of the reform starts in the year social contributions and other revenue start being diverted 
from government to the new pension scheme (this is not necessarily the year the reform was formally adopted). Moreover, 
according to the Code of Conduct, for the Member States that have already implemented reforms, the degressive scale is applied 
for five years starting in 2005. The cost of the reform is made up of three elements (a) the social contributions or other revenue 
collected by the new pension scheme which otherwise would be collected by government; (b) the interest expenditure that the 
government has to bear since the diversion of revenue to the new pension scheme leads to a higher deficit and an accumulation of 
debt, less (c) the pensions paid by the new pension scheme which otherwise would be paid by the government. The cost of the 
reform can be directly estimated by the difference between (i) the government deficit as compiled according to ESA95 rules and 
(ii) an alternative government deficit compiled as if the new pension scheme remained classified in the government sector*.  

The following table shows a numerical example. Line 1 shows the government deficit, compiled according to ESA95. In this 
example, the government deficit increases in 2005 because of the pension reform cost. Line 2 shows the government deficit if the 
new pension scheme was classified as government. Line 3 is the short-term cost of the pension reform for the government. It is 
approximated in this example by (1) – (2). Line 4 shows the degressive linear scale, from 100% to 20% during the first five years 
of the reform. The example assumes that the reform entails a cost for government from 2005 on. Line 5 shows the pension cost to 
be specifically considered by the Council and the Commission (i.e.(3)×(4)). No data are shown for 2005 and 2006, as the 
government deficit (1) for those years cannot be considered close to the Treaty reference value. Line 6 shows the government 
deficit adjusted by the pension reform cost to be considered in application of the SGP provision on pensions ((1) – (5)). 

(% of GDP, except line 4) 2004 2005 2006 2007 2008 2009 2010
(1) Government deficit 3,8 4,4 4,2 3,1 2,7 2,5 2,4
(2) Alternative deficit, calculated as if  the new  pension scheme 
remained classif ied in the government sector 3,8 3,4 3,2 2,1 1,7 1,5 1,4
(3) Cost 0,0 1,0 1,0 1,0 1,0 1,0 1,0
(4) Degressive scale 0,0 1,0 0,8 0,6 0,4 0,2 0,0
(5) Cost to be considered - - - 0,6 0,4 0,2 -
(6) Adjusted government deficit to be considered in EDP 3,8 4,4 4,2 2,5 2,3 2,3 2,4

Numerical example on the implementation of the SGP provision on the net cost of pension reforms

 
*: This estimate assumes that the debt issued by the government because of the pension reform equals the accumulation of assets by the pension scheme, and that the 
interest paid by the government because of this higher debt is similar to the income of the pension scheme assets. 

In several of these tables, data requirements are 
somewhat more detailed than they were in the previous 
Code of Conduct and a few variables, the transmission 

of which was optional, have now become mandatory. A 
case in point is the detailed government expenditure and 
revenue account, which has now become fully 
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mandatory, while in the past only total revenue and 
expenditure, interest and balances were so. Besides 
detailed data on a central scenario, Member States 
should also provide information on alternative 
macroeconomic scenarios, specifying in particular how 
changes in economic activity and monetary conditions 
may affect the main budgetary targets. Moreover, 
Member States are also encouraged to provide data on 
government expenditure broken into the ten categories 
of the classification of government expenditure by 
function (COFOG) for the latest available year and for 
the end of the horizon covered by the programme (Table 
3).  

Last but not least, the revised Code of Conduct has also 
extended the number of variables to be provided in 
relation to the long-term sustainability of public finances 
(Table 7). These data, which should be projected until 
2050, cover the government expenditure categories 
which are most affected by demographic changes, that 
is, old-age pensions, health care, long-term care for the 
elderly and education, as well as the assets set aside to 
cater for the ageing-related increase in expenditure. The 
latter should be consistent with the common long-term 
projections prepared by the Commission and the Ageing 
Working Group (AWG) attached to the Economic 
Policy Committee. 
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2. Making the revised Stability and Growth Pact 
operational – the preventive arm

2.1. Introduction 

The reform of the SGP introduced some new and revised 
concepts, definitions and principles which leave room 
for judgement. In order to ensure a coherent and 
consistent application of the rules, the Commission and 
the Member States have further specified and clarified 
certain essential elements of the revised SGP. Work is 
still ongoing on some issues. This section reviews these 
specifications and the implementation of the new 
principles in the preventive arm of the SGP.  

A first issue covered in this section concerns the 
methodology for setting the country-specific medium-
term budgetary objectives. One of the most important 
changes introduced by the reform is that countries are no 
longer required to aim for the uniform position of ‘close-
to-balance or in surplus’ in the medium term. Rather, 
medium-term objectives are set taking into account 
country-specific economic and budgetary circumstances, 
notably those related to the sustainability of government 
finances. This raises a number of methodological 
questions. Some of them, concerning the application of 
the principles for setting the MTOs in the short-term, 
were addressed by the Commission and the Member 
States in the context of discussions in the Economic and 
Financial Committee. Other issues related to the relation 
between sustainability considerations and the country-
specific MTOs require, require further technical work.  

A second issue is related to the adjustment path towards 
the medium-term budgetary objectives. In light of the 
experience of recurrent failures to stick to the medium-
term targets under the preventive arm of the SGP, clear 
provisions on the adjustment path towards the MTOs 
were agreed. In particular, it was agreed that Member 
States would take active steps to reach the MTO and 
make larger structural efforts in good times. Under 
certain conditions, Member States implementing 
structural reforms may deviate temporarily from the 

MTO or the adjustment path towards it. A number of 
specifications were agreed concerning the definition of 
the adjustment path towards the MTO. This section also 
provides the Commission assessment of whether 
medium-term budgetary projections presented by 
Member States in their programmes were in line with 
the agreed principles. 

2.2. Setting the medium-term budgetary 
objectives 

In the original SGP, all Member States had to pursue the 
attainment of a budgetary position close-to-balance or in 
surplus in the medium-term. The revised SGP has 
changed this and foresees that medium-term budgetary 
objectives (MTO) may diverge from close-to-balance or 
in surplus and are differentiated to take into account 
differences in Member States economic fundamentals 
and risks to budgetary sustainability.  

The revised SGP specifies that MTOs pursue a triple 
aim:  

• provide a safety margin with respect to the 3 
percent deficit limit;  

• ensure rapid progress towards sustainability; and  

• taking the first two objectives into account, allow 
room for budgetary manoeuvre, in particular taking 
into account the needs for public investment.  

Additional provisions were agreed for euro-area and 
ERM II Member States: for these countries, the country-
specific MTOs are specified within a defined range 
between –1 percent of GDP and balance or surplus, in 
cyclically-adjusted terms, net of one-off and temporary 
measures. 

The Council considered that making the second aim 
mentioned above (related to the need to ensure rapid 



 

 84 

progress towards sustainability) fully operational 
requires further work. The Council Report of 20 March 
2005 therefore says that, in a transitory phase until 
criteria and modalities for taking into account implicit 
liabilities are appropriately established, MTOs are 
differentiated on the basis of the debt ratio and potential 
growth, while preserving sufficient margin below the 
reference value of -3 percent of GDP. A new method for 
setting country-specific MTOs will be discussed once 
there will be agreement on how to take into account 
implicit liabilities (related to increasing expenditures in 
the light of ageing populations) in the definition of the 
medium-term budgetary objectives. By the end of 2006, 
the Commission will report on the progress achieved on 
this issue. 

2.2.1. Country-specific MTOs in the current 
phase 

In the 2005 updates of the Stability and Convergence 
Programmes, each Member States has, for the first time, 
presented its own medium-term budgetary objective. As 
foreseen by the revised SGP, this followed a 
methodological discussion with the Member States in 
order to ensure a consistent application of the agreed 
criteria for differentiation of the MTOs. This section 
summarises the specifications of the principles agreed 
with the Member States for the definition of country-
specific MTOs before implicit liabilities are taken into 
account. It also provides an assessment of whether the 
MTOs presented by Member States in their Stability and 
Convergence Programmes were set in accordance with 
the agreed principles.  

Setting MTOs on the basis of debt, growth and a 
safety margin 

The following variables had to be taken into account by 
the Member States when presenting their country-
specific MTOs: 

i. The government debt ratio. The revised SGP 
specifies that the current general government debt 
ratio is the relevant variable. When the 2005 updates 
of Stability and Convergence Programmes were 
prepared by the Member States, the latest official 
estimates of the gross debt ratio in the 25 Member 
States were those of 2004. 

ii. Potential growth. The Code of Conduct stipulates 
that, for the purpose of the definition of the country-
specific MTOs, “potential growth should be assessed 
in a long-term perspective on the basis of the 
projections produced by the Working Group on 
Ageing attached to the Economic Policy Committee”, 
which are made on the basis of common and agreed 
assumptions. In order to make sure that country-
specific MTOs are based on up-to-date information, 
the Commission and the Working Group on Ageing 
of the EPC updated growth estimates for the period 
2005-2050 for all 25 Member States. 

iii. A measure of a safety margin with respect to the 
reference value of 3 percent of GDP. Country-
specific MTOs cannot be set at a level which does 
not ensure a sufficient safety margin against 
breaching the 3 percent ceiling. The Code of 
Conduct stipulates that such a safety margin is 
assessed for each Member State taking into account 
past output volatility and the budgetary sensitivity to 
output fluctuations. The MTO therefore cannot be set 
at a level which is below the so-called 'minimum 
benchmark' (see section 4.3.2 for a definition of the 
concept and calculation on this indicator). Minimum 
benchmarks estimates were updated by the 
Commission for the EU-15 Member States and 
calculated (for the first time) for the ten recently 
acceded Member States in the autumn 2005. 

Table II.2 summarises the data available when Member 
States had to present their country-specific MTO. 

An emphasis on current debt  

To ensure a consistent application of the principles 
established by the Council for setting the country-
specific MTOs, some clarification was necessary on 
how to combine the information on debt, potential 
growth and minimal benchmarks.  

One option for ensuring a consistent use of the agreed 
criteria for setting the country-specific MTOs would 
have been to define an ad hoc algorithm or function 
which, applied to the current debt ratio, minimal 
benchmarks and future potential growth, would allow 
deriving MTOs for all EU Member States. Such an 
approach would have had the advantage to take into 
account debt and potential growth consistently for all 
Member States. Instead, and considering that such a 
mechanistic approach would not have allowed for a 
sufficient room for economic judgement and leeway for 
Member States to set their own medium-term budgetary 
objectives, Member States considered preferable to stick 
to the simple and transparent principles included in the 
Council report of 20 March 2005.  

A relevant specification agreed with Member States 
concerns the hierarchy between the criteria taken into 
account for the definition of the country-specific MTOs. 
While the revised SGP makes clear that the MTOs 
should always be more ambitious than the minimal 
benchmarks (and therefore allow a safety margin with 
respect to 3 percent), the Council report of 20 March 
2005 does not contain clear indications on whether the 
two other criteria (i.e. potential growth and the current 
level of government debt) should be given the same 
weight. Member States considered that the criterion 
related to debt should be given some more weight in 
determining the country-specific MTOs. 
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Table II.2.  Data taken into account by Member 
States when setting their own medium-term 
budgetary objective  

 
Minimal 

benchmark 
(updated) 

Debt  
(2004) 

Potential 
growth 

(average 
2005-2050) 

DK -0.5 42.8 1.6 
SE -0.6 51.2 2.2 
FI -1.1 45.1 1.7 
BE -1.1 95.5 1.7 
DE -1.8 66 1.4 
EL -1.3 110.5 1.4 
ES -1.2 48.9 1.5 
FR -1.4 65.6 1.8 
IT -1.5 105.8 1.3 
AT -1.5 64.2 1.5 
EE -2.0 4.9 2.6 
MT -1.8 75.9 2.4 
IE -1.3 29.9 2.8 
PT -1.1 61.9 1.5 
CY -1.9 72.1 2.9 
NL -1.0 55.7 1.7 
HU -2.0 57.3 2.0 
LU -0.8 7.5 3.1 
SK -2.2 43.6 2.3 
CZ -1.6 37.4 1.9 
LV -2.1 14.3 2.8 
LT -1.8 19.6 2.7 
PL -1.6 43.6 2.4 
SI -1.9 29.5 2.0 
UK -1.4 41.6 1.9 
Notes:  
Figures for debt refer to estimates available in the autumn 2005 
relative to the level of the general government gross debt ratio for the 
year 2004. 
The figures on potential growth are based on the estimates made in the 
context of the projection exercise of DG ECFIN and the Ageing 
Working Group (baseline scenario).  
The Minimal benchmark estimates were updated for all Member States 
in the autumn 2005 (see section 4.3.2 for a detailed description of the 
methodology). 

The main arguments were that (i) the current debt ratio 
is observed and does not rely on assumptions, while 
experience has shown that estimates for long-term 
potential growth can fluctuate substantially over a 
relatively short period of time; and (ii) that debt is the 
relevant indicator for assessing the risk to sustainability 
of government finances in the short to medium term. For 
this reason, it was considered reasonable that Member 
States with a very high debt ratio should have 
particularly ambitious medium-term budgetary 
objectives today, in order to ensure a rapid reduction in 
this ratio.  

MTOs presented by Member States in the 2005 
updated Stability and Convergence Programmes  

Member States presented their MTO in the 2005 update 
of their Stability or Convergence Programme.23 Only in 
                                                 
23  In some cases, the MTO was not explicitly mentioned in the 

programme, but it could be inferred from it.  

the case of the UK a quantitative medium-term objective 
(MTO) for the structural balance of the general 
government was not specified.24 The MTOs were then 
examined by the Commission and the Council in the 
context of the assessment of the Programmes. When 
assessing the country-specific MTOs, the Commission 
and the Council considered whether there was a 
deviation from the agreed principles.  

It came out from this examination process that Member 
States presented MTOs in line with the principles agreed 
in the revised SGP. Graph II.1 and Graph II.2 below 
show the relation between the debt ratio (2004 figures), 
potential growth and the country-specific MTOs (in case 
the MTOs were defined as a range, the chart shows the 
centre of the range).  

These graphs show that Member States effectively gave 
a strong weight to the criterion related to the current 
level of the debt ratio. They also show that some 
countries have set targets that are more ambitious than 
required by the agreed principles. In particular Denmark, 
Finland, Sweden and Estonia aim at relatively more 
demanding MTOs. Some Member States, like Italy and 
Greece, with high current debt ratios and potential 
growth prospects below the EU average could have been 
expected to set more ambitious MTOs. An assessment of 
whether the Member States currently respect their MTO 
is made in Part I of this report.  

2.2.2. MTOs in perspective: taking into account 
implicit liabilities 

The Council agreed on 20 March 2005 that Member 
States’ medium-term budgetary objectives (MTOs) 
should, inter alia, pursue the aim of ensuring rapid 
progress towards sustainability. In the 20 March 2005 
Council report it is also stated that “[in the determination 
of MTOs] implicit liabilities (related to increasing 
expenditures in the light of ageing populations) should 
be taken into account”.  

The Commission was asked to report, by the end of 
2006, on progress made concerning the methodology for 
taking into account implicit liabilities in the definition of 
the MTO. 

 

                                                 
24  For this country, the programme refers to fiscal objectives 

under the domestic rules, which imply a medium-term path 
for the cyclically-adjusted deficit, consistent with stabilising 
the debt-to-GDP ratio at a low level and with keeping the 
current budget in balance or surplus on average over the 
economic cycle. 
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Graph II.1. MTOs and debt levels 
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Source: Commission services. 

Graph II.2. MTOs and potential growth prospects  
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Source: Commission services. 

This section presents preliminary considerations on how 
implicit liabilities could be taken into account in the 
determination of MTOs. The aim is to illustrate the 
rationale for considering implicit liabilities relating to 
ageing in the determination of MTOs, to overview 
which indicators of age-related liabilities could be used 
for such purpose, and to highlight alternative broad 
approaches that could be followed to include implicit 
liabilities in the determination of MTOs.  

Why ageing considerations in the determination of 
MTOs? 

Countries, by targeting appropriate values for their 
budget balance over the medium run, and by sticking to 
them, would be able to create room in their budgets 
which would contribute to face the looming impact of 
ageing. In order to define MTOs that appropriately 
create such a budgetary room an adequate notion of 
government liabilities needs to be used. The current 
MTOs take into account government debt, namely, 
government liabilities arising as a result of past explicit 
commitments. Such notion of government liabilities 
however is not sufficient to capture the stock of implicit 
commitments by the government to continue providing 
in the future services like pensions or health. Taking into 
account also implicit liabilities would indeed permit a 
better assessment of which budgetary margin is needed 

to keep public finances sustainable in a context where 
age-related expenditures are expected to rise 
substantially. 

Although creating budgetary room is key to ensure 
sustainability, structural reforms aimed at containing the 
impact of ageing on public finances are also crucial. 
These reforms contribute to contain the growth in age-
related expenditures, thereby reducing the amount of 
government implicit liabilities. It is therefore necessary 
that MTOs that are defined on the basis of implicit 
liabilities could be revised regularly and in any case 
after the implementation of major structural reforms 
having an impact on age-related expenditures. To this 
purpose, the revised SGP states that MTOs "…can be 
revised when a major structural reform is implemented 
and in any case every four years" (Art. 2a, CR 
1055/2005).  

Which notion of government implicit liabilities? 

The term “implicit government liability” is often used 
with different meanings. In general, by implicit 
liabilities are meant unfunded government commitments 
that are not necessarily backed by law or by contractual 
obligations but rather grounded in strong expectations 
by the public.25 Pension expenditures are the most 
typical example.  

The concept of implicit liabilities could be more or less 
forward-looking. In a strict sense, from an accounting 
viewpoint, government liabilities arise from past events. 
National accountants often use the term implicit 
liabilities to refer to liabilities arising from commitments 
already taken which are however not included in 
standard accounting systems. This is the case for 
instance for accrued-to-date pension liabilities, i.e., the 
stock of pension rights linked to pension contributions 
paid already. A more forward-looking notion of implicit 
liability would instead include also future pension 
expenditures linked to contributions not paid yet. A 
comprehensive assessment of the public finances 
consequence of ageing requires a forward-looking 
notion of implicit liabilities. 

Second, the notion of implicit liabilities could be gross 
or net of government revenues. For instance, in the case 
of PAYG pension systems, accumulation of deficits or 
of surpluses could emerge over time, depending on 
whether the total amount of resources arising from 
pension contributions fall short or exceed that of pension 
payments. A forward-looking concept of implicit 
liabilities to be meaningful needs to consider not only 
the future implicit commitments of governments but also 
their entitlement to receive revenues.  

