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Abstract

The reliability of EMU'’s fiscal indicators has begnestioned by recent episodes of large upward
deficit revisions. This paper discusses the cawdesuch revisions in order to identify ways to
improve monitoring. The computation of EMU’s défiidicator involves the assessment of
accrued revenue and expenditure and the identifinadf transactions in financial assets. Both
can open margins for opportunistic accounting. Heare crosschecks between deficit and changes
in gross nominal debt (the other fiscal indicateed in EMU) can reduce the scope for fiscal
gimmickry. Simple comparison of deficit and changesdebt can readily spotlight large
inconsistencies in fiscal data. Nevertheless, &escy checks must go deeper than simple
comparison, since different items in the recontidia account between deficit and change in debt
can offset each other. Econometric evidence sugdest such offset may indeed have been used to
reduce the visibility of deficit-specific fiscalngmnickry. Attention to the quality of statistics has
increased in recent years, also in the contexhefreform of the Stability and Growth Pact. In this
context, the paper argues that detailed analysithefreconciliation account between deficit and
change in debt is crucial to the effectivenessatitoring.
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1. Introduction

The effectiveness of any fiscal rule crucially dege on the indicators to which it is geared.
The indicators should be resilient to manipulato opportunistic exploitation.

EMU fiscal rules rely on yearly targets set in terafi traditional indicators of deficit and debt.
Continued compliance with these targets is expetdezhsure long-term fiscal sustainability.
Arguably, reference to forward-looking indicatorsomld have been more appropriate.
However, such indicators require complex computatimften relying on strong assumptions,
and do not lend themselves to be adopted for ther@ament of formal rules, especially in a

multinational context where moral hazard issues gabminence (Balassone and Franco,
2000).

Having dismissed sophisticated indicators for thieesof effective monitoring, the expectation
is that EMU fiscal indicators should score highterms of reliability. However, recent
episodes of large upward deficit revisions sugthes this is not always the case.

The paper acknowledges that all fiscal indicataa be manipulated. Therefore, replacing
current indicators with new ones would not solve pinoblem. By highlighting the weak spots
of EMU fiscal indicators, the paper aims at ideiti§ ways to improve monitoring.

The paper points out that EMU’s deficit indicaterparticularly fragile in two respects. First,
since it measureset borrowing, it draws a line between transactionginancial and non-
financial assets, with the latter alone being adersd in the computation of deficits. But the
distinction between financial and non-financialnsactions is not clear-cut, and the available
margins of interpretation can be used opporturabic Second, EMU’s deficit indicator is
measured on aaccrual basis, relying on estimates which are by their reagubject to an
element of subjective evaluatién.

Partly reflecting concerns over these fragilitiesice 1994 EU member states are required to
provide the European Commission with a reconadrataccount between deficit figures and
the corresponding change in debt, the latter baiggod proxy of theash grossborrowing
(Balassone, Franco, and Zotteri, 2006). Moreovéemreliance on accrual accounting within
the European System of Accounts (ESA) increasetth (iive switch from the 1979 to the 1995
version of the system), Eurostat specified thaemere computed in accrual terms should

This problem is similar to the one arising in dqplication of the “golden rule”, where the defioieasure
should only take into account current transactems exclude capital ones (see Balassone and Fr20@b).

Cash-based deficit measures are by no means eXempthe risk of manipulation. However, contraoy t
what happens with accrual estimates, manipulatforesh figures obtained by postponing paymentscand/
demanding anticipated payments find a natural limihe voice of the interested counterparts.



include only those items that are likely to be attjucashed in and that over the medium-term
accrual and cash data should convérge.

However, in the implementation of the Excessivaaiteprocedure relatively little effort was
put in the analysis of consistency between defit debt data, thus failing to exploit
synergies arising in the joint monitoring of EM$dal rules. The problem is witnessed by the
tolerance exerted by European institutions towargsmber states submitting incomplete
reconciliation accounts. It is probably a consegeenf the failure to give operational content
to the debt rule, and the subsequent focus ondfieitdule?

The paper argues that even simply comparing defwith changes in debt can help the early
detection of inconsistencies in fiscal data. Indedtanges in general government debt were
much larger than initial deficit figures in Greedaly and Portugal before the large upward
deficit revisions experienced in recent years.