                                                 
25  For a taxonomy of government liabilities see European 

Commission (2004) and Polachova-Brixi and Schick 
(2002).  
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Third, the notion of implicit liabilities could be more or 
less broad, i.e., it may include either a narrow or a 
comprehensive set of future expenditures and revenues. 
In particular, a broad definition of implicit liabilities 
could include not only the major age-related 
expenditures (pensions, health, long-term care) but also 
other type of expenditures that are recurrent and for 
which there is a strong presumption that will be carried 
out also in the future (education expenditure, social 
transfers, …). A broad notion of implicit liabilities is 
needed for MTOs to incorporate information on the 
overall sustainability of public finances. 

A further issue is whether to include among government 
implicit liabilities those liabilities that are contingent, 
i.e., that would trigger payments only if uncertain and 
discrete events occur. The typical example are 
guarantees and insurances provided by the government 
to private agents (e.g., counterparts in Public-Private-
Partnerships for public-purpose investments, private 
pension funds,…). The government in these cases may 
or may not have to make any actual payment, depending 
on whether the events that justify calling government 
guarantees or using government insurance schemes 
realise. This type of liabilities are problematic to 
consider, as they may never translate into an actual 
obligation by the government. In addition, the 
availability and quality of information on contingent 
liabilities across EU Member States is at present not 
fully satisfactory.26 Progress in the statistical 
information on contingent liabilities is however crucial 
for an appropriate assessment of sustainability risks. 
This holds especially for the New Member States but 
also for some EU15 Members (see, e.g., European 
Commission (2004)).  

The analysis of public finance sustainability made by the 
Commission and the Council in the context of budgetary 
surveillance considers a relatively broad definition of 
net, non-contingent, implicit liabilities. Age-related 
expenditures stemming from government commitments 
relating to pensions, health and long-term care, 
unemployment benefits and education are projected on 
the basis of the criteria agreed within the EPC/AWG, 
while revenues and non-age-related expenditures as a 
share of GDP are assumed to remain constant (see 
section I.4 of this report).  

Which indicators for government liabilities? 

Turning to the issue of how to measure implicit 
liabilities a first distinction can be made between stock 
and flow measures of (net) government liabilities. Stock 
measures aim at providing a measure of the mass of 
outstanding net liabilities at a given point in time. Stock 
measures often include a comprehensive notion of 
government net liabilities. Flow measures aim at 
quantifying the budgetary position needed to dispose of 
enough room to absorb the future impact of ageing. 
                                                 
26  See European Commission (2004), section II.4.  

Stock measures 

A first approach to obtain stock measures of implicit 
liabilities is to estimate the net present value of future 
entitlements and commitments of the government 
weighted on current GDP. This amounts to summing up 
the discounted value of the future budget balances, i.e. 
the estimated revenues and expenditures. This indicator 
measures the mass of net implicit liabilities at the start 
of the projection period. It permits to construct 
comprehensive government balance sheets, which 
include not only current liabilities and assets, both real 
and financial, but also implicit liabilities.27 Additionally, 
comprehensive government balance sheets could also 
include measures of contingent liabilities.28  

An alternative approach is to project future debt levels. 
This permits to evaluate the whole path of debt/GDP 
ratios and to evaluate at which points in time tensions in 
public finances could arise. Debt projections are a 
constant feature of the Commission assessment of long-
term public finance sustainability within the framework 
of the assessment of Stability and Convergence 
Programmes. 

Flow measures 

In the Commission’s practice for assessing long-term 
sustainability, different synthetic indicators providing a 
flow measure of the impact of implicit liabilities are 
constructed (see section I.4 of this report). The main 
indicator used in the sustainability assessment is the 
sustainability gap (S2). This indicator provides a 
measure of the permanent improvement in the 
unchanged-policy structural primary balance necessary 
to guarantee that the inter-temporal budget constraint of 
the government is satisfied (i.e., that the debt/GDP ratio 
does not grow indefinitely). In order to give a clear 
indication of the medium-term budgetary policy 
implications of achieving sustainable public finance 
over an infinite horizon, the S2 indicator can be 
expressed as a required primary balance (RPB). This is 
the unchanged-policy structural primary balance 
achieved over the medium term which would allow the 

                                                 
27  See, e.g., Buiter, (1985) among the first analytical 

contributions supporting a comprehensive approach (i.e., 
including also implicit assets and liabilities) to the 
construction of government balance sheets. 

28  Since the computation of comprehensive government 
balance sheets requires estimates of the current stock of real 
and financial assets and liabilities, which are not easily 
available for all Member States, this approach does not 
feature among those commonly used by the Commission to 
assess the sustainability of public finances. Nevertheless, 
progress in the area of statistical information on government 
assets and liabilities could permit a better assessment of 
public finance sustainability including from the viewpoint 
of the contribution that productive government assets (e.g., 
infrastructure) can make to potential growth and then to 
government revenues. 
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respect of the government inter-temporal budget 
constraint.  

It needs to be stressed that synthetic sustainability 
indicators are sensitive to the quality and availability of 
age-related expenditure projections and assumptions on 
growth and interest rates and that there are aspects that 
are relevant in an overall assessment of public finance 
sustainability that are not captured by the quantitative 
indicators. In order to take into account the limitations 
mentioned above, the quantitative sustainability analysis 
made by the Commission services is complemented by a 
qualitative assessment which covers elements such as 
the current debt/GDP ratio, the current level of the tax 
burden, the degree of reliability of age-related 
projections, the presence of contingent liabilities, and 
the overall policy scenario with particular reference to 
structural reforms improving sustainability (see section 
I.4 of this report).  

Overall, although there are inevitable uncertainties 
related with the measurement of implicit liabilities, the 
information on implicit liabilities currently used in EU 
budgetary surveillance could be a valid starting point for 
taking into account implicit liabilities in the 
determination of MTOs.  

How could a link between MTOs and implicit 
liabilities be made?  

A first broad approach consists of determining the MTO 
on the basis of the required primary balance indicator. 29 
As previously illustrated, this indicator measures which 
primary balance achieved over the medium term would 
be consistent with public finances sustainability at 
unchanged policy. Since the MTO needs to define a 
safety margin against a reference value for the overall 
budget balance (the Maastricht 3 percent deficit ceiling), 
the MTO needs to be gross of interest expenditures, i.e., 
the RPB needs to be translated into a "required balance" 
(RB) which includes interest expenditures. A crucial 
issue relates to the degree of frontloading of age-related 
expenditures via ambitious MTOs. Medium-term 
objectives may be set equal to the RB, namely, 
ambitious enough to permit to accommodate for the 
impact of ageing without the need to further raise taxes 
or cut expenditures in the future. Following this strategy, 
MTOs will permit to fully frontload the impact of 
ageing. Alternatively, a gradual approach could be 
followed, such that MTOs would only partly account for 
the ageing impact. This partial frontloading strategy 
would require additional adjustment in response to 
future increases in age-related expenditures and would 
imply a more adverse debt profile and then a higher 
present value of interest expenditures. 

                                                 
29  Proposals along these lines were put forward in the debate 

that took place with Member States in late 2004/ early 2005 
and that was preparatory to the agreement reflected in the 
March 2005 Council report on the SGP reform. 

A different approach for the determination of MTOs to 
address the above limitations would be to take into 
account not only the RB but a broader set of quantitative 
and qualitative elements relevant to assess the public 
finance perspectives of a given country. One possible 
way would be to define groups of countries 
characterized by different sustainability risks, each 
group with MTOs incorporating a "sustainability 
margin" increasing with the degree of risk. 
Sustainability risks could be identified on the basis of a 
comprehensive assessment taking into account debt 
projections, synthetic sustainability indicators, available 
information on contingent liabilities, and qualitative 
elements relating to the overall current and planned 
policy scenario. After major structural reforms countries 
may enter a different risk group and be subject to a 
different sustainability margin. Regarding the size of the 
sustainability margins, it could be determined, inter-alia, 
on the basis of average values of the required balance 
within the country group. However, comprehensive 
stock measures of government liabilities could also be 
considered, as well as qualitative elements.  

2.3. The adjustment path towards the 
medium-term budgetary objectives 

The past failure to reach the medium-term budgetary 
objective of ‘close to balance or in surplus’ was one of 
the main reasons for a strengthening of the preventive 
arm of the Stability and Growth Pact. In the context of 
the SGP reform, the Council notably agreed on a 
number of principles, including numerical benchmarks, 
for the definition of the appropriate adjustment path 
towards the country-specific medium-term budgetary 
objectives. In order to strengthen the growth-oriented 
nature of the SGP, the 2005 reform also introduced the 
possibility for Member States to deviate from the agreed 
benchmarks for the adjustment path towards the MTO or 
from the MTO itself, in case major structural reforms 
are implemented. It was also decided that due account 
would be taken of the needs for public investment when 
assessing medium-term budgetary projections.  

This section recalls the main elements of the agreement 
on the SGP reform concerning the definition of the 
adjustment path towards the MTO and the conditions for 
allowing a deviation from the MTO or from the 
adjustment path towards it. It also provides a 
Commission assessment of whether the adjustment path 
presented by Member States in their 2005 updated 
Stability and Convergence Programmes (SCPs) were 
designed according to the agreed principles. 

2.3.1. The definition of the adjustment path 
towards the MTOs 

The revised SGP includes a number of principles 
concerning the adjustment path towards the MTO: 
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i. Member States that have not yet reached their 
MTO should take steps to achieve it over the 
cycle. Member States of the euro area or of 
ERM-II should pursue an annual adjustment in 
cyclically adjusted terms, net of one-offs and 
other temporary measures, of 0.5 percent of 
GDP as a benchmark.  

ii. A higher adjustment effort is required in good 
times; it could be more limited in bad times. 
Notably, Member States of the euro area or 
participating in ERM-II need to pursue, and 
achieve, an annual adjustment of their structural 
balance larger than 0.5 percent of GDP as a 
benchmark in good times. 

iii. Member States should base their budgetary 
projections on realistic and cautious 
macroeconomic forecasts. 

2.3.2. Deviations from the adjustment path for 
the implementation of structural reforms 

In order to enhance the growth-oriented nature of the 
SGP, the 2005 SGP reform introduced the possibility to 
modulate the adjustment path towards the MTO for 
Member States which have not reached it, or to deviate 
temporarily from the MTO for Member states which 
have reached it, in case major structural reforms are 
implemented.  

Taking into account structural reforms in the context 
of budgetary surveillance 

With a view to preserving the rules-based nature of the 
system, the revised SGP includes a number of conditions 
to take into account structural reforms when defining the 
adjustment path towards the MTO or allowing a 
deviation from it. These conditions concern the nature 
and status of reforms, the budgetary situation and 
prospects, and the information requirements concerning 
the expected effects of reforms.  

i. Only major reforms that have a verifiable positive 
impact on the long-term sustainability of public 
finances are taken into account. This includes 
reforms with direct long-term cost-saving effects 
and reforms raising potential growth. The reference 
to “major” reforms suggests that a Member State 
could deviate from the adjustment path only in 
exceptional cases (reforms are a normal feature in 
EU countries). The reference to a “verifiable” 
positive impact on the sustainability of government 
finances implies that, for a reform to be taken into 
account and allow a deviation from the adjustment 
path to the MTO or from the MTO itself, the 
degree of uncertainty on the impact of the reform 
should be low. 

ii. Only adopted reforms are considered. This implies 
that no deviation from the adjustment path towards 

the MTO is allowed for planned or envisaged 
reforms. In this respect, it was underlined in recent 
discussions with the Member States that “adopted 
reforms” does not necessarily imply “adoption of 
the reforms by the Parliament”. Depending on each 
country’s institutional arrangements, a reform 
officially decided by the government (but not yet 
voted by the Parliament) could also be considered 
in case the implementation of the reforms is certain 
and the detailed characteristics of the reforms are 
already known. 

iii. A safety margin to ensure the respect of the 3 
percent of GDP reference value for the deficit 
needs to be guaranteed. No deviation from the 
adjustment path towards the MTO should be 
allowed for Member States which have not reached 
the minimum benchmark; deviations from the 
MTO or the adjustment path towards it should not 
lead to a breach of the minimum benchmark.   

iv. The budgetary position is expected to reach the 
MTO within the period covered by the Stability or 
Convergence Programme. The revised Code of 
Conduct specifies that the period under 
consideration for this purpose is limited to the four 
years following the year of presentation of the 
programme.30 

v. A detailed cost-benefit analysis of the reforms from 
the budgetary point of view would need to be 
provided in the Stability and Convergence 
Programmes. The section of the Code of Conduct 
on the content and format of Stability and 
Convergence Programmes specifies that the 
programmes should include comprehensive 
information on the budgetary and economic effects 
of structural reforms.  It is up to the Member State 
to provide evidence of the impact of a given major 
structural reform.  

Magnitude of deviations 

The revised SGP does not include specific provisions on 
the possible magnitude and timing of deviations from 
the adjustment path to the MTO or from the MTO itself. 
Only in the case of systemic pension reforms, the 
Council agreed that the allowed deviation from the 
MTO reflects the net cost of the reform to the publicly 
managed pillar. For other reforms, points (iii) and (iv) 
above de facto impose limits to the size and duration of 
deviations. In addition, in the case of Member States 
which have not yet reached their MTO, deviations from 
the adjustment path should never lead to a deterioration 

                                                 
30  It should be stressed that this condition does not apply in 

full to the specific case of systemic pension reforms. For 
these types of reforms, the revised SGP only specifies that 
the deviation should remain ‘temporary’, without specifying 
when the budgetary position is expected to return to the 
MTO. 
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of the fiscal position, in cyclically-adjusted terms net of 
one-off and temporary measures.  

Discussions have highlighted that, in all cases, 
deviations from the MTO or the adjustment path to the 
MTO should take due account of the uncertainties 
associated with the implementation of reforms. The 
complexity of the issue and the wide variety of possible 
reforms does not allow for a mechanistic approach. The 
expected benefits and costs of reforms, especially the 
indirect ones, should be assessed with caution. 

Graph II.3. The adjustment path towards the 
medium-term objectives projected by Member States 
in the 2005 updated Stability and Convergence 
Programmes  
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Source: Commission services. 

2.3.3. Implementation of the agreement in the 
2005 Stability and Convergence 
Programmes updates 

This section provides an assessment by the Commission 
services of whether budgetary projections in the 2005 
updated Stability and Convergence Programmes are in 
line with the principles agreed in the context of the 2005 
SGP reform for the definition of the adjustment path 
towards the MTO. A detailed presentation of the 
projections made by Member States in their programmes 
is provided in Part I of the report.  

A number of positive developments  

Significant adjustments projected over the medium-
term 

On the positive side, it can notably be underlined that 
the 0.5 percent benchmark adjustment is, on average, 
respected in 2007 and 2008 in most countries not yet at 
their MTO, including those outside the euro area and not 
participating to ERM-II. Graph II.3 shows the planned 
improvement in the structural balance for two groups of 
countries: (i) Member States which have achieved their 
MTO; (ii) Member States with deficits below 3 percent 
of GDP but which have not yet achieved their MTO.  

Plausible macroeconomic assumptions 

Another positive development is that Member States 
have lived up to the commitment taken in March 2005 to 
base their budgetary projections on realistic and cautious 
macroeconomic forecasts. Budgetary projections 
included in the 2005 updates of the Stability and 
Convergence Programmes seem to be based mainly on 
cautious or plausible growth assumptions. This is 
illustrated by Graph II.4 which shows that the average 
planned increase in nominal GDP and revenue is very 
similar to that observed over the period 1995-2005. Only 
in two cases the Council considered the macroeconomic 
projections as favourable. This constitutes a clear 
improvement compared to the experience of the last few 
years. 

Graph II.4. More cautious macroeconomic 
assumptions  
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Source: Commission services. 

Less one-off and temporary measures 

Finally, according to the 2005 updates of the Stability 
and Convergence Programmes, the recourse to one-off 
and temporary measures will be marginal in the coming 
years. In the revised SGP, one-off and temporary 
measures are excluded from the assessment of the 
budgetary adjustment. This avoids circumvention of the 
rules by measures that do not contribute to sound public 
finances and budgetary sustainability. On average in the 
EU-25 and in the euro area, one-off and temporary 
measures will amount to 0.1 percent of GDP in 2006, 
following 0.2 percent of GDP in 2005. One-off and 
temporary measures are projected to be negligible in 
2007 and 2008.  

As illustrated by Graph II.5, some countries however 
still foresee some one-off measures in the period 
covered by Stability and Convergence Programmes to 
improve the budget. Large one-offs are expected over 
the coming years in Malta, Cyprus and, to a lesser extent 
in Belgium, Denmark, and Greece (in 2006 only). 
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Graph II.5. One-off and temporary measures 
implemented in 2005 and projected by Member 
States for the period 2006-2008  
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Deviations from the agreed principles were however 
identified  

Lack of fiscal adjustment in 2006 

Graph II.3 shows that the adjustment planned by 
Member States which have not yet reached their 
medium-term budgetary objective (but not in EDP) falls 
short of the 0.5 percent adjustment in the year 2006. 
According to the Commission spring forecast (see Graph 
II.6), the structural balance would even deteriorate in 
most of these countries in 2006, compared to the Pact’s 
benchmark of an annual 0.5 percent of GDP structural 
improvement.  

In the same vein, while the budgetary plans of countries 
already at MTO respect the principle to keep a neutral 
fiscal stance and let automatic stabilisers play for the 
years 2007 and 2008, there is a deviation from this 
principle in 2006 (see Graph II.3). The worsening of the 
structural balance in 2006 reflects the large deterioration 
projected by Ireland, Denmark and the Netherlands 
(respectively by 1.0 percent, 0.9 percent and 0.7 percent 
of GDP). In the Netherlands and Denmark, the large 
deterioration however partly reflects a reversal of the 
large improvement in the year 2005 explained by 
exceptional revenues which the governments prudently 
considered not to be repeated in 2006, and is therefore 
not the result of discretionary measures. 

Back-loaded adjustments, insufficiently underpinned 
by concrete measures 

There is in some Member States, an unfortunate 
combination of a back-loaded fiscal adjustment with a 
lack of specification of the measures underlying the 
(backloaded) projected consolidation. While the 
compliance with the 0.5 percent effort should be 
assessed in a multiannual perspective, the concentration 
of the adjustment in the outer years of the programme in 
some Member States is a source of concern, especially if 
it is not underpinned by concrete measures. This calls 
for a close monitoring of budgetary developments in the 

coming months and years and explains why the 
Commission spring 2006 forecast (made under the no-
policy change assumption) projects the structural 
balance expected to remain unchanged in 2006 and to 
improve by only ¼ percent of GDP in 2007. 

Graph II.6. Forecast annual change in the structural 
balance – Spring 2006 Commission forecasts  
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Source: Commission services. 

Larger efforts could be expected in good times 

The lack of fiscal adjustment in 2006 suggests that the 
benign economic environment with growth close or 
above potential is not being exploited to progress 
towards the MTO. As mentioned above, the revised SGP 
requires Member States to pursue a larger adjustment 
effort in good times. Member States of the euro area and 
participating to ERM II are expected to pursue 
improvements in their structural balance by more than 
0.5 percent of GDP as a benchmark. In practice, 
according to the information in the programmes, the 0.5 
percent benchmark is, on average, not achieved in 
countries with a positive output gap (the same is true for 
countries with a positive change in the output gap).  

It should however be noted in this respect that the 
discussions on the 2005 updated Stability and 
Convergence Programmes showed the difficulties of a 
forward-looking assessment of "good" or "bad" times, 
and confirmed that the estimated level or change of the 
output gap may not always be a good measure of good 
times. This confirms that the appraisal of good and bad 
times should be made in line with the provisions of the 
revised Code of Conduct according to which "the 
identification of periods of economic 'good times' should 
be made after an overall economic assessment". 

No structural reforms were taken into account in this 
round of programmes 

A last point to be noted is that a combination of the lack 
of information provided in the programmes on the 
content of the reforms and their budgetary implications 
and the conditions set by the SGP for allowing 
deviations from the adjustment path on ground of 
structural reform meant that virtually no cases of 
structural reform were discussed. An improved 
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operation of the clause related to structural reforms 
could possibly benefit from the specification of the 
quantitative information necessary for assessing the 
impact of structural reforms. In addition, in the context 
of the re-launch of the Lisbon agenda, further progress 

on the integration between the National Reform 
Programmes and the Stability and Convergence 
Programmes would be desirable.  
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3. Making the revised Stability and Growth Pact 
operational – the corrective arm 

3.1. Introduction 

The 2005 reform of the Stability and Growth Pact 
introduced more economic rationale and more room for 
judgement in the application of the excessive deficit 
procedure. The revised SGP foresees that the influence 
of economic developments on the budgetary outcomes 
should be considered more systematically when 
preparing reports under Article 104(3) launching the 
excessive deficit procedure and when setting deadlines 
for the correction of excessive deficits, but also possibly 
when deciding on the existence of excessive deficits. It 
also increases emphasis on fiscal consolidation efforts 
rather than only on nominal results, which allows a 
better identification of inappropriate policies and 
contributed to a permanent and sustainable correction of 
excessive deficits.  

This section assesses the implementation of the 
excessive deficit procedure since the 2005 SGP reform, 
taking into account that, at the time of the reform, 
concerns were raised that the flexibility introduced in 
the excessive deficit procedure would be abused, 
weakening the fiscal framework. This section does not 
aim at providing a comprehensive overview of the 
ongoing EDP procedures concerning the various 
countries (this is done in Part I of the report), but rather 
at assessing how the rules were applied in line with the 
letter and spirit of the revised SGP. In a second part, this 
section elaborates on a feature of the revised SGP which 
deserves particular attention and careful 
implementation: the assessment of effective action in the 
excessive deficit procedure. Provisions related to 
effective action play a central role in the revised SGP, 
which allows repeating steps in the EDP in case a 
Member State has acted in compliance with the previous 
recommendations of the Council. A number of simple 
and transparent principles for the implementation of the 
concept of effective action are presented, with a view to 
stimulating discussion on this issue. 

3.2. The application of the excessive deficit 
procedure 

This section discusses how the increased room for 
economic judgement of the revised SGP was used in the 
application of the excessive deficit procedure. 

3.2.1. Preparation of Commission reports in 
accordance with Article 104(3) 

The revised SGP foresees that the Commission should 
always prepare a report under Article 104(3) of the 
Treaty when a reported or planned deficit exceeds 3 
percent of GDP. It also provides specifications on the 
content of the reports.  

As was already foreseen in the original SGP, the 
Commission reports in accordance with Article 104(3) 
should notably examine if one or more of the exceptions 
foreseen in Article 104(2)(a) of the Treaty apply. The 
original SGP also foresaw that that the Commission 
reports should take into account whether the 
government deficit exceeds government investment 
expenditure and take into account all other relevant 
factors. The revised SGP specifies the nature (and role) 
of these 'other relevant factors': it states that the 
Commission report should appropriately reflect 
developments in the medium-term economic position 
and in the medium-term budgetary position. 
Furthermore, consideration should be given to any other 
factors which, in the opinion of the Member State 
concerned, are relevant in order to comprehensively 
assess in qualitative terms the excess over the reference 
value. To this end, Member States may put forward to 
the Council and to the Commission the specific factors 
that they consider relevant.31  

                                                 
31  The Code of Conduct specifies that the Member State 

concerned may put forward to the Council and to the 
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Since March 2005, the Commission has adopted reports 
in accordance with Treaty Article 104(3) for three 
Member States: Italy, Portugal and the UK. In all cases, 
the Commission report contained a comprehensive 
assessment of 'other relevant factors':  

• Under the heading 'medium-term economic 
position', the reports took into account 
considerations related to (i) the current and 
expected cyclical position of the economy; (ii) 
potential growth developments and (iii) the recent 
implementation of structural reforms and their 
expected impact on the economy.  

• Considerations related to the 'medium-term 
budgetary position' included (i) an assessment of 
the structural position of government finances (net 
of cyclical influences and one-off and temporary 
measures); (ii) a review of the fiscal stance in 
previous episodes of economic good times; (iii) an 
overall assessment of the sustainability of 
government finances in the Member State 
concerned; and (iv) an analysis of recent 
developments in public investment and in the 
quality of government finances.  

• Specific relevant factors put forward by the 
Member State concerned were also considered and 
assessed in a balanced way in the Commission 
reports. For instance, the UK provided information 
on a number of factors that influenced budgetary 
developments in the recent past (e.g. related to the 
timing of net payments to the EU and commitments 
to international aid and debt relief). Italy put 
forward factors on the nature of the statistical 
revisions in the recent years, the budgetary impact 
of the net contribution to the EU budget and the 
contribution to fostering international solidarity 
(due to the late submission, these factors could not 
be explicitly mentioned in the 104(3) Commission 
report; they were however duly taken into account 
by the Commission and the Council in the 
following steps of the excessive deficit procedure).  

• Finally, the 104(3) reports took into account other 
factors that were considered relevant by the 
Commission for an overall appreciation of the 
situation. These factors were related, inter alia, to 
the quality of the statistical system, the institutional 
settings of the country concerned (existence of 
independent institutions in charge of providing 
inputs or analysis in the area of fiscal policy, 

                                                                             
Commission the specific factors that it considers relevant, 
in due time for the preparation of the report under Article 
104(3) and as a rule within one month of the reporting dates 
established in Article 4 (2) and (3) of Regulation (EC) No 
3605/93. The Member State shall provide the information 
necessary for the Commission and the Council to make a 
comprehensive assessment of the budgetary impact of these 
factors. 

quality of the budgetary process, strength of 
expenditure-control mechanisms, etc).  

In all cases, the Commission reports in accordance with 
Article 104(3) were accompanied with detailed 
technical annexes produced by the Commission 
services. The consideration of a wide range of relevant 
factors in the initiating step of the excessive deficit 
procedure ensures that decisions and recommendations 
are based on a comprehensive assessment of the 
budgetary developments in the context of the economic 
conditions prevailing in the country concerned. This 
contributes to an economically rationale implementation 
of the EU fiscal rules. 

Table II.3. Data taken into account by the Council 
when deciding on the existence of an excessive deficit 

 2004 2005 2006 Conclusions

IT 
3.1% of 

GDP 
(observed) 

3.6% of 
GDP 

(COM 
spring-05 
forecast) 

4.6% of 
GDP 

(COM 
spring-05 
forecast) 

Close, not 
temporary 

PT 
2.9% of 

GDP 

(observed) 

6.2% of 
GDP 

(Plans of the 
Portuguese 
authorities) 

4.8% of GD 

(Plans of the 
Portuguese 
authorities) 

Not close, 
not 

temporary 

UK
3.2% of 

GDP 

(observed) 

Just below  
3½% of 

GDP 

(COM 
autumn-05 
forecast) 

Around 
3.1% of 

GDP 

(COM 
autumn-05 
forecast) 

Close, not 
temporary 

Source: Commission services. 

3.2.2. All deficits in excess of 3 percent of 
GDP have been considered excessive 

The revised SGP foresees that ‘other relevant factors’ 
can be taken into account when deciding on the 
existence of an excessive deficit only if the excess of the 
deficit over 3 percent of GDP is temporary and the 
deficit remains close to the reference value. At the 
moment of the reform, some critics - ignoring these 
provisions - argued that Member States could be 
allowed under the revised SGP to sustain deficits in 
excess of 3 percent of GDP for long periods without 
being considered in excessive deficit.  

Since the reform all deficits in excess of 3 percent of 
GDP have been considered excessive. In all cases, 
deficits could not be considered close to the reference 
value or the excess could not be considered temporary 
(see Table II.3). For instance, the Commission and the 
Council considered the slight excess of 0.1 percent of 
GDP over the reference of 3 percent of GDP in Italy in 
2003 and 2004 close to the reference value, but not 
temporary. Similarly, the excess of 0.2 percent of GDP 
over the reference value in the UK in fiscal year 
2004/05 was considered close to the reference value, but 
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not temporary as the deficit was not projected to decline 
below the reference value without corrective policy 
action. The large planned deficit in Portugal could not 
be considered close or temporary.  

As the excess over the reference value was not close and 
could not be considered temporary under unchanged 
policies in any of these three cases, corrective action 
was necessary to correct the excessive deficit. Enhanced 
surveillance under the excessive deficit procedure was 
therefore appropriate and in line with the spirit of the 
revised SGP rules. The application of the provisions 
related to 'other relevant factors' in the steps leading to a 
decision on the existence of an excessive deficit has 
confirmed that the SGP remains essentially a rules-
based framework. The increased room for judgement 
did not affect predictability of the actions taken and 
equal treatment across Member States. This reflects the 
fact that the room for judgement and the basis on which 
judgement has to be exerted have been well defined and 
codified in the revised Regulations and in the revised 
Code of Conduct. 

3.2.3. Initial deadlines for the correction of 
excessive deficits were set taking into 
account economic circumstances  

The revised SGP foresees that deadlines for the 
correction of excessive deficits should be set taking into 
account an overall and balanced assessment of 'other 
relevant factors'. Since the agreement on the revised 
SGP, recommendations in accordance with Article 
104(7) of the Treaty were issued for three EU Member 

States. The room for judgement in the excessive deficit 
procedure has been applied to set realistic deadlines for 
Member States to correct their excessive deficits. 

Italy and Portugal, two Member States with high initial 
deficits and relatively weak economic growth situations 
and prospects, were given longer deadlines for the 
correction of the excessive deficit (two to three years). 
The Commission and the Council considered, after an 
overall economic assessment of the situation, that 
shorter deadlines could have implied an overly large 
fiscal effort in a single year. This does not mean that the 
revised SGP systematically allows for longer deadlines 
and lower consolidation efforts. On the contrary, a 
comparison of the recommendations in accordance with 
Article 104(7) addressed under the original and revised 
SGP shows that the fiscal efforts recommended to Italy 
and Portugal are larger than those recommended on 
average in the past (see Table II.4). The recommended 
efforts are also significantly larger than the agreed 
benchmark of an annual fiscal effort of at least 0.5 
percent of GDP in structural terms. The case of the UK 
illustrates that longer deadlines are not the standard. 
This country had a deficit slightly above 3 percent in the 
fiscal year 2004-05 and growth expected to be close to 
potential in the coming years. It was therefore given a 
short deadline for the correction of the excessive deficit 
and recommended to achieve fiscal efforts in line with 
the 0.5 percent of GDP benchmark. 

 

Table II.4.  104(7) recommendations formulated in the past for EU-15 Member States 

  
  Indentification 

(= year t) 

Deadline 
for the 

correction 
Effort in t Effort in 

t+1 
Effort in 

t+2 
Effort in 

t+3 
Yearly 
average 

DE 2003 2004 (t+1) 1.0% of GDP of structural 
measures - - 0.5% of 

GDP 

FR 2003 2004  (t+1) > 0% of 
GDP 

at least 0.5% 
of GDP - - 0.3% of 

GDP 

NL 2004 2005  (t+1) 0.6 % of 
GDP 

at least 0.5% 
of GDP - - 0.5% of 

GDP 

104(7) rec.  
under the 
original 

SGP to EU-
15 Member 

States GR 2004 2005  (t+1) Structural measures of at least 
1% of GDP over the 2 years -   0.5% of 

GDP 
        

IT 2005 2007  (t+2) > 0% of 
GDP 

Change in the structural 
balance of at least 1.6% of 

GDP cumulated 
- 0.6% of 

GDP 

PT-II 2005 2008  (t+3) 
Package of 

0.6% of 
GDP 

1.5% 
structural 

0.75% 
structural 

0.75% 
structural 

0.9% of 
GDP 

104(7) rec.  
under the 

revised SGP 

UK 2006 (fiscal year) 2006  (t) 0,5% 
structural - - - 0,5% of 

GDP 

Source: Commission services. 
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3.2.4. An obligation of structural efforts, to 
ensure that excessive deficits are 
corrected in a permanent way 

The Council recommendations and notices issued since 
the reform always specified the required structural fiscal 
effort, which excludes one-off and temporary effects on 
the budget balances. The emphasis on structural fiscal 
efforts ensures that excessive deficits will be corrected 
permanently. Recent updates of the Stability and 
Convergence Programmes confirmed that Member 
States in EDP plan significant consolidation efforts in 
the years 2006 to 2008. The improvement in the 
structural balance planned by these countries is on 
average significantly above the 0.5 percent benchmark 
introduced by the revised SGP.  

Graph II.7. Medium-term budgetary plans of 
Member States in EDP (simple averages) 
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Source: Commission services. 

The adjustment planned by Member States in EDP 
varies considerably. As shown in chart II.8, most of 
former EU-15 Member project significant 
improvements of their structural balance in the coming 
years. The projected fiscal adjustment in some new 
Member States in EDP falls short of the 0.5 percent of 
GDP adjustment benchmark, also taking a multi-annual 
average. In part, this reflects the fact that 104(7) 
recommendations for these Member States were issued 
under the original SGP, and did not explicitly require a 
quantified improvement in the cyclically-adjusted or 
structural balance. Since the deadlines were set, the 
growth situation has improved in a number of Member 
States, and the planned structural fiscal adjustment in 
these countries was revised downward but remains 
sufficient to correct the excessive deficit by the deadline 
set by the Council in the recommendation under article 
104(7) set under the original SGP (the reduction in the 
deficit relies more on favourable growth conditions and 
less on structural efforts). Recommendations under the 
revised SGP will ensure that Member States in EDP are 
always required to achieve improvements in their 
structural balance by at least 0.5 percent of GDP. 

Graph II.8. The adjustment path towards the 
medium-term objectives  
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Source: Commission services. 

3.2.5. Improved economic dialogue between  
the Commission, the Council and the 
Member States 

In March 2005, the Council stressed that improved 
cooperation between the Commission, the Council and 
Member States was important to strengthen national 
ownership and enforcement of the SGP rules. The 
experience with the revised SGP has shown that, by 
introducing more room for economic judgement in the 
fiscal surveillance process, the reform stimulated a 
constructive and transparent economic policy dialogue 
at EU level on the individual country cases. This 
allowed better explaining decisions and 
recommendations in the context of the excessive deficit 
procedure and strengthened peer support and pressure.  

The improved economic dialogue contributed to a 
smooth and efficient operation of the Pact. The large 
convergence of views between the Commission and the 
Council in the assessment of the 2005 Stability and 
Convergence Programme Updates and in the 
recommendations and decisions under the excessive 
deficit procedure since the SGP reform should be seen 
in this context. The progress made with the SGP reform 
highlights the importance of good communication and 
coordination of policies in the EU and the euro area.  

3.3. The concept of 'effective action' in the 
excessive deficit procedure 

The revised SGP formalises the important distinction 
between policy errors and events unrelated to policy. In 
the revised SGP, it is possible to repeat steps in the 
excessive deficit procedure if failure to correct the 
excessive deficit cannot be attributed to a policy error 
but to unexpected adverse economic event with a 
considerable negative impact on the budget. The revised 
SGP makes clear that a repetition of these steps can only 
be invoked under the provision that effective action has 
been taken by the country concerned in compliance with 
the initial recommendation or notice. How the 
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assessment of ‘effective action’ will be done in practice 
is therefore a key element for the success and credibility 
of the revised EU fiscal rules.  

3.3.1. New definition and role of 'effective 
action' in the excessive deficit procedure 

The 2005 SGP reform clarified the definition of 
effective action and how to assess it. The amended 
Regulation 1467/97 and the revised Code of Conduct 
make clear that the notion of ‘effective action’ covers 
both the announcement of appropriate measures within 
the six months period following the adoption of a 
104(7) recommendation or the four months period 
following a 104(9) notice and whether these measures 
are duly implemented and ensure the achievement of the 
fiscal effort initially recommended by the Council. In 
line with Article 10(2) of Regulation 1467/97, which 
specifies that “if action by a participating Member State 
is not being implemented or, in the Council's view, is 
proving to be inadequate, the Council shall immediately 
take a decision under Article 104 (9) or Article 104 (11) 
respectively”, the surveillance of budgetary 
developments is made in real time. 

The revised Code of Conduct provides elements on how 
the assessment of effective action should be made. It 
notably specifies that:  

i. A Member State should be considered to have 
taken effective action if it has acted in 
compliance with the recommendation or 
notice, regarding both the implementation of 
the measures required therein and budgetary 
execution.  

ii. The assessment should in particular take into 
account whether the Member State concerned 
has achieved the annual improvement of its 
cyclically adjusted balance, net of one-off and 
other temporary measures, initially 
recommended by the Council. In case the 
observed adjustment proves to be lower than 
recommended, a careful analysis of the reasons 
for the shortfall would be made.  