Nevertheless, the paper points out that consistenegks between deficits and changes in debt
must go deeper than the overall difference betvileenwo indicators. Since different items in
the reconciliation account (henceforth, SFA forcktfiow adjustments) can offset each other,
an underestimated deficit does not necessarilyyimplarge discrepancy between deficit and
change in debt.

The paper presents a simple model of the incentivessort to fiscal gimmickry under EMU
deficit and debt rules, based on the partition BASnto two groups. One group includes
items that can be used to affect the Maastrichitidéfut leave the change in debt unaltered (a
“deficit-specific” SFA), the other includes itemsat can be used to reduce the change in debt
but leave the Maastricht deficit unaffected (a ‘Egecific’ SFA). Econometric estimates
based on such model provide evidence that defieitiic SFA tend to increase with the
underlying deficit, and debt specific SFA tend ftset the impact of such an increase on total
SFA. This suggests not only that opportunistic aotiog may have taken place to ensure
formal compliance with the deficit rule, but al$mat debt-specific SFA may have been used to
make the ensuing deficit-debt discrepancy lesglasi

The Treaty and annexed protocols rely on the E$Ahe definition of deficit. When the Treaty wsigined

in 1992, and until 1999, the ESA79 version of thgteam was in place, which allowed government actsoun
to be computed mostly on a cash basis. ESA95 watdriplemented in 2000, in the release of fisehdor
1999. See Eurostat (2000) and EU Regulations 2806/and 995/2001.

The debt rule demands that, if the debt-to-GDRoret above 60 percent, it must be declining at a
“satisfactory” pace. However, the meaning of “datitory” is yet to be defined.

The model is similar in spirit to Buti, Nogueiraaklins, and Turrini (2006), but differs in sevesanificant
respects.



Attention to the quality of statistics has increhse recent years, also in the context of the
reform of the Stability and Growth Pact (SGP). &hen the case studies and the econometric
evidence, the paper welcomes this development eguks that that detailed analysis of SFA
components is crucial to the full exploitation @ketmonitoring synergies arising from the
presence of two fiscal indicators.

The remainder of the paper is organised as foll@estion 2 briefly reviews the reconciliation
account between EMU’s deficit and debt indicatdrsliscusses how the headline deficit can
be kept low through increases in some SFA compsraml how other SFA components can
partly offset the ensuing negative effects on dilstamics. Section 3 analyzes large deficit
revisions in Greece, Italy and Portugal. Sectiopr@vides econometric evidence suggesting
that, indeed, different SFA components have belattheely used to reduce both reported net
borrowing and the visibility of deficit-specificdtal gimmickry. Section 5 concludes.

2. The reconciliation account (SFA)

For the purpose of EMU fiscal rules, deficit is idefl as the general governmemét
borrowing computed on aaccrua basis in accordance with ESA95, and debt is eéefias
general governmengross financial liabilities atface value® A simplified reconciliation
account between the change in Maastricht de) @nd the Maastricht deficitd() can
therefore be written as:

Ab=d™ CA + FA,— FAs - VE (1)

Where:

a) CAis the difference between cash and accrual valsitjthe latter is used to compute the
Maastricht deficitd™, the former determines the actual financing nemat$ therefore is
reflected in changes in liabilities as measurediy

b) FA; and FAs are, respectively, acquisitions and sales of firdmassets (which must be
added tonet borrowing measured " — to obtain a measure afross borrowing,
consistent with the change in gross liabilitiedb);

c) VE (i.e. valuation effects) is a summary measurefoA &rising from changes in the face
value of outstanding liabilitiésand from differences between the face value afradkand
its issue pricé.

This is not the debt definition provided by ESA®RIt the relevant financial instruments and thenezice
sectors are those specified within that framework.

For example, those due to debt restructuring djp@saor to fluctuations in the exchange rate aiifecthe
value in domestic currency of foreign currency deimated debt.

The face value of a bond is used to complltevhile its issue price measures the financing digtueceived
by the government and therefore reflects the fimgnaeeds measured by the cash gross borrowing
requirement, i.e. byt CA + FA, - FA..