The following section elaborates on these provisions. 

3.3.1. A broad assessment of compliance with 
EDP recommendations 

The revised SGP makes clear that the reference for the 
assessment of effective action in the EDP is whether the 
Member State concerned has achieved the annual 
improvement of its CAB, net of one-off and other 
temporary measures, initially recommended by the 
Council. However, taking into account that the ultimate 
objective is to determine whether national authorities 
have taken actions in compliance with the Council 
recommendations under Article 104(7) or notices under 
Article 104(9) of the Treaty, the revised Code of 

Conduct asks for a detailed analysis in case the 
improvement of the CAB, net of one-off and other 
temporary measures proves lower than recommended. 
In this analysis, a number of factors influencing 
developments in the CAB net of one-off measures 
should be taken into account, which can be classified in 
the following two broad categories:  

i. The factors which can be considered outside 
the control of the government (budgetary effect 
of fluctuations in interest rates on the debt 
burden, revisions in potential growth, 
developments in the composition of growth, 
fluctuations in tax elasticities).  

ii. The factors which can be considered as under 
the control of the government. This includes 
notably an assessment of whether all the 
announced corrective measures were actually 
introduced. As specified in the Code of 
Conduct, the analysis should also take into 
account whether budgetary plans were 
adequately implemented.  

Factors outside the control of the government 

The following factors can be considered to be largely 
outside the control of the government.  

The effect of fluctuations in interest rates on the debt 
burden. This effect can be neutralised by focusing 
attention on the change in the cyclically-adjusted 
primary balance. When relevant, the impact on the 
general government balance of changes in the structure 
of the debt, which results from decisions of the 
government, could be taken into account (in most of 
cases, this effect should however be negligible). 

Developments in potential growth. The change in the 
CAB net of one-off and temporary measures should be 
corrected for the effect of the change in the estimated 
potential growth compared to the level (implicitly or 
explicitly) assumed in the recommendation or notice. 
The idea underlying this correction is that of assessing 
the adjustment conditional upon a potential growth 
estimate established ex ante. The methodological 
elements are detailed in the 2004 edition of the Public 
Finance Report.32 The ‘surprise’ in potential growth is 
the difference between the potential growth assumed in 
the recommendation or notice and the potential growth 
used to compute the change in the CAB at the moment 

                                                 
32  This report showed that the effect of potential growth 

surprises on the change in the CAB can be computed as 

follows: : )( 1
1

1
tttP

t

S
t E

Y
G

ωω −− −
−

− , where 
P

t

S
t

Y
G

1

1

−

−  is the 

expenditure to GDP ratio net of cyclical factors in year t-1 
and  tttE ωω −−1  is the forecast error of the growth rate 
of potential GDP growth in year t.  



 

 98 

of the assessment of compliance with the 
recommendation. 

Composition of economic growth. A difference between 
the recommended change in the CAB, net of one-off 
and other temporary measures, and the one estimated at 
the time of the assessment can be due to shifts in the 
composition of economic growth towards more or less 
tax rich components compared to the projections 
underlying the recommendation or notice. Such 
unexpected changes need to be taken into account when 
measuring the fiscal effort.  

Other factors such as changes in tax elasticities and the 
budgetary effects of revenues which may not be 
synchronised with the economic cycle. These factors 
potentially include the effect of unexpected 
developments in the elasticity of individual taxes 
relative to their base and the behaviour of revenues the 
base of which is not necessarily synchronised with the 
economic cycle.33 In view of the diversity of these 
factors, their assessment cannot follow a uniform 
approach and should be done on a case-by-case basis.  

Factors under the control of the government 

Introduction of measures and policy changes. In line 
with the provisions of the revised Code of Conduct, the 
assessment of effective action takes into account 
whether all the measures or reforms announced by the 
government within the six or four months period 
following the adoption of the recommendation or notice 
were actually introduced. The assessment also takes into 
account other measures introduced since the adoption 
by the Commission of its Communication following the 
expiry of the 6-month or 4-month deadline.  

Budgetary execution. As specified in the Code of 
Conduct, the assessment takes into account other 
elements related to the implementation of budgetary 
plans (it should encompass budgetary execution as a 
whole). What ultimately matters for the assessment of 
effective action is not only the impact of the specific 
corrective measures, including those activated following 
the Council recommendation or notice, but also the 
overall developments in the execution of the budget. 
The Code of Conduct assumes that all items of primary 
general government expenditure net of cyclical factors 
as well as discretionary measures on the revenue side 
are under the control of the government.  

Possible discrepancy between the expected and 
observed budgetary impact of measures and reforms. 
An element that deserves particular attention concerns 
the possible discrepancy between the expected and 
observed budgetary impact of measures and reforms. 

                                                 
33  Based on past experience, temporary movements of some 

tax revenues do not necessarily follow the economic cycle 
as measured by the output gap. In such a case there is the 
risk of misjudging the level of structural revenues.  

Considering that the decisions to implement specific 
measures and reforms are taken by the Member States 
and that their effectiveness largely depends on whether 
adequate control mechanisms were put in place, the 
responsibility for possible shortfalls in the effect of 
measures and reforms should, as a rule, fall on the 
Member State concerned. A lower-than-expected 
improvement in the CAB net of one-off and temporary 
measures resulting from a lower-than-expected impact 
of a given measure should therefore as a rule be 
considered as a lack of effective action by the Member 
State concerned. This is consistent with the focus put in 
the SGP framework on ‘effective actions’ rather than on 
‘actions’.  

A point that may justify an exception to this principle 
concerns the particular case of certain major structural 
reforms. The economic effects of such reforms (labour 
market reforms and certain pension and health reforms 
for instance) depend on complex microeconomic 
interactions and on the behavioural response of private 
agents to new incentives. The ex ante estimation of the 
budgetary impact of such reforms therefore involves 
objective uncertainties. In some cases, the budgetary 
slippage – or part of it – stemming from a lack of effect 
of such structural reforms could be considered as an 
event outside the control of the government. This should 
however be conditional on the fact that the lack of effect 
of reforms was not predictable. The Commission 
forecasts could play a role in this respect.  
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4. Measurement and statistical issues 

4.1. Introduction 

The revised SGP increases the number of factors to be 
taken into account in budgetary surveillance. Stronger 
focus is also put on the quality of EU fiscal surveillance. 
As a consequence, the need to dispose of appropriate 
fiscal indicators has increased. Three issues treated in 
this section are related to the specific question of the 
measurement of budgetary positions and policies.  

The first issue concerns the identification of temporary 
influences, other than those stemming from the cycle, on 
budgetary statistics. The Council Report of 20 March 
2005, amending Regulations 1055/05 and 1056/05 and 
the revised Code of Conduct all refer to fiscal 
adjustments in cyclically-adjusted terms, net of one-off 
and temporary measures. The introduction of this 
concept in all documents of the SGP implies a common 
understanding between the Commission, Member States 
and the public of what are one-off and temporary 
measures, and agreeing on how to identify and take 
them into account in a transparent manner.  

The second issue is that of the cyclical adjustment of 
budget deficits. The revised SGP clarifies that the 
compliance with the MTO and progress towards it need 
to be measured in cyclically-adjusted terms. Moreover, 
the MTO should be set in such a way to allow for a 
safety margin against the breach of the 3 percent deficit 
ceiling as a result of weak cyclical conditions. This 
means that MTOs need to be set below the so-called 
minimal benchmarks, i.e., the level of the CAB 
consistent with the full operation and the respect of the 3 
percent ceiling for deficits under normal cyclical 
conditions. In the following, it will be described the 
recent work done within the EPC Working Group on 
Output Gaps on the estimation of budget elasticities and 
sensitivities for New Member States and on the updating 
of the same parameters for EU 15 Member States. It will 
also be illustrated the recent work done by the 
Commission services for the estimation of a new set of 

values for minimal benchmarks for the 25 Member 
States.  

Statistical issues have been given more prominence by 
the SGP reform. Concrete initiatives in this field have 
been taken by the Commission and the Council in recent 
times. The third sub-section provides a summary of the 
recent developments in relation to the governance of 
budgetary statistics in the EU. In particular, it provides 
an illustration of the recent legislative changes in the 
regulation governing the reporting of deficit and debt 
statistics for the implementation of the SGP. 

4.2. Definition and identification of one-off and 
temporary measures  

The revised SGP requires that Member States in 
excessive deficit as well as those that have not yet 
reached their MTO have to achieve a minimum 
structural effort every year, defined as a change in the 
cyclically-adjusted balance net of one-off and temporary 
measures. This will ensure that respect of the nominal 
deficit limits of the EU fiscal framework is achieved 
through the implementation of sustained consolidation 
packages rather than by the use of non permanent 
measures.  

This section first examines the rationale for the 
existence of one-off and temporary measures. Then, it 
specifies the concept of one-off and temporary measures 
and principles for taking into account such measures in 
the context of budgetary surveillance. It also provides an 
indicative list of types of operations that could be 
considered as one-off and temporary measures. 

4.2.1. One-off and temporary measures in the 
context of numerical fiscal rules 

The rationale for isolating temporary influences on the 
budget is to identify the more permanent or the 
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underlying budgetary trends and efforts. Although one-
off and temporary measures are not always associated 
with an intention to make the figures look better, it is 
clear that the temptation exists for policy-makers to 
lower the budget deficit or public debt through ‘easy’ 
measures, which leave the government's net worth 
unchanged and imply no political cost. Some authors 
have also shown that the recourse to one-off and 
temporary measures is more frequent in Member States 
with high deficits and weak institutional settings or non-
transparent budget processes and when there are 
numerical fiscal rules. The main explanation for this is 
related to the so-called Goodhart’s Law, which says that 
when an economic indicator is made a target for the 
purpose of economic policy, which is generally the case 
following the introduction of a numerical fiscal rule, 
policy-makers change their behaviour and tend to take 
decisions which facilitate the respect of the target.  

In the context of the revised SGP, relevant one-off and 
temporary measures are those with an impact on the 
general government balance. This section focuses 
exclusively on such measures. 

4.2.2. Recent experience with one-off measures 
in the EU 

The introduction of provisions on one-off and temporary 
measures in the revised SGP is a clear improvement in 
the economic rationale of the fiscal framework. This 
change was notably motivated by the frequent recourse 
to one-off and temporary measures in recent years. 
Graph II.9 below shows the impact of one-off and 
temporary measures on the general government balance 
in the euro area since 1993.34 While in theory one-off 
and temporary measures can be deficit-reducing and 
deficit-increasing, the chart shows that, on average, they 
have been deficit-reducing. This tends to confirm the 
view that one-off and temporary measures were used as 
a mean to improve budgetary figures. The size of one-
offs also seems to be linked to cyclical developments. 
When growth was high (periods 1994-1995 and 19989-
2000 on the chart), the budgetary effect of one-offs was 
on average small. 

Graph II.10 below shows the link, for euro area 
countries, between the level of the deficit and the 
frequency and importance of one-off and temporary 
measures since 1993. Negative and small one-offs 
(below 0.3 percent of GDP) are not represented on the 
chart. The graph shows that there are more one-off 
measures when the deficit approaches 3 percent of GDP 
or is slightly above this ceiling. It also suggests that one-
off measures are potentially larger when the deficit 
approaches 3 percent of GDP. 

                                                 
34  This series was constructed using the database built by 

Van den Noord and Koen (2005) and Commission 
services' information on the recent past. 

Graph II.9. One-off and temporary measures in the 
euro area, as a % of GDP  
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Source: Commission services. 

Graph II.10. More and bigger one-offs when the 
deficit is close to 3% (1993-2005, euro area countries)  

-6

-4

-2

0

0 0,5 1 1,5 2 2,5 3
Size of the one-off measures, as a % of GDP

D
ef

ic
it 

le
ve

l, 
as

 a
 %

 o
f G

D
P

 
Source: Commission services. 

The recourse to one-off and temporary measures implied 
difficulties in the application of the SGP rules. The 
graph below illustrates the case of Portugal. This 
country brought its nominal deficit below 3 percent of 
GDP between 2002 and 2004, during 3 consecutive 
years, through the implementation of very large one-off 
measures. There was no structural effort during this 
period (the cyclically adjusted balance net of one-off 
and temporary measures was virtually unchanged) while 
the nominal deficit and the CAB improved to below 3 
percent of GDP in the years 2002 to 2004. When the 
effect of the one-off measures vanished, the actual 
deficit converged towards its structural level, and 
reached 6 percent of GDP in 2005. 
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Graph II.11. Why Portugal did not get out of trouble 
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4.2.3. Guidance for the identification of one-off 
and temporary measures 

Specification of the definition of one-off and 
temporary measures 

Given the diversity of the measures potentially 
concerned, providing a simple and concise definition of 
one-off and temporary measures is difficult. The revised 
Code of Conduct specifies that “one-off and temporary 
measures are measures having a transitory budgetary 
effect that does not lead to a sustained change in the 
intertemporal budgetary position”. However, the need 
for clarity of the concept calls for further specifications 
of this general definition. The following common 
features of one-off and temporary measures can be 
identified: 

i. By nature, one-off and temporary measures 
have only a temporary influence on the 
headline and the cyclically-adjusted fiscal 
position. Their impact on the general 
government balance is concentrated in one or a 
very limited number of years.  

ii. Such measures are non-recurrent. When 
deciding whether a particular measure is non-
recurrent, the measure should be assessed in the 
context of the chain of measures of the same 
type. For instance, although each investment 
project is unique, a specific investment decision 
should be seen in the context of a continuity of 
investment decisions over time. As a rule, such 
measures should therefore not be considered as 
one-off and temporary measures, unless their 
size is exceptional.35  

                                                 
35  When considering whether the costs associated with a 

natural catastrophe (flooding, livestock diseases) should 
be considered as a one-off and temporary measure, 
account should be taken of the fact that relatively minor 
or medium-size catastrophes occur every year and 
therefore do not require exceptional spending. Unless 
expenditure directly related to the catastrophe are 

The Council Report of 20 March 2005 and other SGP-
related documents refer to one-off and temporary 
measures. However, to identify the underlying 
developments in the budgetary position, transactions 
resulting from events outside the control of the 
government (Court decision, call of a contingent liability 
agreed in previous years), and therefore not strictly 
corresponding to “measures”, having an important one-
off or temporary impact on the general government 
balance, should also be taken into account in the context 
of budgetary surveillance.  

One-off and temporary measures and the calculation 
of structural fiscal efforts 

The assessment of whether specific measures should be 
considered as one-off measures and be taken into 
account in the context of fiscal surveillance and in the 
calculation of the structural balance and effort will 
inevitably depend on the issue at hand. However, a 
number of principles should be followed. ---- 

 First, only measures having a significant impact on 
the general government balance should be 
considered. Widening the definition to a large 
number of measures would considerably increase 
the complexity of the monitoring of government 
finances developments.  

 Second, as a rule no deficit-increasing measures 
should be excluded from the calculation of the 
fiscal effort.36 In implementing the provisions 
related to one-off and temporary measures, the 
aims of the Council should be kept in mind. The 
Council intended to (i) ensure objective and 
transparent analysis of government finances 
developments; (ii) reduce incentives to pursue 
fiscal consolidation on the basis of one-off 
measures and; in turn, (iii) stimulate the 
implementation of sound consolidation measures 
with a sustained effect on government finances. 
The provisions on one-off and temporary measures 
were therefore primarily introduced in order to 
avoid that deficit-reducing one-off and temporary 
measures are treated as structural measures. They 
should not create incentives for Member States to 
present some deficit-increasing operations which 
could have a permanent character as one-off 
measures.37  

                                                                              
significantly larger (as a  percent of GDP) than those of 
the same type observed in ‘normal’ times, they should 
not be considered as a one-off measure. 

36  Exceptions could be made in cases where there is a high 
degree of certainty on the transitory nature of the measure 
and on the fact that it will not be extended in time or 
repeated. 

37  The exclusion of permanent deficit-increasing measures 
from the calculation of the fiscal effort would lead to an 
‘artificial’ improvement of the fiscal effort, which would 
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4.2.4. An indicative and open list of one-off and 
temporary measures 

The difficulty to establish a clear definition of one-off 
and temporary measures is a strong argument in favour 
of relying on concrete examples to identify them. An 
indicative and open list facilitates the identification of 
one-off measures, although it is clear that this list cannot 
be exhaustive and definitive. In the report ‘Public 
finances in EMU – 2004’, the Commission services 
made an analysis of one-off and temporary measures 
and, without the ambition of being fully inclusive, gave 
a tentative list of one-off and temporary measures which 
could be taken into account in the context of budgetary 
surveillance.  

In light of this previous work, recent economic literature 
on the issue, and recent developments in the EU 
Member States, the following categories of operations 
could be considered as one-off or temporary measures 
and transactions, provided that they satisfy the criteria 
and principles mentioned above. The classification 
makes a distinction between deficit-reducing and deficit-
increasing measures, which, as stated before, should be 
treated with particular caution.  

Deficit-reducing measures 

i. Tax amnesties implying a one-off tax payment. 
The typical case is that of a government 
offering an amnesty in order to repatriate 
capital from abroad. The amnesty may be 
subject to a one-off tax payment, which can 
potentially be large.  

ii. Sales of non-financial assets (real estate, 
publicly owned licenses and concessions).38 39 
The most famous example is the sale of UMTS 
licences in 2000 (and in some countries in 
subsequent years). 

iii. Temporary legislative changes in the timing of 
outlays or revenues with a positive impact on 
the general government balance. This includes 
changes in tax rates that are clearly announced 
as temporary and temporary changes in the 
timing of expenditure and collection of 
revenues. 

                                                                              
not reflect an improvement of the underlying fiscal 
position. 

38  One refers here to non-financial assets (buildings, land, 
licences and concessions) as, according to accounting 
rules, the disposal of financial assets does not reduce the 
deficit 

39  In the national accounts, such receipts are recorded as 
negative investment expenditure at the moment the sale 
takes place. 

iv. Exceptional revenues linked to the transfer of 
pension obligations.40 These revenues 
correspond to the payment by a given company 
to the government, in exchange for the transfer 
of the responsibility for the future payment of 
pensions of its employees. The magnitude of 
the one-off payment depends on the value of 
the pension commitments assumed by 
government and is potentially important. 

v. Changes in revenues or expenditure 
consecutive to Court or other authorities 
rulings. Such measures include for instance 
reimbursements of subsidies to general 
government decided by the Commission.   

vi. Securitisation operations with a positive impact 
on the general government balance.  

vii. Exceptional revenues from State owned 
companies.  

Deficit-increasing measures 

i. Short-term emergency costs associated with 
major natural catastrophes or other 
exceptional events (e.g. military actions, 
others). Experience shows that the 
exceptionality of these costs depends 
considerably on the size of the country.  

ii. Changes in revenues or expenditure 
consecutive to Court rulings or consecutive to 
Commission decisions.  

4.2.5. Information requirements on one-off and 
temporary measures 

The role played by one-off and temporary measures in 
the revised SGP strengthens the need for timely and 
reliable information on such measures.  

The revised Code of Conduct specifies that “measures 
having significant ‘one-off’ effects should be explicitly 
identified” in the programmes. Annex 1 of the Code of 
Conduct on the structure of Stability and Convergence 
Programmes foresees that Member States will provide in 
their programme information on one-off and temporary 
measures and developments in the structural balance. 
These provisions imply that implemented and planned 
one-off and temporary measures should be described 
and quantified in the Stability and Convergence 
Programmes. These refer both to planned measures and 
measures that took place in the recent past. 

As regards the nature of the information to be provided 
by the Member States, the following elements seem 
particularly relevant:  

                                                 
40  Regular payments and receipts in connection with the 

transfer of pension obligations of specific individuals are 
not relevant. 
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i. A description of the transaction and of the 
events at the origin of the measure. This 
includes information on the entities involved 
and the flows foreseen by the operation.  

ii. The observed or expected impact of the 
transaction on general government expenditure 
and revenues over time. Information on how the 
measure was quantified, including the main 
assumptions for the calculations and on the 
assumed treatment of the transaction in the 
national accounts should be provided. 

Although the provision of information in the context of 
Stability and Convergence Programmes constitutes a 
clear progress compared to the previous situation, 
exchanges of information on an annual basis may not 
seem sufficient for a timely monitoring of one-off and 
temporary measures, especially in the case of Member 
States in Excessive Deficit which are subject to an 
enhanced surveillance. Additional information could be 
provided in the context of the national budgetary 
procedures.  

The Commission contributes to an improved 
transparency concerning these measures. The 
Commission services provide information on the effect 
of one-off and temporary measures included in its bi-
annual forecasts. When assessing Stability and 
Convergence Programmes and compliance with the 
recommendations addressed by the Council, the 
Commission provides clear information on the measures 
that it considered as one-off and temporary measures, 
and that were excluded when estimating the fiscal effort. 

4.3. The estimation of new and updated 
budgetary sensitivities and the 
determination of minimal 
benchmarks 

Since the inception of the SGP, a great deal of attention 
was put on the need to distinguish the structural from the 
cyclical component of budget balances in EU budgetary 
surveillance. Progress was made in the past years on the 
front of defining an agreed methodology for the 
computation of output gaps, a necessary ingredient for 
adjusting budget balances for the cycle. In a first step, a 
methodology for computing output gap figures based on 
production function-based estimates of potential output 
was developed for the EU 15 Member States within the 
Working Group on Output Gaps (OGWG) of the 
Economic Policy Committee, and agreed by the 
ECOFIN Council in July 2002.41 In 2003, the OGWG 
undertook new work on to refine the production function 
methodology, and extend it to all EU countries, 
                                                 
41 See Denis, McMorrow and Roeger (2002) for a description 

of the EU production function approach to the computation 
of output gaps. 

including the New Member States.42 Since 2004, 
production function-based output gap figures are 
available for all Member States.  

In spite of this progress on the front of the estimation of 
output gaps, up to 2005 cyclically-adjusted budget 
balance (CAB) figures for New Member States were not 
available, due to missing values for budgetary 
sensitivities, the other necessary ingredient for the 
cyclical adjustment of budget balances. In 2005, 
progresses have been made on this front: values for the 
budgetary elasticities for the New Member States were 
computed according to a methodology agreed at EU 
level and values for EU 15 Member States were updated 
to account for possible changes in the structure of 
government revenues and expenditures. This work was 
carried out by the OECD and the Commission services 
within the framework of the OGWG. On the basis on the 
new set of budgetary elasticities, the Commission 
services constructed budgetary sensitivities, providing 
this way the link between output gaps and budget 
balances when computing CABs. 

As a result of the 2005 SGP reform, medium-term 
budgetary objectives can differ across countries and will 
be set with the aim, inter alia, to ensure an adequate 
safety margin against the breach of the 3 percent 
reference value for deficits (see section II.3 of this 
report). In order to gauge the respect of such adequate 
safety margin, the Commission introduced in 2000 the 
concept of minimal benchmark and used it regularly in 
previous years in budgetary surveillance, mostly in the 
assessment of stability and convergence programmes. 
During 2005, on the basis of the recently computed full 
set of budgetary sensitivities, a new set of values for 
minimal benchmarks have been calculated by the 
Commission services, discussed and approved by the 
Member States.  

                                                 
42 An illustration of the main methodological improvements in 

the computation of output gaps is contained in Denis et al. 
(2006).  
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Box II.3. Budgetary sensitivities: definition and construction  

Budgetary sensitivities are a basic ingredient for the computation of cyclically-adjusted budget balance (CAB) according to 
the Commission method. Specifically, the CAB is derived by subtracting the temporary component of the budget balance 
from the overall nominal figure: 

ttt OGbCAB ⋅−= ε        (1) 

where tb is the nominal budget balance-to-GDP ratio in year t, ε  the budgetary sensitivity parameter and tOG  the output 
gap in year t (i.e., the difference between real GDP and potential GDP expressed in percent of potential GDP). 
The sensitivity parameter ε  represents the change in the budget balance-to-GDP ratio associated with an additional 
percentage point of output gap. It is obtained by aggregating the elasticities of individual budgetary items (the percentage 
change in budgetary items associated with a percentage change in output). The individual revenue elasticities, iR,η , are first 

aggregated to an overall revenue elasticity Rη  using the share of each on the total current tax burden ( RRi / ) as weight: 
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Elasticities iR,η  are computed according to the OECD methodology agreed within the OGWG. The weights RRi /  are 

computed by the Commission services as an average over the period 1995-2004. As for the expenditure elasticity, Gη , it can 
expressed as 

G
GU

UGG ,ηη =         (3) 

where UG ,η  is the elasticity of unemployment-related expenditures and GGU /  is the share of unemployment related 

expenditure on total current primary expenditure. Parameter UG ,η  is computed on the basis of the methodology developed 

by the OECD. The weight GGU /  is computed by the Commission services using OECD data or data from national source 
for non-OECD countries. The reference year is 2003.  
The revenue and expenditure elasticities Rη  and Gη  are transformed into sensitivity parameters as follows: 

Y
G
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R

GGRR ηεηε == , ,       (4) 

where R/Y is the share of the current tax burden on GDP and G/Y is the share of primary current expenditure on GDP. Both 
weights are computed by the Commission services using 2003 as the reference year. The difference GR εε −  eventually 
yields the sensitivity parameter of the overall budget balance ε  used in equation (1). 

4.3.1. Updating the estimation of budgetary 
sensitivities and computing sensitivities 
for the New Member States 

Background information 

In the European Commission approach, the CAB is 
computed by deducting from overall budgets the cyclical 
component, which is the product of the output gap and 
the sensitivity of the budget balance to the cycle (see 
Box II.3). The budgetary sensitivities used in budgetary 
surveillance by the European Commission are based on 
OECD estimates of budgetary elasticities, and the 
methodology for linking output gaps to budget balances 
is discussed and agreed by the EPC. Although figures 
for New Member States' output gaps computed 
according to the agreed production function 
methodology were available already since 2004, the 
computation of CABs was made impossible by the lack 

of budgetary elasticities for New Member States until 
June 2005.  

The EPC OGWG, following the latest EU enlargement, 
received a mandate by the ECOFIN Council with a view  
"…to focus, together with the Economic and Financial 
Committee, on the linking of the output gaps and the 
cyclically-adjusted balance …". On the basis of this 
mandate, the EPC OGWG, with the participation of the 
OECD, has been working in 2004 and 2005 towards 
producing budgetary elasticities for the EU 10 and to 
update the existing set of elasticities and sensitivities for 
the EU 15 Member States (published back in 2000, see 
Van den Noord (2000)), in order to take into account 
changes that occurred since then in the policy 
environment and in structural fiscal parameters. The 
OECD also proposed some revisions in the methodology 
for estimating budgetary elasticities, that were discussed 
and agreed in the OGWG. The OECD computed new 
values for the elasticities for all OECD countries, 
including the four countries of recent EU accession 
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(Czech Republic, Hungary, Poland, Slovakia). As for the 
six non-OECD EU Members, the elasticities were 
estimated by the Commission services using the OECD 
methodology.  

Based on the work carried out by the EPC Output Gap 
Working Group (OGWG), on 27 June 2005 the EPC has 
approved the updated elasticity estimates by the OECD 
for EU 15 Member States and the new values for the 
EU10 Member states. A new set of budgetary 
sensitivities was then computed by the European 
Commission that was used in the Autumn 2005 forecast 
and in the assessment of the 2005 vintage of stability 
and convergence programmes.  

The new and updated values for budgetary 
sensitivities for all New Member States 

The first step for computing budgetary sensitivities is 
the estimation of budget elasticities. Table II.5 below 
reports the results from the latest estimates by the OECD 
(for all EU OECD countries) and the Commission 
services (non-OECD countries). Four different types of 
tax elasticities are estimated separately: personal income 
tax, corporate income tax, indirect taxes and social 
contributions. On the expenditure side, it is estimated 
the elasticity of only one cyclically-sensitive item: 
unemployment-related transfers. 

The elasticity of personal taxes is just above unity for 
most countries, this being mainly the result of 
progressive tax schedules. The elasticity of corporate 
taxes is also higher than one in general, but in this case 
the result is mostly driven by the fact that corporate 
profits, the tax base for corporate taxes, react more than 
proportionally with output. Regarding the elasticity of 
social contributions, this is generally below unity 
instead, mainly due to a less than proportional reaction 
of the tax base (i.e., the wage bill) to output. As for 
indirect taxes, the elasticity is assumed to be equal to 
unity for all countries. On the expenditure side, 
elasticities are relatively small (equal to -0.12 for EU25 
average), given the relatively low share of 
unemployment related transfers on total primary current 
expenditure. EU 15 countries exhibit on average slightly 
higher revenue elasticities than EU 10 countries (by 
about 1 decimal point). A stronger difference is 
observed for expenditure elasticities (-0.15 for EU 15 
versus -0.06 in the case of EU 10 countries).  

Revenue elasticities for each tax component are 
aggregated into a single revenue elasticity using the 
weight of each tax category on the current tax burden 
(see columns (5) and (6) in Table II.5 and Box II.3). The 

figures obtained indicate that aggregate revenue 
elasticities are equal to 1.04 for EU 15 and to 0.96 for 
EU 10 countries. In comparison with the elasticities used 
in EU budgetary surveillance up to September 2005, for 
the EU 15 average there is a slight increase in the overall 
revenue elasticity, coupled with a more marked and 
generalised reduction in expenditure elasticities due to 
changed estimations methodology.43 

The budgetary sensitivity parameters used for 
calculating cyclically-adjusted budget balances in EU 
budgetary surveillance aggregate revenue and 
expenditure elasticities into a single parameter 
representing the change in the budget balance/GDP ratio 
associated with a unit change in the output gap. The 
budgetary sensitivity is obtained as the difference 
between the a revenue and an expenditure sensitivity. 
The weight used to transform the revenue elasticity into 
the revenue sensitivity is the share of current tax burden 
on GDP, while that for translating the expenditure 
elasticity into the expenditure sensitivity is the share of 
primary current expenditure on GDP (see Box II.3).  

Results are reported in Table II.6. Overall, budgetary 
sensitivities are on average lower for EU 10 Member 
States (0.36 as opposed to 0.49 for the EU 15 average).  

The result is explained both by average lower revenue 
elasticities and expenditure elasticities and by both a 
lower share of current tax burden on GDP and of 
primary current expenditure on GDP. A comparison of 
the updated budgetary sensitivities for EU 15 Member 
States with those used so far in EU budgetary 
surveillance reveals that on average the overall 
sensitivity dropped slightly (from 0.51 to 0.49). 
However, this drop is entirely due to reduced values for 
expenditure sensitivities (in absolute value), since 
revenue sensitivities have slightly increased. The major 
increases in the overall budgetary sensitivity are 
observed for France, Ireland, Italy and Austria. Notable 
declines are observed instead in Belgium, Denmark, the 
Netherlands, Finland and Sweden. 

                                                 
43 In the previous methodology unemployment-related 

expenditures included unemployment subsidies, subsidised 
employment and compensations for early retirement, while 
in the current methodology only unemployment subsidies, 
for which data availability is more homogenous across 
countries, are included. Moreover, the elasticity of 
unemployment with respect to the output gap is estimated 
directly, without the split between two separate elasticities 
(labour force wit respect to employment gap and 
employment with respect to the output gap). See Van den 
Noord (2000) and Girouard and Andre' (2005). 
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Table II.5. New and updated budgetary elasticities  

 

Personal tax 

(1) 

Corporate tax 

(2) 

Social 
contributions 

(3) 

Indirect taxes 

(4) 

Elasticity of 
revenues 

(5) 

Elasticity of 
expenditure 

(6) 

BE 1.09 1.57 0.80 1.00 1.00 -0.16 
CZ 1.19 1.39 0.80 1.00 0.99 -0.02 
DK 0.96 1.65 0.72 1.00 1.00 -0.30 
DE 1.61 1.53 0.57 1.00 0.97 -0.27 
EE 0.80 1.40 0.70 1.00 0.88 -0.05 
EL 1.80 1.08 0.85 1.00 1.07 -0.04 
ES 1.92 1.15 0.68 1.00 1.09 -0.16 
FR 1.18 1.59 0.79 1.00 0.98 -0.12 
IE 1.44 1.30 0.88 1.00 1.14 -0.16 
IT 1.75 1.12 0.86 1.00 1.17 -0.04 
CY 2.10 1.50 0.70 1.00 1.14 -0.02 
LV 0.90 1.30 0.70 1.00 0.89 -0.05 
LT 0.90 1.40 0.70 1.00 0.90 -0.03 
LU 1.50 1.75 0.76 1.00 1.14 -0.04 
HU 1.70 1.44 0.63 1.00 1.02 -0.03 
MT 2.20 1.40 0.40 1.00 1.04 -0.02 
NL 1.69 1.52 0.56 1.00 1.01 -0.42 
AT 1.31 1.69 0.58 1.00 0.96 -0.08 
PL 1.00 1.39 0.69 1.00 0.91 -0.17 
PT 1.53 1.17 0.92 1.00 1.08 -0.09 
SI 1.40 1.50 0.70 1.00 0.96 -0.13 
SK 0.70 1.32 0.70 1.00 0.88 -0.04 
FI 0.91 1.64 0.62 1.00 0.92 -0.21 
SW 0.92 1.78 0.72 1.00 0.94 -0.19 
UK 1.18 1.66 0.91 1.00 1.10 -0.05 
Euro area 1.48 1.43 0.74 1.00 1.04 -0.15 
EU 15 1.39 1.48 0.75 1.00 1.04 -0.16 
EU 10 1.29 1.40 0.67 1.00 0.96 -0.06 
EU 25 1.35 1.45 0.72 1.00 1.01 -0.12 

Source of elasticity parameters: Girouard and André (2005) for OECD Member States, Commission services for non-OECD Member States. 
 

4.3.2. The computation of new values for 
minimal benchmarks for budget 
balances 

Background information 

One of the key elements of the 2005 SGP reform is the 
differentiation of the medium-term budgetary objectives 
(MTOs) in accordance with country-specific 
characteristics. The reform foresees that each Member 
State needs to have a budgetary objective, defined in 
structural terms, with the view to ensure, inter-alia, a 
safety margin with respect to the 3 percent of GDP 
government deficit ratio. This implies that the country-
specific MTOs needs to be set above a threshold value 
which ensures the respect of the 3 percent reference 
value under normal cyclical fluctuations. In EU 
budgetary surveillance this threshold value for budget 
balances is referred to as “minimal benchmark”. 

The estimation of minimal benchmarks require two 
ingredients. First, a measure of the impact that cyclical 
fluctuations have on budgets. This is the budgetary 
sensitivity (see previous section). Second, an estimate of 
a "representative output gap" capturing by how much 
very negative, but still likely cyclical conditions would 
bring output below potential. Minimal benchmarks were 
estimated by the Commission services in past years. 
However, no estimates were available for New Member 

States. Moreover, the updating of budgetary elasticities 
and sensitivities for all Member States in 2005 (see 
previous section) required re-estimating minimal 
benchmarks for EU 15 Member States as well.  

On the basis of the new and updated values for 
budgetary sensitivities, the Commission services 
computed a new set of values for minimal benchmarks. 
On 26 October 2005 Member States agreed on the new 
set of values computed by the Commission services but 
invited the EPC to carry out further methodological 
work to explore the ways indicated by the Commission 
on possible methodological improvements compared 
with the current method. 

The concept of minimal benchmark 

Budget balances are affected by cyclical fluctuations 
through the effect of automatic stabilisers. Since in the 
EU fiscal framework the 3 percent reference value for 
deficits needs to be respected even in the event of 
adverse cyclical developments (with the possible 
exception of "severe downturns" enabling the use of the 
"exceptional circumstances" clause in the excessive 
deficit procedure), automatic stabilisers can be allowed 
to play freely over the cycle without breaching the 3 
percent reference value only when the structural fiscal 
position incorporates a sufficient cyclical safety margin. 
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Table II.6. New and updated budgetary sensitivities  

 
Sensitivity 

of 
revenues 

Sensitivity 
of 

expenditure 

Budget 
sensitivity 

Budget 
sensitivity 
used up to 
September 

2005 

BE 0.47 -0.07 0.54 0.62 
DE 0.40 -0.11 0.51 0.48 
EL 0.42 -0.01 0.43 0.42 
ES 0.38 -0.05 0.43 0.40 
FR 0.44 -0.06 0.49 0.41 
IE 0.36 -0.05 0.40 0.32 
IT 0.49 -0.02 0.50 0.44 
LU 0.48 -0.01 0.49 0.60 
NL 0.39 -0.17 0.55 0.64 
AT 0.43 -0.04 0.47 0.29 
PT 0.41 -0.04 0.45 0.35 
FI 0.41 -0.09 0.50 0.66 
Euro area 0.42 -0.06 0.48 0.47 
DK 0.50 -0.15 0.65 0.77 
SE 0.48 -0.10 0.58 0.68 
UK 0.40 -0.02 0.42 0.49 
EU 15 0.43 -0.06 0.49 0.51 
CZ 0.36 -0.01 0.37 n.a. 
EE 0.29 -0.01 0.30 n.a. 
CY 0.38 -0.01 0.39 n.a. 
LV 0.26 -0.02 0.28 n.a. 
LT 0.26 -0.01 0.27 n.a. 
HU 0.45 -0.01 0.46 n.a. 
MT 0.36 -0.01 0.37 n.a. 
PL 0.33 -0.06 0.40 n.a. 
SI 0.39 -0.05 0.44 n.a. 
SK 0.27 -0.02 0.29 n.a. 
EU 10 0.33 -0.02 0.36 n.a. 
EU 25 0.39 -0.05 0.44 n.a. 