Identity (1) suggests three observations concertiagcope for “opportunistic” accounting:

a) underestimation (overestimation) of accrued expgengli(revenue) allows reporting a
lower Maastricht deficitd™) but leaves the change in dedb) unaffected as it is offset by
an increase in cash-accrual differenc@s)(

b) similarly, the adoption of loose standards in ttentification of expenditures/revenues
reflecting acquisition/sales of financial assew&guces the reported” but leaves4b
unaffected due to the corresponding increase/deelia&Al/FAs;

c) sales of financial assetSAs) and debt restructuring operations (a componeiEpfcan be
used to reduce the change in debt but have nat effdice Maastricht deficit.

Therefore:

a) a large difference betweerb and d™ should alert towards the possibility thdf is
underestimated,

b) a small difference betweefbb andd™ cannot be taken to exclude an underestimatia of
since sales of assets and debt restructuring cansée to offset inflated cash-accrual
differences and net acquisition of financial assets

This suggests rewriting (1) in order to partitiotal SFA into two groups. One group includes
items that can be used to affect the Maastrichitiddiut leave the change in debt unaltered (a
“deficit-specific’ SFA, x), the other includes items that can be used tacedhe change in
debt but leave the Maastricht deficit unaffectetd@bt-specific’ SFA2):*°

Ab=d™ x -z (2)

Mapping (1) into (2), however, is not a straightfard exercise. First, there are items in the
reconciliation account that do not belong to eitker z (this is the case of valuation effects
arising from fluctuations in the value of foreignrency denominated debt and because of
bonds issued above/below parpecond, some of the individual items in (1) mayafected

by attempts at reducind)” as well asdb (this is the case of asset saless, whose total can be

Importantly, such operations may leave the govemta net asset position unaffected or even woitsén
this respect, one should also control the extenbraf-off measures affecting direcitff' (Milesi-Ferretti,
2003).

There is of course no implication here that prizatiions are by definition bad policy. However, ligy are
undertaken with the sole purpose of reducing gmbsist, regardless of the economics underlying the
transaction, then the operations can be questioned.

10 See also Buti, Nogueira Martins, and Turrini (2006

1 Note, however, that by issuing bonds above p@owernment could reduce the change in debt assdciat

with a given deficit.



lowered by an opportunistic classification of tractions aimed at lowerind™, and can be
increased by privatization programs undertakeretinicedb).

For the purpose of this paper, we use the followdefinitions:

z BRIV + VE 3
x = CA + FA, — OFA

where PRIV indicates revenues from the sale of assets arisiriige context of privatization
programs an@®FAq indicates other revenues from the sale of findrasaets.

The proposed treatment WE and FAs reflects data availability constraints and carsese
costs. First, based on these definitionsncludes all valuation effects/E), irrespective of
whether they can or cannot be controlled by thenaiites. This is likely to introduce
considerable noise i@ and may impede the detection of any systematiteqpain “debt-
specific” stock-flows. Second, it is implicitly agssed that sales of financial assets different
from privatization do not reflect debt reduction tides. This may somewhat blur the
distinction between “deficit-specific” and “debtespfic” SFA components, making it more
difficult to detect a systematically selective a$&SFA items.

Table 1 reports the average values of total, defmecific, and debt-specific SFA, according to
the definitions in (3) for the countries which wdt&) members over 1994-2004 (excluding
Luxembourg). The table shows that the discrepamtywéen changes in debt and deficits has
been by no means negligible over the period consitéhe average for the EU as a whole
amounts to 0.6 percent of GDP). The table alsoligigis a much higher value for the deficit-
specific SFA component (1.0 percent of GDP), arel dffsetting role of debt-specific SFA
(averaging at 0.3 percent of GDP).

Table 2 reports similar information, but it is bdsen the original data releases by Greece,
Italy, and Portugal (i.e. before the revisions vahave occurred since 2002). The overall SFA
averages at 0.9 percent of GDP for the EU count@ssidered. This is the net result of a

deficit-specific component of 1.2 percent of GDButly offset by the debt-specific component

(0.3 percent of GDP on average).