Source: Commission services. 

With a view to provide Member States with an 
indication on the minimal structural budgetary position 
consistent with a sufficient safety margin, the 
Commission introduced in 2000 the concept of "minimal 
benchmark" (see European Commission (2002, 2000).  

Graph II.12 provides a graphical illustration of the role 
and functioning of minimal benchmarks. The thin curve 
is the output gap, while the bold continuous curve is the 
general government balance. If a structural position in 
line with the minimal benchmark (dotted bold horizontal 
line) is maintained, the budget balance oscillates in line 
with the output gap around the minimal benchmark. 
Even when, the cyclical conditions are particularly 
negative, as assumed in the Graph, the budget balance 
would be above the -3 percent referent value without the 
need to carry out a discretionary adjustment.  

Although, before the 2005 SGP reform, countries were 
expected to achieve over the medium term a budgetary 
position close-to-balance-or-in-surplus, without 
reference to country-specific considerations relating to 
minimal benchmarks, compliance with minimal 
benchmarks was systematically assessed by the 
Commission in the context of the analysis of the SCPs. 

After the 2005 reform of the SGP medium-term 
budgetary objectives will be differentiated across 
countries, inter-alia for what concerns the respect of a 
safety margin against the breach of the 3 percent 
reference value for deficits. Minimal benchmarks in the 
new system provide therefore key information for the 
determination of MTOs.  

Updating the values for minimal benchmarks 

In Autumn 2005, estimates for minimal benchmarks 
have been updated by the Commission for the EU 15 
Member States and computed for the first time for New 
Member States. These new figures have been used 
already in EU budgetary surveillance, notably in the 
preparation and assessment of the 2005 vintage of 
Stability Programmes.  

The minimal benchmark is calculated in two steps. First, 
a cyclical safety margin against the 3 percent ceiling is 
calculated by multiplying the budgetary sensitivity by a 
“representative output gap”, which captures the value of 
the output gap that would realize under particularly 
weak, yet still typical, cyclical conditions. In the second 
step, the minimal benchmark itself is obtained by 
deducting the safety margin from the 3 percent deficit 
ceiling. Hence, the computation of the minimal 
benchmarks requires, for each Member State: (i) an 
estimate of the budgetary sensitivity to output 
fluctuations; (ii) the identification of a “representative 
output gap” for particularly weak cyclical conditions. 

Graph II.12. Minimal benchmarks: an illustration  

 
Source: Commission services. 

The EPC OGWG has recently updated its estimates of 
the budgetary elasticities for EU 15 Member States and 
computed for the first time those for New Member 
States (see previous section). The identification of a 
“representative output gap” for particularly weak 
cyclical conditions is based on the analysis of past 
cyclical developments in the EU. The data used for the 
computation of the representative output gap are 
obtained by applying the reference “production 
function” method for the estimation of potential output 
and output gaps adopted by the Council on 12 July 2002. 
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Table II.7. The output gap series for the EU-25 Member States: synthetic indicators (starting year see table, end 
year 2004)  

 Starting year Min Max Average Standard  deviation 

BE 1980 -3.7 2 -0.7 1.6 
CZ 1997 -4.6 -0.3 -2.3 1.4 
DK 1980 -4.3 3.0 -0.6 1.8 
DE 1991 -1.3 3.9 0.2 1.6 
EE 1995 -7.6 1.0 -2.1 3.0 
EL 1980 -4.2 3.0 -1.1 2.0 
ES 1980 -5.0 2.3 -1.8 2.2 
FR 1980 -2.9 2.0 -0.5 1.5 
IE 1980 -4.9 5.2 -0.2 2.6 
IT 1980 -2.4 3.1 0.1 1.5 
CY 1995 -1.9 1.9 0.0 1.2 
LV 1995 -3.2 1.3 -0.9 1.5 
LT 1995 -5.3 2.0 -2.1 2.6 
LU 1982 -5.9 5.8 -0.2 3.3 
HU 1995 -1.0 2.2 -0.3 0.9 
MT 1995 -2.3 4.7 0.1 2.1 
NL 1980 -3.7 3.3 -0.5 1.8 
AT 1980 -3.0 2.5 -0.3 1.5 
PL 1995 -4.2 0.1 -1.5 1.4 
PT 1980 -7.5 4.3 -0.8 3.2 
SI 1997 -1.7 1.2 -0.1 0.9 
SK 1996 -2.2 0.3 -1.0 0.9 
FI 1980 -7.9 6.9 -0.3 3.3 
SE 1980 -6.6 2.8 -1.5 2.3 
UK 1980 -3.9 4.1 -0.4 2.0 

Simple averages 
EU25 .. -4.1 2.7 -0.7 1.9 
EU15 .. -4.5 3.6 -0.6 2.2 
EU10 .. -3.4 1.4 -1.0 1.6 
Euro area  -4.4 3.7 -0.5 2.2 

Source: Commission services. 

The sample used for refers to the period 1980 to 2004 
for EU 15 countries, while the available output gap data 
for the New Member States starts in 1995 at the earliest. 
The “representative output gap” for each Member State 
is calculated as the simple average of the highest and 
lowest of the following three alternatives:  

i. The largest negative output gap observed for 
each country in the period considered. 

ii. The unweighted average of the largest negative 
output gaps in each country observed in the 
period.  

iii. Two times the country-specific standard 
deviation of the output gap taken with minus 
sign.44  

                                                 
44  When output gaps are normally distributed, about 95  

percent of the observations fall within the range of two 
times the standard deviation around the mean. Thus, since 
the average value of output gaps is theoretically close to 
zero, only about 2.5  percent of the observations fall below 
a value of the output gap equal to -2 times the standard 
deviation.  

Note that criterion ii. above considers information 
pertaining not only to the country concerned but to the 
whole sample of output gap data. The reason is that, in 
past years, some economies may have experienced 
structural changes that have modified their standard 
cyclical pattern. A way to overcome this problem is to 
complement country-specific information with 
information embedded in series of other countries, on 
the ground that output gap series of EU Member States 
have similar properties and that there are elements of the 
cycle that are common across countries.  

Table II.7 reports synthetic statistical indicators for the 
output gap data for each EU Member States (mean, 
minimum, maximum values, standard deviations). The 
variation across countries of minimum values for output 
gaps highlights the need of eliminating possible 
“outliers” from the sample, i.e., output gap observations 
exhibiting exceptionally high or low values that are 
likely to correspond to particular events that are not 
representative of standard cyclical fluctuations and 
which will hardly be repeated in the future.  
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Table II.8. Updated values of the minimal benchmarks for the 25 EU Member States  

 
 

Budget 
Sensitivity 
to the cycle 

Max 
negative 

output gap 

- 2*std. dev. 
of the 

output gap 

Average of 
the largest 
negative 

output gap 
across EU25 

Representat
ive  

output gap: 
0.5min[(2),(

3), 
(4)]+0.5max
[(2),(3),(4)] 

Minimal 
benchmark 

 
 
 

Minimal 
benchmark, 

old value 

 (1) (2) (3) (4) (5) (6)=-(1)*(5)-3  

BE 0.54 -3.7 -3.2 -3.5 -3.4 -1.1 -0.7 
DE 0.51 -1.3 -2.4 -3.5 -2.4 -1.8 -1.6 
EL 0.43 -4.2 -3.9 -3.5 -3.9 -1.3 -1.7 
ES 0.43 -5.0 -4.4 -3.5 -4.2 -1.2 -1.5 
FR 0.49 -2.9 -3.0 -3.5 -3.2 -1.4 -1.7 
IE 0.4 -4.9 -4.6 -3.5 -4.2 -1.3 -1.3 
IT 0.5 -2.4 -3.0 -3.5 -3.0 -1.5 -1.5 
LU 0.49 -4.3 -4.5 -3.5 -4.0 -0.8 0.1 
NL 0.55 -3.7 -3.6 -3.5 -3.6 -1.0 -0.7 
AT 0.47 -3.0 -3.1 -3.5 -3.2 -1.5 -2.1 
PT 0.45 -4.5 -4.6 -3.5 -4.0 -1.1 -1.2 
FI 0.5 -3.8 -3.4 -3.5 -3.6 -1.1 0.8 
Euro area 0.5 -3.6 -3.7 -3.5 -3.6 -1.3 -1.1 
DK 0.65 -4.3 -3.6 -3.5 -3.9 -0.5 -0.8 
SE 0.58 -4.9 -4.3 -3.5 -4.2 -0.6 -0.8 
UK 0.42 -3.9 -3.6 -3.5 -3.7 -1.4 -1.4 
EU 15 0.5 -3.8 -3.7 -3.5 -3.6 -1.2 -1 
CZ 0.37 -4.6 -2.8 -3.5 -3.7 -1.6 n.a. 
EE 0.3 -4.0 -2.8 -3.5 -3.4 -2.0  n.a. 
CY 0.39 -1.9 -2.5 -3.5 -2.7 -1.9  n.a. 
LV 0.28 -3.2 -3.1 -3.5 -3.3 -2.1  n.a. 
LT 0.27 -4.9 -5.1 -3.5 -4.3 -1.8  n.a. 
HU 0.46 -1.0 -1.8 -3.5 -2.2 -2.0  n.a. 
MT 0.37 -2.3 -3.1 -3.5 -2.9 -1.8  n.a. 
PL 0.4 -4.2 -2.9 -3.5 -3.5 -1.6  n.a. 
SI 0.44 -1.7 -1.8 -3.5 -2.6 -1.9 n.a. 
SK 0.29 -2.2 -1.8 -3.5 -2.7 -2.2  n.a. 
EU 10 0.4 -3.0 -2.8 -3.5 -3.1 -1.9 n.a. 
EU 25 0.4 -3.5 -3.3 -3.5 -3.4 -1.5 n.a. 

Source: Commission services. 

The sample of output gaps used to calculate the 
representative output gap was therefore re-defined in 
such a way to exclude all observations below and above, 
respectively, the 2.5 percent and the 97.5 percent 
percentiles of the distribution of output gaps for the 
sample including all EU Member States. Table II.7 also 
shows that, on average over the sample, New Member 
States have less negative minima for their output gaps 
than EU 15 countries as well as smaller standard 
deviations. These differences are due to a large extent to 
the shorter time series available for the New Member 
States and are likely to bias upward the estimation of 
"representative output gaps" for these countries.  

Table II.8 reports the updated minimal benchmarks. The 
minimal benchmarks for all countries result to be 

negative (meaning that a moderate structural deficit 
would be compatible with absence of risks of breaching 
the 3 percent deficit ceiling under normal cyclical 
fluctuations), while positive values were found in few 
cases in the previous computations. The simple average 
of minimal benchmarks across the EU 15 is -1.2, as 
opposed to an average of -1 in the previous 
computations. This revision is due to both to revised 
representative output gaps and to changes in the 
budgetary sensitivities. It is also to notice that the 
minimal benchmarks for the New Member States are in 
general considerably less ambitious than those of EU 15 
Member States. This is to some extent the result of less 
negative representative output gaps, but also the 
consequence of smaller budgetary sensitivities (see 
Table II.5 in the previous section).  

 



 

 110 

Box II.4. Alternative methods for computing minimal benchmarks 

Minimal benchmarks have been computed using alternative methods both by international organizations and academic 
economists. In spite of notable differences among the various approaches followed, results are remarkably similar. 
Among the first estimates of minimal benchmarks were contained in OECD (1997) and IMF (1998). These approaches were 
analogous to that of the European Commission, but simpler and more direct. In OECD (1997) different hypothesis are made 
regarding the representative output gap in weak cyclical conditions. The alternatives considered are -1, -2 and -3 percent of 
potential output. These output gap figures are in turn multiplied by the budgetary sensitivity to the cycle to obtain the cyclical 
safety margin and then the minimal benchmark for budget balances. In case of a representative output gap of -3 percent the 
estimated minimal benchmarks appear broadly in line with those obtained using the Commission method. In IMF (1998), the 
method followed is that of choosing as representative output gap of each country the minimum output gap observed over the 
previous three decades. Results lead to minimal benchmarks ranging between -0.5 percent of GDP and -1.5 percent for most 
countries, dispersed around a simple average of -1 percent. 
Some analyses, rather than using ex-post information to infer which minimal benchmark should be kept by countries to avoid a 
breach of the 3 percent reference value for deficits, adopt an ex-ante approach, based on model simulations. A further distinction 
can be made between the papers that base simulations on estimated structural VARs and the work carried out via macro models. 
In both cases the approach followed is that of providing random shocks to the model and deriving which level of the starting 
budget balance guarantees the respect of the 3 percent ceiling with a pre-determined level of statistical confidence. Dalsgaard and 
de Serres (2000) construct a structural VAR for 11 euro-area countries and show that for most countries minimal benchmarks 
between -1 percent and -1.5 percent would avoid breaching the 3 percent limit for deficits over a three year period with a 90 
percent degree of statistical confidence. Artis and Onorante (2005) perform a similar exercise on a structural VAR estimated on 
quarterly data and identified along the same lines as Dalsgaard and de Serres, but define the benchmarks probability values on the 
basis of the “exceptional circumstances” rules of the Stability and Growth Pact. They estimate minimal benchmarks for the “pre-
2005-refom Stability and Growth Pact ranging around budget balance positions, while minimal benchmarks for the “reformed” 
Stability and Growth Pact consist of deficits slightly above 1 percent for most countries. 
An indirect assessment of minimal benchmarks on the basis of stochastic simulations with the applied NiGEM macro model of 
the National Institute for Economic and Social Research is found in Dury and Pina (2003). The objective of analysis is to assess 
the probability of breaching the 3 percent reference value for deficits and incurring into sanctions under the SGP under the 
assumption that the budgetary commitments of EU countries incorporated in their first vintage of Stability programmes are 
respected. The analysis considers 10 euro area countries (all bar Greece and Luxemburg). This means assuming structural budget 
balances averaging -1.9 percent in the first programme year (1999) and declining towards -0.8 percent in the following years of 
the programme. The simulations show that cases of a 3 percent breach would have been very rare should countries have stuck to 
their commitments. This evidence also indirectly proves that deficits in the range assumed in the simulation could have served as 
effective minimal benchmarks. 

 

4.4. Recent developments in the 
governance of budgetary statistics  

This section summarises recent developments in relation 
to the governance of budgetary statistics in the EU. It is 
an update of information provided on this topic on the 
2003 and 2005 editions of this report.45  

This chapter places the discussions on the governance of 
budgetary statistics as a component of the reform of the 
Stability and Growth Pact (section 4.4.1) and 
summarises recent changes in the legal text governing 
the provision of deficit and debt statistics for the 
implementation of the SGP (4.4.2). 

Moreover, it summarises progress concerning the 
availability of fiscal statistics, with a specific emphasis 
on quarterly statistics (4.4.3), and describes some 
developments on the governance of statistics in general, 
a topic that goes much beyond, but have a direct impact 
on, fiscal statistics (4.4.4). The final section (4.4.5) 
concludes. 

                                                 
45  See chapter II-4 –The governance of budgetary statistics in 

EMU in the 2003 edition and box II-2 – Strengthening the 
governance of budgetary statistics in the 2005 edition. 

4.4.1. Statistical governance reform is part of 
the SGP reform  

The long and in-depth discussions on the governance of 
budgetary statistics in EU reflect the increasing 
perception that high-quality budgetary statistics 
constitute the basic infrastructure of a rule-based fiscal 
framework. Low-quality fiscal statistics, or more 
generally poor macroeconomic statistics, may lead 
economists to draw wrong conclusions about the 
behaviour of economic agents and result in misguided 
choices by policy makers. 

The effectiveness of fiscal rules depends on the 
quality of statistics 

To be enforceable, fiscal rules require fiscal statistics 
which are timely, accurate, relevant and reliable; 
moreover, the credibility and transparency of fiscal 
surveillance depends much on the credibility and 
transparency of the underlying statistics. Therefore, the 
debates on the governance of budgetary statistics over 
the last two years – in particular since the call for action 
by the ECOFIN Council of 2 June 2004 – should be seen 
as an integral part of the reform of the Stability and 
Growth Pact. 
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In its Communication of 3 September 2004,46 which 
initiated the reform of the SGP, the Commission 
recognised that “the implementation of the fiscal 
framework and its credibility (…) relies on the quality, 
timeliness and reliability of fiscal statistics” and that “an 
improved monitoring (…) of the reported data” was 
necessary. 

Moreover, the ECOFIN Council Report “Improving the 
implementation of the Stability and Growth Pact” of 21 
March 2005, which was endorsed by the European 
Council of 22 and 23 March 2005, devoted a full section 
to statistical governance, stressing in particular the need 
to ensure that national statistical institutes and Eurostat 
have sufficient resources and capabilities and to put in 
place adequate safeguards so as guarantee their 
independence, integrity and accountability for the 
production of high-quality statistics. 

4.4.2. Legislative changes related to reporting of 
deficit and debt levels  

On 12 December 2005, the Council adopted a regulation 
amending Regulation (EC) N° 3605/93 on the 
notification of deficit and debt data.47  

This followed a proposal by the Commission in March 
2005, which had already been shortly described and 
commented in last year’s Public Finances in EMU 
report. While the final legal text adopted by the Council 
kept the main thrust of the Commission proposal, a 
number of differences should be noted. 