Table 1 - Total SFA and its components (% of GDP)

(average values over 1994-2004, dfita revisions occured since 2002)

deficit specific SFA (x) debt specific SFA (z2) toBIFA
Belgium -0.3 0.3 -0.6
Denmark 0.8 0.7 0.1
Germany 0.7 0.0 0.7
Greece 3.2 0.0 3.2
Spain 0.3 -0.3 0.7
France 0.5 0.0 0.5
Ireland 2.0 0.5 1.5
Italy 1.1 0.9 0.2
The Netherlands -0.1 0.3 -0.5
Austria 1.2 0.5 0.7
Portugal 0.9 1.3 -0.3
Finland 1.4 -0.9 2.3
Sweden 15 1.0 0.5
United Kingdom 0.4 0.4 0.1
EU average 1.0 0.3 0.6

Table 2 - Total SFA and its components (% of GDP)

(average values over 1994-2004, defare revisions occured since 2002)

deficit specific SFA (x)  debt specific SFA (z) toBIFA
Belgium -0.3 0.3 -0.6
Denmark 0.8 0.7 0.1
Germany 0.7 0.0 0.7
Greece 5.0 -0.9 5.9
Spain 0.3 -0.3 0.7
France 0.5 0.0 0.5
Ireland 2.0 0.5 1.5
Italy 1.4 0.7 0.7
The Netherlands -0.1 0.3 -0.5
Austria 1.2 0.5 0.7
Portugal 15 1.3 0.1
Finland 1.4 -0.9 2.3
Sweden 1.5 1.0 0.5
United Kingdom 0.4 0.4 0.1
EU average 1.2 0.3 0.9




3. Deficit revisions in Italy, Portugal, and Greece

Evidence supporting the usefulness of cross-chgckstal data is provided by three case
studies of significant deficit data revisions. Téesvisions concerned the 2001 deficit outcome
in Italy and Portugal and the 2003 deficit outtimrrreece. In all three cases, the initial deficit
figure was consistent with the forecasts by inteomal organisations. This seems to indicate
that by looking at the ESA95 deficit in isolatioh parties involved can get a biased view of
fiscal trends?

Italy: the 2001 deficit outturn

In March 2002, the Italian Statistical Office (I3taeleased the first statistics concerning the
2001 net borrowing. Back then, the deficit wasneated to be 1.4 percent of GDP (as against
1.7 percent in 2000, excluding UMTS proceeds). dlieome was very close to the range of
forecasts published by international organisatidkfger several revisions, the 2001 deficit is
currently estimated to be 3.1 per cent of GDP.

Changes to the 2001 net borrowing figures tookeplaetween June 2002 and March 2006. In
particular, in June 2002 Istat raised its estinfiaden 1.4 to 1.6 percent of GDP, primarily on
account of higher health sector expenditure. Onetmiater, Eurostat announced its decision
on the accounting treatment for the purposes of Exeessive deficit procedure of
securitisations carried out by governmental autlesti This implied an upward revision of
Italy’s deficit to 2.2 percent of GDP.

In February 2003, Istat again published a highguré for the 2001 deficit: 2.6 per cent of
GDP. This new estimate was due to the availabditymore complete information on the
different government tiers’ economic accounts.

Two years later, in March 2005, Istat once moreasesl upwards the 2001 deficit, to 3.0
percent of GDP, because of the reclassificationcapital transfers from the general
government to the Ferrovie dello Stato (the stateeal railway company) from financial to
real transactions. Two months later, in May 200 2001 deficit was estimated to be 3.2
percent of GDP mainly because of the upward rewisitransfers to firms. Finally, in March
2006, due to a GDP upward revision, the 2001 defias indicated to be 3.1 percent of GDP.

The overall revision can be interpreted in termshef deficit-specific SFA component)(
considered in the previous Sectionwas initially overestimated. More specificallygtteficit

2" This section is a summary and update of the aisatg;mducted in two earlier papers (Balassone,deramd

Zotteri, 2004 and 2006).



revision reflects a reduction of the cash-accralistment by 0.6 percentage points of GDP,
an increase in the sale of assets by 0.6 poinés réhlassification of securitization), and a
reduction in acquisitions of financial assets Hy foints (mainly, the reclassification of capital
injections in the railway company).

The decline initially reported for the deficit beten 2000 and 2001 (from 1.7 percent to 1.4
percent of GDP) was in sharp contrast with the dynsa of the change in debt. According to

the data available in March 2002, the latter rasenf1.6 percent of GDP in 2000 to 3.5

percent in 2001. This indicator turned out to beremstable than ESA95 net borrowing:

overall, it was revised upwards by 0.7 percentagetg; moreover, revisions took place only

up to March 2003.

Fig. 1
Italy: Net Borrowing and Change in Debt
(Millions of euro)
Fig. 1.A — The picture taken in March 2002 Fig. £.Bhe picture taken in March 2006
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Figure 1 shows the divergence between the ESA9Bidahd the change in debt as it first
appeared in March 2002 (Panel A) and as it appsans (Panel B). After the revisions, the
dynamics of the ESA95 deficit is clearly closerttamat of the change in debt. The joint
examination of the indicators could have providacearly warning of the likely forthcoming

revisions. Banca d’ltalia in its Annual Report eded in May 2002 in fact carried out this
comparative exercisé.

Portugal: the 2001 deficit outturn

In March 2002 — in its first Notification about tl2001 fiscal outcomes — Portugal estimated
the general government deficit to be 2.2 perce@bDP as against 1.5 percent in 2000. At that

13 The Report also included an analysis of the coitiposf total SFA.



time, the most up-to-date deficit forecasts by riméional institution were somewhat more
favourable.

Eurostat stated that it was not in a position tdifyethe Portuguese figures due to, among
other reasons, the lack of information on capitgdtions to public corporations — which had
been treated as acquisition of shares and othdtieqwith no effect on the government

deficit. Moreover, Eurostat stressed that — as sofn¢hese capital injections might be

reclassified as transfers — the notified deficiswa be considered as provisional and likely to
be increased.

In the Spring of 2002 a commission headed by thecBale Portugal and also composed of
representatives of the Ministry of Finance andNla¢ional Statistical Institute was set up with
the mandate of analysing and updating the goverhamounts. In September, the figure for
the 2001 deficit was revised upwards to 4.1 peroe@DP. This revision was due to a number
of factors: new data on the accounts of the locdhaities; the inclusion in the budget
accounts of some injections of capital into pulgliecivned companies; changes to the methods
used to account for expenditure carryovers andneveconnected with the EU structural
funds; and the expiration of a derogation regardanthe methods of recording tax and social
contribution receipts accruing in the year.

Between September 2002 and September 2004 thet dedie slightly revised upwards twice,
to 4.4 percent of GDP. In September 2004, Eurcstaissed that there were still ongoing
discussions with the Portuguese authorities comogrtihe consistency between accrual and
cash data for the period 2001-04. One year laber,2001 deficit-to-GDP ratio was revised
downwards to 4.2 because of an upward revision DP GAt that time, Eurostat said that it
intended to clarify reported cases of capital itigets undertaken between 2001 and 2004 by
various governments, including Portugal. At presantording to the European Commission
2006 Spring Forecasts, the Portuguese 2001 desfiegtimated to be 4.3 per cent of GDP. The
overall revision with respect to the original datdease therefore amounts to 2.1 percent of
GDP.

The initially reported increase in the deficit betm 2000 and 2001 (from 1.5 to 2.2 percent of
GDP) was markedly smaller than the one observetht®ochange in debt. The latter rose from
2.5 percent of GDP in 2000 to 5.5 percent in 2@Der time, the 2001 change in debt was
revised only slightly and mostly because of GDPisiems. According to the most recent
European Commission data — the change in debtasetefrom 2.4 in 2000 to 5.3 in 2001.
Figure 2.A shows the initial divergence between BSAeficit and the change in debt. Figure
2.B shows the same variables after the revisions.

10



Fig. 2
Portugal: Net Borrowing and Change in Debt
(Millions of euro)

Fig. 2.A — The picture taken in March 2002 Fig. 2.Bhe picture taken in April 2006
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Greece: the 2003 deficit outturn

At the beginning of March 2004, in its first Notiéition about the 2003 fiscal outcome, Greece
estimated the general government deficit at 1.¢eyerof GDP, as against 1.4 percent in 2003.
At that time, the most up-to-date forecasts byrimg@onal institutions were broadly in line
with the data notified by Greece. After severaismns, the 2003 deficit is currently estimated
to be 5.8 percent of GDP.