Postponement of reporting deadlines… 

Following a proposal by the Council, the reporting date 
for deficit and debt figures was postponed by one 
month, that is, from 1 March and 1 September to 1 April 
and 1 October, respectively. This move in the reporting 
deadlines intends to better align the reporting of 
government deficit and debt levels with the availability 
of other related statistics, such as the detailed 
government revenue and expenditure accounts, the 
government financial transactions and financial balance 
sheets, as well as with the transmission of quarterly 
government accounts (on the availability of quarterly 
government accounts, see below 4.4.3). Therefore, the 
new reporting dates should contribute to improve the 
consistency and completeness of government statistics. 

…will contribute to improve the reliability of data 

Moreover, the extension by one month of the time lag 
for the compilation of the first outcome of government 
deficit and debt figures is expected to improve other 
                                                 
46  “Strengthening economic governance and clarifying the 

implementation of the Stability and Growth Pact”, COM 
(2004) 581. 

47  Council Regulation (EC) N° 2103/2005 (OJ N° L 337, 
22.12.2005, p. 1). 

critical dimensions of government quality, notably 
reliability.48 Given the fundamental objective of the 
excessive deficit procedure, namely of promptly 
identifying situations of excessive deficit and of putting 
an end to them, the first budgetary outcomes are those 
that really matter for the procedure. Revisions often 
arrive too late to be of relevance in the implementation 
of the fiscal surveillance. As a result, revisions in deficit 
and debt data – more than the revision of other 
macroeconomic statistics – may be detrimental for the 
credibility of the EU fiscal framework and raise issues 
of equal treatment among Member States, though 
experience indicates that, for most countries, data 
revisions are relatively small. The extension of the 
reporting deadlines by one month is all the more 
revealing of the importance of reliable and consistent 
government accounts as it goes against the trend for 
improving the timeliness of other macroeconomic 
statistics in the EU, such as GDP growth or HICP. As 
proposed by the Commission, the revised regulation also 
established the Member States’ obligation of informing 
the Commission of any major revision in deficit and 
debt data occurring between the statutory deadlines, in 
particular when these revisions imply deficit and debt 
figures in excess of the Treaty reference values. 

Assessment of data quality 

As in the Commission proposal, the regulation adopted 
by the Council maintains a key role for Eurostat in 
assessing the quality of data reported by Member States 
– the topic which was the leitmotiv of the amended 
regulation. Eurostat’s powers to check compliance of 
reported data with accounting rules were in this way 
strengthened.49 

According to the Commission proposal of March 2005, 
the assessment of the quality of government accounts 
would take place in dialogue visits and in in-depth 
monitoring visits, both of which should be carried out 
regularly in all Member States. While the former are 
designed to review reported data and examine 
methodological issues, the latter would monitor the 
processes and accounts underlying the reported data, 
thus allowing detailed conclusions on the compliance 
with accounting rules, completeness, reliability and 
consistency of statistics. In the final text adopted by the 
Council, the dialogue visits remained as in the 
Commission proposal, but the in-depth monitoring visits 
(renamed methodological visits) became exceptional – 
“in cases where substantial risks of potential problems 
                                                 
48  Reliability denotes how statistical series are revised after 

their first publication; the more reliable series are those for 
which the first outcome is closer to final data. In the case of 
government accounts, final figures are only published after 
four years, or even later. 

49 However, not all the elements included in the original 
proposal by the Commission aimed at enhancing the data 
quality checking function of Eurostat were taken on board 
in the amending regulation 2103/2005. 
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with the quality of data are identified” – rather than a 
regular feature of the quality assessment. 

The Council adopted the Commission proposals that 
strengthen the Eurostat’s role in the provisions of data 
for fiscal surveillance. In particular, the amended 
regulation establishes that data for the implementation of 
the excessive deficit procedure are provided by Eurostat, 
and that the latter has the right of unilaterally amending 
the data compiled by a Member State and of publicly 
raising reservations to the quality of statistics. 

Transparency and integrity 

The Council adopted the Commission proposals aimed 
at strengthening the transparency of government 
accounts with no substantial changes. This covers the 
public availability of inventories describing the methods, 
procedures and sources used by Member States for the 
compilation of government finance statistics, the 
publication by Member States of the tables reported to 
the Commission, and the publication by Eurostat of 
regular reports on the quality of data reported by 
Member States, notably after each dialogue and 
methodological visit. 

The regulation also requires Member States to put in 
place mechanisms that ensure that data reported are 
compiled with a number of statistical principles and that 
national officials responsible for the production of 
statistics abide by these principles, notably impartiality.  

Clarification of accounting rules ex post and ex ante 

Concerning the interpretation of rules for the accounting 
recording of government expenditure and revenue, and 
their application to complex cases, the Council 
established a distinction between the accounting of past 
transactions and guidance on the appropriate accounting 
treatment of planned government measures. As to the 
former, the amended regulation strengthens and clarifies 
a long-standing procedure involving Eurostat and the 
Committee on monetary, financial and balance of 
payment statistics (CMFB). Whenever there are doubts 
on how to apply the accounting rules to complex 
transactions, the Eurostat decision should be preceded 
by a consultation of the CMFB. The committee opinion 
itself is prepared by technical discussions in dedicated 
taskforces and working groups which involve the 
statistical authorities of all Member States. This 
procedure ensures that the final decision is widely 
shared among the EU statistical community, that is is 
based on technical considerations only and that all 
viewspoints have been duly taken into account. Simple 
cases can be solved bilaterally between Eurostat and the 
concerned Member State. However, to ensure 
accountability and multilateralism, Eurostat should 
inform the other member states of issues solved without 
consulting the CMFB. 

The clarification of the appropriate treatment of planned 
government measures is not dealt with by the amended 

regulation. However, the ECOFIN Council of 8 
November 2005 acknowledged that a timely 
clarification of accounting rules was essential to 
facilitate effective fiscal planning and forecasting. The 
Council invited the Commission to reflect on 
establishing procedural guidelines for the supply of 
accounting guidance on planned measures, with the aim 
of maximising the certainty of the guidance provided by 
Eurostat to Member States before the latter implement 
their fiscal policy measures. 

The Eurostat’s procedural guidelines on ex ante 
accounting guidance have already  been discussed by the 
CMFB and the Economic and Financial Committee in 
spring 2006 and are expected to be endorsed by the 
ECOFIN Council later in the year. 

4.4.3. Progress in the availability of budgetary 
statistics 

Quarterly government expenditure and revenue 

In April 2006, Eurostat started the dissemination of data 
on the quarterly government deficit,50 revenue and 
expenditure, as well as quarterly financial accounts51 for 
most Member States. This publication is a milestone in a 
long process initiated in 1998 when the first discussions 
on the compilation of government accounts with a 
quarterly frequency started. Quarterly data on taxes, 
some social benefits and government debt have already 
been available for some time for most countries. 

Although the implementation of the SGP and EDP will 
and should remain on an annual basis – most notably 
because the government budgets are adopted by the 
political institutions of each country with a yearly 
frequency – quarterly statistics will be an important tool 
for fiscal and economic analysis. They will provide early 
indications of budgetary developments allowing 
Member States’ policy makers to better react whenever 
any deviation vis-à-vis the plans occur within the year, 
and the EU institutions to better assess fiscal efforts put 
in place in each country. Infra-annual budgetary 
statistics should also help to better understand the 
interaction between fiscal developments and the 
economic activity. However, quarterly statistics require 
a specifically careful interpretation, as they are less 
reliable – i.e. they are subject to larger revisions – than 
annual data, and are more volatile from one period to the 
next.52 

                                                 
50  However, a few Member States  – notably France and 

Germany – do not yet allow publishing quarterly deficits for 
the ongoing year. 

51  Financial accounts cover below-the-line transactions, that 
is, the accumulation and decumulation of financial assets 
and liabilities. 

52  Notably, quarterly government accounts for most countries 
are not yet seasonally adjusted. 
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Statistics on the functional classification of 
government expenditure 

Concerning the availability and use of budgetary 
statistics, one should also mention the increased 
attention given by both data compilers and policy 
analysts to the functional classification of government 
expenditure. The functional classification of government 
expenditure – which consists at a breakdown of 
expenditure according to ten categories53 – is more and 
more considered an appropriate framework to assess and 
compare developments in the quality of public 
expenditure.54 This is reflected in the inclusion of 
statistics on government expenditure by function in the 
stability and convergence programmes. Moreover, the 
national statistical institutes and Eurostat are currently 
working to improve the quality of these figures, in 
particular concerning their further harmonisation and 
availability of detailed breakdowns.  

4.4.4. Institutional reform  

Independence, integrity and accountability of the 
national statistical authorities 

In a parallel development which concerns all official 
statistics, though it also has an impact on budgetary 
statistics, there have been discussions on the 
independence, integrity and accountability of the 
national statistical institutes and of Eurostat.  

On 24 February 2005, the director generals of the 
national statistical institutes and of Eurostat, gathered at 
the Statistical Programme Committee (SPC), 
unanimously adopted a European Statistics Code of 
Practice.55 This code of practice includes fifteen 
principles, notably professional independence of data 
compilers, statistical confidentiality, impartiality and 
objectivity, accuracy, reliability and timeliness of data to 
adequacy of resources of statistical institutes. 

The code also contains a set of indicators associated to 
each of these principles which will facilitate reviewing 
the implementation of the Code. The Commission 
formally recommended that Member States recognise 

                                                 
53  These ten categories are general public services; defence; 

public order and safety; economic affairs; environmental 
protection; housing and community amenities; health; 
recreation, culture and religion; education; and social 
protection. 

54  For most countries, these data are available 12 months after 
the end of the reference year. 

55  The European Statistics Code of Practice can be 
downloaded from: 
http://epp.eurostat.cec.eu.int/pls/portal/docs/PAGE/PGP_D
S_QUALITY/TAB47141301/VERSIONE_INGLESE_WE
B.PDF. 

the European Statistics Code of Practice as a common 
set of standards for statistical authorities in the EU.56 

The Commission is setting up a reporting system to 
monitor adherence to the Code of Practice among the 
national statistical authorities, but also by Eurostat. In 
this context, the ECOFIN Council of 8 November 2005 
reiterated that the independence and credibility of 
Eurostat stems from its competence and operational 
capacity. The Council proposed the creation of a high-
level advisory body to enhance the independence, 
integrity and accountability of Eurostat and of the 
national statistical authorities. This new body, which 
should draw up an annual report on the respect of the 
European Statistics Code of Practice should be 
composed by a small group of independent and 
competent persons and chaired by an influential and 
well-regarded person. A formal Commission proposal 
on this issue is expected very soon. 

4.4.5. Conclusion 

This section described developments in the governance 
of statistics which have direct implications for the 
Stability and Growth Pact. Although the interest in the 
governance of budgetary statistics – that is on the 
accounting principles, rules, procedures and behaviour 
of institutions on the compilation and publication of 
fiscal indicators – was sparked by episodes of large 
revisions in the deficit and debt figures concerning a 
very limited number of countries, such debate is 
welcome and is, in fact, indispensable. 

The implementation of the SGP has shown that the 
effectiveness of fiscal rules depends much on the quality 
of the underlying government finance statistics, and that 
these depend to a great extent on their governance. By 
moving the emphasis from a single indicator to a more 
reasoned analysis of the budgetary position of Member 
States, the reform of the Stability and Growth Pact has 
even reinforced the need for high-quality statistics, that 
is statistics which are accurate, reliable, timely, 
consistent across time and among countries, transparent 
and which are compiled by credible institutions. 

As discussed previously, over the last months, several 
developments have contributed to improving the quality 
of budgetary statistics: notably the reinforcement of the 
Eurostat powers and responsibility in checking the 
quality of fiscal data reported by Member States, the 
publication of budgetary statistics with an infra annual 
frequency, as well the establishment of minimum 
standards for of the institutional set up of national and 
European statistical authorities. 

                                                 
56  Communication from the Commission to the European 

Parliament and to the Council and Recommendation on the 
independence, integrity and accountability of the national 
and Community statistical authorities (COM (2005) 217 of 
25 May 2005). 
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5. New long-term budgetary projections and 
improvements of the analysis of the long-
term sustainability of public finances  

5.1. Introduction 

In the analysis of long-term sustainability of public 
finances in view of the budgetary challenge posed by 
ageing populations, long-term projections of 
government budgetary items are crucial. The recently 
completed long-term budgetary projections have been 
conducted with commonly agreed assumptions and 
methods for a wide range of budgetary items (pensions, 
health-care, long-term care, education and 
unemployment benefits). In the context of EU 
multilateral budgetary surveillance, such projections 
need to be comparable across countries in order to 
ensure a consistent treatment and analysis of long-term 
budgetary trends and challenges in the different Member 
States. The new long-term projections therefore 
represent an important improvement of the analysis of 
public finance sustainability at EU level. 

With regard to the analysis of public finance 
sustainability in the context of the assessment of the 
annual updates of stability and convergence 
programmes, some improvements were introduced in the 
latest assessment round. First, a decomposition of the 
sustainability indicators has been introduced, which 
enables the analysis of whether risks to public finance 
sustainability mainly come from the short-term or long-
term budgetary developments. Second, a new sensitivity 
test has been introduced. It shows the supplementary 
budgetary cost that arises if an adjustment that ensures 
sustainable public finances is made in the future rather 
than today. In other words, it illustrates the 'cost of 
delay'. 

5.2. The 2005/06 long-term projections of 
age-related expenditure for the 
EU25  

A new set of age-related expenditure projections for all 
EU25 Member States has just been completed. The 
projections, based on a new population projection 
provided by Eurostat, cover pensions, health care, long-
term care, education and unemployment transfers for the 
period 2005 to 2050. As part of the exercise, projections 
have also been made for the labour force and GDP 
growth potential up to 2050.  

The projections have been prepared together by the 
Commission (DG ECFIN) and the Member States within 
the Ageing Working Group of the EPC, a group 
established in 1999.  

Successive European Councils have recognised the need 
to address the implications of ageing populations at 
European level. In particular, by agreeing that the 
‘Council should regularly review the long-term 
sustainability of public finance, including the expected 
strains caused by the demographic changes ahead.’ 
Following the indications of the European Council, the 
Commission and the Council now examine the long-
term sustainability of public finance as part of the annual 
surveillance exercise, reflecting a broadening of the 
scope of public finance issues covered in the stability 
and convergence programmes, and the increased 
emphasis on medium-to long term sustainability issues. 

The new projections provide a much more comparable, 
transparent and robust basis for assessing the budgetary 
implications of demographic change and the 
sustainability of public finances across Member States, 
which are a major element in the reformed Stability and 
Growth Pact in view of establishing appropriate 
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budgetary plans. The new age-related expenditure 
projections are a key input to the reinforced analysis of 
the sustainability of public finances in the EU. 
Specifically, the ECOFIN Council stressed in its report 
of 20 March 2005 that in the surveillance of budgetary 
positions, sufficient attention should be given to debt 
and sustainability so as to safeguard the sustainability of 
public finances in the long run, and that the link between 
longer-term sustainability concerns and medium-term 
budgetary planning needs to be strengthened. 

Europe’s population will be older in 2050, with a much 
smaller population of working age. This is due to 
fertility rates remaining below the natural replacement 
rate and continuous increases in life expectancy which 
are only partially offset by inward migration. From an 
economic perspective, the most important development 
concerns the working-age population (15 to 64), which 
is projected to drop by 48 million (16 percent), between 
2004 and 2050. In contrast, the elderly population aged 
65+ will rise sharply by 58 million (77 percent). Europe 
will go from having four to only two persons of 
working-age for every elderly citizen (see Graph II.13.) 

Graph II.13. Age pyramids for EU25 population  
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Despite higher employment rates, the number of 
employed persons will eventually fall and act as a drag 
on growth. The labour force projection shows that the 
overall employment rate would rise from 63 percent in 
2003 to the 70 percent Lisbon employment rate target in 

2020. The increase is mainly due to higher female 
employment rates as older women retire and are 
replaced by more economically active younger women. 
Notwithstanding this, the decline in the size of the 
working age population will eventually dominate. After 
increasing by some 20 million between 2004 and 2017, 
total employment in the EU25 is thereafter projected to 
contract by almost 30 million by 2050, a fall of nearly 
10 million over the entire projection period.  

Potential GDP growth is therefore projected to decline. 
For the EU15, the annual average potential GDP growth 
rate would fall from 2.2 percent in the period 2004-10 to 
1.8 percent in the period 2011-30, and to 1.3 percent 
between 2031 and 2050. An even steeper decline is 
foreseen in the EU10 Member States, from 4.3 percent 
in the period 2004-10 to 3 percent in the period 2011-30 
and to 0.9 percent between 2031 and 2050. Moreover, 
the sources of economic growth would alter 
dramatically. Employment will make a small positive 
contribution to growth up to 2010, become neutral in the 
period 2011-2030, and turn significantly negative 
thereafter. Over time, labour productivity will become 
the dominant, and in some countries the only, source of 
growth (see Graph II.14). These GDP growth 
projections rest on several assumptions, including 
projected demographic developments, labour force 
developments and on assumptions regarding the 
structural unemployment rate and labour productivity 
growth.  

Overall, the projections show that Europe faces a 
significant budgetary challenge posed by ageing 
populations. Most of the projected increase in public 
spending will be on pensions, health care and long-term 
care, becoming apparent as of 2010 and with the largest 
increases in spending projected to take place between 
2020 and 2030. Public spending on pensions will 
significantly rise, but there is a very large diversity 
across countries. In five Member States, it is projected to 
decrease, while in nine countries the increase is 
projected to be over 5 percentage points of GDP. The 
potential offsetting savings in terms of public spending 
on education and unemployment benefits are likely to be 
limited (see Table II.9). 

The projections confirm the validity of the Lisbon 
strategy and the need to vigorously pursue measures that 
raise labour supply/utilisation and enhance productivity. 
Successfully implementing such measures, in line with 
achieving the Lisbon strategy, would imply raising 
potential GDP growth rates, with positive consequences 
for future living standards as well as for the long-term 
sustainability of public finances. Indeed, in many 
countries, substantial benefits could be reaped by 
reducing structural unemployment further. Even if the 
EU reaches the Lisbon employment target as projected, 
significant pools of unused labour will remain. For 
example, while the EU as a whole is projected to meet 
the 70 percent employment target by 2020, the euro area 
would only do so by 2035. Moreover, even with the 
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significant projected increase in the employment rates of 
older workers by 2025, the average exit age from the 
labour market would be 62 despite life expectancy 
increasing to well over 80 for most persons.  

Graph II.14. Potential growth rates and their 
determinants (employment/productivity)  
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Source: Commission services. 

The projections confirm the large potential benefits of 
pension reform, especially measures which extend 
working lives. Higher levels of employment does not per 
se lead to lower public spending on pensions since it 
leads to the accumulation of additional pension 
entitlements. However, raising employment is 
unequivocally welfare enhancing. It strengthens the 
financial sustainability of pension systems,  delays the 
start of expenditure rises, increases contributions to 
pension schemes, and can generate additional budgetary 
savings if higher employment results from lower 
unemployment and less early-retirement. In addition, the 
projections indicate that pension reforms linking 
retirement age and pension benefits to life expectancy 
can reduce pension spending significantly.  

The projections show that the recent pension reforms are 
helping to address the challenge of ageing. They provide 
concrete evidence that recent pension reforms in half of 
all EU15 member States are helping to raise the 
effective retirement age and are curtailing the impact of 

ageing on pension systems. In recent pension reforms, 
some Member States have introduced a link between life 
expectancy at retirement and pension benefits and these 
measures appear to achieve a better sharing of 
demographic risk. 

The three-pronged strategy to deal with the economic 
and budgetary challenge of ageing needs to be pursued. 
Firstly, Member States need to achieve and sustain 
sound underlying budget positions and to run down 
public debt at a faster pace: reducing public debt can 
contribute to the financial sustainability of social 
security schemes in the long run. Moreover, sound 
public finances are a prerequisite for low interest rates 
and high and stable growth. Secondly, there is a need to 
raise employment rates, especially amongst women and 
older workers, and appropriate steps should be 
envisaged to raise labour supply, including the better 
management of economic migrants. Thirdly, appropriate 
reforms are required of pension, health care and long-
term care, to ensure that they are financially viable in the 
face of ageing while at the same time securing core 
policy goals of adequacy and access. The three-pronged 
strategy therefore supports and complements the Lisbon 
strategy insofar as raising employment rates and running 
sound macro- and micro-economic policies are 
conducive to growth.  

In the coming months, a fuller assessment of the 
sustainability of Member States’ public finances should 
be carried out using these budgetary projections in line 
with the new code of conduct on the Stability and 
Convergence Programmes. Further analysis is needed to 
achieve a comprehensive understanding of the new 
projection results, and in particular to get clearer insights 
of the key driving factors for each Member States and 
the impact on public finances sustainability.  

The February ECOFIN Council adopted conclusions 
among others inviting the Commission to undertake a 
comprehensive assessment of the sustainability of 
Member States public finances by the end of 2006, a 
sustainability report. The new common long-term 
budgetary projections will be used as the basis in this 
report. 
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Table II.9. Projected changes in age-related public expenditure between 2004 and 2030/50 (% of GDP) 

*1) Total expenditure for GR does not include pension expenditure. The Greek authorities have agreed to provide the pension projections in 2006. In the context of the most recent assessment of the sustainability of 
public finances based on the Greek stability programme, public spending on pensions was projected to increase by 10.3% of GDP between 2004 and 2050. 
2) Total expenditure for: GR, FR, PT, CY, EE, HU does not include long-term care. 
3) The projection results for public spending on long-term care for Germany does not reflect current legislation where benefit levels are fixed. A scenario which comes closer to the current setting of legislation projects 
that public spending would remain constant as a share of GDP over the projection period.  
Note: these figures refer to the baseline projections for social security spending on pensions, education and unemployment transfers. For health care and long-term care, the projections refer to “AWG reference 
scenarios”. 
Source: ‘The impact of ageing on public expenditure: projections for the EU25 Member States o, pensions, health-care, long-term care, education and unemployment transfers (2004-2050)’, European Economy, 
Special Reports No 1, 2006. 

Level Level Level Level Level 

2004 2030 2050 2004 2030 2050 2004 2030 2050 2004 2030 2050 2004 2030 2050 2030 2050 2030 2050 2030 2050
BE 10.4 4.3 5.1 6.2 0.9 1.4 0.9 0.4 1.0 2.3 -0.5 -0.5 5.6 -0.6 -0.7 4.1 5.3 5.1 7.0 4.5 6.3 BE
DK 9.5 3.3 3.3 6.9 0.8 1.0 1.1 0.6 1.1 1.5 -0.3 -0.3 7.8 -0.4 -0.3 3.4 3.7 4.4 5.1 4.0 4.8 DK
DE 11.4 0.9 1.7 6.0 0.9 1.2 1.0 0.4 1.0 1.3 -0.4 -0.4 4.0 -0.8 -0.9 0.6 1.7 1.8 3.6 1.0 2.7 DE
GR 5.1 0.8 1.7 0.3 -0.1 -0.1 3.5 -0.5 -0.4 : : : : : : : GR
ES 8.6 3.3 7.1 6.1 1.2 2.2 0.5 0.0 0.2 1.1 -0.4 -0.4 3.7 -0.7 -0.6 3.3 8.3 4.0 9.1 3.3 8.5 ES
FR 12.8 1.5 2.0 7.7 1.2 1.8 1.2 -0.3 -0.3 5.0 -0.5 -0.5 1.9 2.9 2.4 3.4 1.9 2.9 FR
IE 4.7 3.1 6.4 5.3 1.2 2.0 0.6 0.1 0.6 0.7 -0.2 -0.2 4.1 -0.9 -1.0 3.2 7.2 4.3 8.8 3.3 7.8 IE
IT 14.2 0.8 0.4 5.8 0.9 1.3 1.5 0.2 0.7 0.4 -0.1 -0.1 4.3 -0.8 -0.6 0.9 1.1 1.8 2.4 1.0 1.7 IT
LU 10.0 5.0 7.4 5.1 0.8 1.2 0.9 0.2 0.6 0.3 -0.0 -0.1 3.3 -0.5 -0.9 5.2 7.6 6.0 9.1 5.4 8.2 LU
NL 7.7 2.9 3.5 6.1 1.0 1.3 0.5 0.3 0.6 1.8 -0.2 -0.2 4.8 -0.2 -0.2 3.5 4.4 4.0 5.2 3.8 5.0 NL
AT 13.4 0.6 -1.2 5.3 1.0 1.6 0.6 0.3 0.9 0.8 -0.1 -0.1 5.1 -0.9 -1.0 0.5 -0.7 1.8 1.2 0.9 0.2 AT
PT 11.1 4.9 9.7 6.7 -0.1 0.5 1.0 -0.1 -0.1 5.1 -0.6 -0.4 4.1 9.7 4.7 10.1 4.1 9.7 PT
FI 10.7 3.3 3.1 5.6 1.1 1.4 1.7 1.2 1.8 1.5 -0.4 -0.4 6.0 -0.6 -0.7 3.5 3.4 5.3 5.9 4.7 5.2 FI
SE 10.6 0.4 0.6 6.7 0.7 1.0 3.8 1.1 1.7 1.1 -0.2 -0.2 7.3 -0.7 -0.9 0.3 0.5 2.0 3.1 1.3 2.2 SE
UK 6.6 1.3 2.0 7.0 1.1 1.9 1.0 0.3 0.8 0.4 -0.0 -0.0 4.6 -0.5 -0.6 1.9 3.2 2.7 4.6 2.2 4.0 UK
CY 6.9 5.3 12.9 2.9 0.7 1.1 0.4 -0.0 -0.0 6.3 -1.9 -2.2 4.1 11.8 6.0 14.1 4.1 11.8 CY
CZ 8.5 1.1 5.6 6.4 1.4 2.0 0.3 0.2 0.4 0.2 -0.0 -0.0 3.8 -0.9 -0.7 1.6 6.8 2.6 7.9 1.8 7.2 CZ
EE 6.7 -1.9 -2.5 5.4 0.8 1.1 0.1 -0.0 -0.0 5.0 -1.1 -1.3 -2.3 -2.7 -1.2 -1.4 -2.3 -2.7 EE
HU 10.4 3.1 6.7 5.5 0.8 1.0 0.2 -0.0 -0.0 4.5 -1.0 -0.7 2.8 7.0 3.8 7.7 2.8 7.0 HU
LT 6.7 1.2 1.8 3.7 0.7 0.9 0.5 0.2 0.4 0.1 -0.1 -0.1 5.0 -1.6 -1.6 0.2 1.0 2.0 3.1 0.3 1.4 LT
LV 6.8 -1.2 -1.2 5.1 0.8 1.1 0.4 0.1 0.3 0.3 -0.1 -0.1 4.9 -1.2 -1.4 -1.7 -1.6 -0.4 0.1 -1.5 -1.3 LV
MT 7.4 1.7 -0.4 4.2 1.3 1.8 0.9 0.2 0.2 1.2 -0.2 -0.2 4.4 -1.2 -1.2 1.6 0.1 2.9 1.5 1.8 0.3 MT
PL 13.9 -4.7 -5.9 4.1 1.0 1.4 0.1 0.0 0.1 0.5 -0.4 -0.4 5.0 -2.0 -1.9 -6.1 -6.8 -4.1 -4.8 -6.1 -6.7 PL
SK 7.2 0.5 1.8 4.4 1.3 1.9 0.7 0.2 0.6 0.3 -0.2 -0.2 3.7 -1.5 -1.3 0.1 2.3 1.8 4.1 0.3 2.9 SK
SI 11.0 3.4 7.3 6.4 1.2 1.6 0.9 0.5 1.2 0.5 -0.1 -0.1 5.3 -0.7 -0.4 3.9 8.4 5.1 10.1 4.4 9.7 SI
EU25 10.6 1.3 2.2 6.4 1.0 1.6 0.9 0.2 0.6 0.9 -0.3 -0.3 4.6 -0.7 -0.6 1.3 2.8 2.2 4.0 1.6 3.4 EU25
EU15 10.6 1.5 2.3 6.4 1.0 1.6 0.9 0.3 0.7 0.9 -0.2 -0.2 4.6 -0.6 -0.6 1.6 3.0 2.5 4.3 1.9 3.7 EU15
EU12 11.5 1.6 2.6 6.3 1.0 1.5 0.7 0.2 0.5 1.0 -0.3 -0.3 4.4 -0.7 -0.6 1.7 3.2 2.5 4.4 1.9 3.7 EU12
EU10 10.9 -1.0 0.3 4.9 0.9 1.3 0.2 0.1 0.2 0.4 -0.2 -0.2 4.7 -1.5 -1.3 -1.8 0.0 -0.3 1.6 -1.8 0.2 EU10
EU9 (EU10-PL) 8.8 1.6 4.8 5.5 0.9 1.3 0.3 0.2 0.3 0.3 -0.1 -0.1 4.4 -1.1 -0.9 1.4 5.1 2.6 6.4 1.5 5.4 EU9 (EU10-PL)

Change  from 2004 
to: 

Change  from 2004 
to: 

Pensions Health care Long-term care Unemployment benefits Education
Total*           

(without         
long term care)

Total* of all 
available 

items*

Change  from 2004 to: Change  from 2004 to: Change  from 
2004 to: Change  from 2004 to: Change  from 2004 

to: 

Total*            
(without 

education)

Change  from 2004 to: 
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5.3. Improvements of the analysis of the 
long-term sustainability of public 
finances  

The approach used at EU level to assess the long-term 
sustainability of public finances is based on a 
comprehensive assessment including elements of both 
quantitative and qualitative nature. This approach 
enables the formulation of an overall assessment of the 
degree of budgetary challenge that ageing populations 
represent in the different Member States and to identify 
the main driving factors of this challenge.  

In the 2005/06 assessment round of stability and 
convergence programmes, Member States were 
classified in three categories in the Council Opinions: 
low risk / medium risk / high risk. This is a change 
compared with last year, when the Member States were 
divided in four categories in the Council Opinions: 
favourable position, relatively favourable position, at 
some risks, at (serious) risks.  

This new risk categorisation involves:  

• recognising that ageing population represents a 
budgetary challenge for all countries, albeit to 
varying degrees; 

• providing a clear distinction between the different 
degrees of risks to public finance sustainability 
countries are facing.  

 
The assessment of the long-term sustainability of public 
finances including the overall classification of risks to 
public finance sustainability is given in Part I of this 
report. In the following two sections, two improvements 
that were introduced in the 2005/06 assessment round of 
the stability and convergence programmes are described. 

A decomposition of the sustainability gap 
indicators 

Based on the long-term budgetary projections and a set 
of assumptions, sustainability gap indicators are 
calculated. They provide an indication of budgetary 
adjustment required for a Member State to reach a 
sustainable public finance position over the long term as 
measured by the different definitions used. The two 
main indicators are called the S1 and S2 indicators.  

The S1 indicator shows the difference, the sustainability 
gap, between the constant revenue ratio as a share of 
GDP required to reach a debt ratio in 2050 of 60 percent 
of GDP and the current revenue ratio57. It is possible to 
decompose S1, which is shown in equation 1. 

                                                 
57  The sustainability gap indicators (S1, S2) do not necessarily 

suggest that taxes should be increased; strengthening the 
fiscal position by permanently reducing the level of non-age 
related primary spending could be preferable and has the 
same impact.  

The S2 indicator shows the difference, the sustainability 
gap, between the constant revenue ratio as a share of 
GDP that guarantees the respect of the inter-temporal 
budget constraint of the government, i.e. that equates the 
actualized flow of revenues and expenses over an 
infinite horizon, and the current revenue ratio. In this 
case, the budgetary adjustment is such that no other 
reform would be needed to ensure long-term 
sustainability. As for the S1 indicator it is possible to 
decompose S2, shown in equation 2. 

A decomposition of the indicators has been introduced 
in the 2005/06 assessment round. It now separates the 
pure impact of ageing (i.e. the impact of the rise in age-
related expenditure on the indicators) and the impact of 
the initial budgetary position (mainly the distance 
between the actual structural primary balance from the 
long-term debt-stabilizing primary balance)58.  

This distinction reveals whether risks to public finance 
sustainability mainly come from the current budgetary 
situation or from the projected future budgetary trends in 
the Member States. Age-related expenditures are 
projected to rise in nearly all Member States over the 
long-term, which implies that difficult policy choices 
will have to be made. In general, countries may rely on 
either primarily a budgetary consolidation strategy to 
offset the future increase in spending or on a reform 
strategy aiming at curbing the long-term trend in 
spending, or on a combination of the two. This is an 
important policy decision and the sustainability gap 
indicators and their decomposition provide interesting 
information on the scale of adjustment that is required to 
ensure sustainable public finances over the long-term.  

The formal decomposition of the S1 and S2 indicators is 
shown in equations 1 and 2, respectively. 
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where: 

tD  = gross government debt (including pension funds 
assets) at date t relative to GDP; 

tPB  = structural primary balance, i.e. cyclically-
adjusted primary balance net of one-off and temporary 
measures at date t relative to GDP; 

                                                 
58  In the case of S1, the decomposition also separates the 

impact of the debt position (60 percent of GDP in 2050). In 
particular, if the current debt/GDP ratio is below 60 percent 
of GDP debt is allowed to rise and this component reduces 
the sustainability gap as measured by the S1 indicator, and 
vice versa. 
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tPB∆  = change in structural primary balance; 

tt PBPBPB ∆+= 0 , relative to GDP 

r  = difference between nominal interest rate and 
nominal GDP growth rate.59 

The first term (A) is a condition concerning the initial 
budgetary position. The debt/GDP ratio increases by the 
difference between the nominal interest rate and the 
nominal growth rate. Should the initial structural 
primary balance exactly compensate for this increase, 
the debt/GDP ratio would remain stable and no 
adjustment would be necessary. However, if the initial 
structural primary balance is not sufficient, the 
debt/GDP ratio would be on an explosive path and the 
sustainability gap would be positive.  

The S1 indicator is set so that (adjusted) government 
debt will converge towards 60 percent of GDP at the end 
of the projections period: this is ensured by the second 
term (B). 

Finally, the third term (C) calculates the discounted 
average of the future (up to 2050) changes in the 
structural primary balance compared with the base year. 
This is the impact of the, in nearly all countries, 
projected increase in age-related expenditure as a share 
of GDP over the long-term. 
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Concerning the S2 indicator, the first term (D) in 
equation (2) is the same as (A) for S1 in equation (1): it 
ensures that the debt/GDP ratio remains constant, 
whatever its initial level: there is therefore no constraint 
on the level of debt. The second term (E) is very similar 
to the term (C) for S1 except that it takes into account 
changes in the structural primary balance compared with 
the base year over an infinite horizon rather than up to 
2050. 

                                                 
59  The GDP growth assumptions set up in the AWG varies 

over time in line with development of labour supply while 
the real interest rate is set at 3 percent for the entire 
projection period, implying a non-constant discount rate. 
For presentational purposes, the formulae here (S1 and S2) 
are given under the assumption that the differential between 
nominal interest rate and nominal GDP growth rate is 
constant. A complete description of the case with non-
constant discount rate is given in Annex 12 of ‘The impact 
of ageing on public expenditure: projections for the EU25 
Member States o, pensions, health-care, long-term care, 
education and unemployment transfers (2004-2050)’, 
European Economy, Special Reports No 1, 2006. 

Graph II.15. The cost of delay in implementing a 
fiscal adjustment  
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Source: Commission services. 

The cost of delay in closing the sustainability 
gap 
The timing of implementing a policy that results in 
sustainable public finances over the long-term has 
medium-term budgetary consequences. In order to 
illustrate this, a sensitivity test was introduced in the 
latest assessment round of the stability and convergence 
programmes. The 'cost of delay' is the difference 
between the size of the sustainability gap if it is closed at 
time t via a fiscal adjustment and its size if it is closed 
instead at time t+5, i.e. with a delay. It was calculated on 
the basis of the both the S1 and S2 sustainability gaps. 60 

The application of the sensitivity test may be illustrated 
by an example. Assume that a country is facing a 
sustainability gap of 3 percent of GDP at time t. The 
fiscal adjustment that results in sustainable public 
finances is thus 3 percent of GDP. Assume further that 
the fiscal adjustment instead is made 5 years later. The 
sustainability gap in t+5 is instead 3.3 percent of GDP, 
reflecting the fact that additional interest payments will 
have had to be made over these five years.  This is 
illustrated in Graph II.15, which shows that budgetary 
savings can be made if a consolidation of the public 
finance is made sooner rather than later. 

 

                                                 
60 A complete description of the sensitivity test is given in 

Annex 13 of ‘The impact of ageing on public expenditure: 
projections for the EU25 Member States o, pensions, 
health-care, long-term care, education and unemployment 
transfers (2004-2050)’, European Economy, Special 
Reports No 1, 2006. 