Revisions occurred between March 2004 and Marcie.20@eed, already by the end of March
2004 Greece sent updated data to the European Gsiomirevising upwards the 2003 deficit
to 3.0 percent of GDP. In April, in publishing tBpring Forecasts, the Commission took into
account the latter Notification. It stressed thtte” data for 2003 are not yet validated by
Eurostat and do not therefore provide a reliablEsbor assessing the budgetary situation at
this stage”. The Commission also noted that “[@}-fanding mission is being prepared for the
end of April in order to have more information abtie budgetary situation in this country
and decide on steps to be taken”.

At the beginning of May, following an additional Maation, Eurostat verified that in 2003

the general government deficit was 3.2 percent DPGIn September, the deficit and debt
figures for the years 2000-03 were significantlyised. In particular, the 2003 deficit was
estimated at 4.6 percent of GDP and the 2003 dabtindicated at 109.9 percent of GDP.

Both in the March 2005 Notification and in the Sapber 2005 one, Greece revised the 2003

deficit upwards by more than half a percentagetpaitGDP (to 5.2 and 5.7, respectively). In
March 2006 the 2003 deficit was estimated to bepdr&ent of GDP.

11



Fig. 3
Greece: Net Borrowing and Change in Debt
(Millions of euro)

Fig. 3.A — The picture taken in March 2004 Fig. 3.Bhe picture taken in April 2006
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As to the deficit, the overall revisions were esisdly due to: lower tax revenue (mainly

VAT); lower payments received from EU institutioms the context of structural funds

programmes; the reclassification, as a financiahgaction, of a payment from the Saving
Postal Bank to government; upward revisions oftamji expenditure and of interest payments;
lower than expected surpluses of social securibg$y and incorrect recording of hospitals’
expenditure.

With reference to the debt, the revisions were @uthe previous underestimation of bonds
with capitalised interests and to the overestinmatibconsolidating assets of social security.

The initially reported increase in deficit betwe2@02 and 2003 (from 1.4 percent to 1.7
percent of GDP) was in line with that observedtfa change in debt, the latter rising from 5.6
percent of GDP in 2002 to 5.9 percent in 2003. Ehmv, the level of the two indicators was
markedly different (Figure 3.A). Figure 3.B showsnhrevisions have completely cancelled
the 2003 discrepancy and significantly reduceddHtos previous years.

4. Fiscal rules and fiscal gimmickry: a simple mode

An econometric analysis of SFA in EU member coestwas first provided by von Hagen and
Wolff (2004). The paper refers to the theoreticganfework developed in von Hagen and
Harden (1995, 1996) and Milesi-Ferretti (2003), mhgovernments have an incentive to
circumvent fiscal rules by hiding the budgetary licgtions of fiscal policies in less visible
accounting items (that is, in the SFA). The likebld of this type of window dressing
decreases with the costs associated with detedilmmauthors argue that binding deficit rules
were introduced only with the start up of the Ewap Economic Monetary Union (EMU) —
i.e. the SGP — and therefore focus their analysiglifferences in the correlation between

12



reported deficits and SFA before and after EMU.yTfied no such correlation before 1998,
but a negative one (large and significant) theesafsuggesting that SFA were in fact
substituting for other transactions which would é&ad an impact on deficits.

Buti, Nogueira Martins, and Turrini (2006) develapnodel where total SFA is split into two
components (one that can be used to reduce repoefedts and the other to impact debt
figures). In this way they can separately analyzeinteraction between each of the Maastricht
fiscal rules and fiscal gimmickry. They assume thavernments minimize a quadratic loss
function whose arguments are the deviation of dujmm its optimal level (influenced by the
“true” deficit), deviations of reported deficit arébt from the respective fiscal rule, and the
size of accounting gimmicks. The model suggestslibth the deficit-specific and the debt-
specific components of SFA are positively relatedhie “true deficit”, and that only the debt-
specific component also depends on the debt l&veligh the sign of the relation is ambiguous
ex ante). The empirical results are partly in hvith the theoretical predictions of the modfel.
Notably, the authors find that the introductiontibké SGP had an (increasing) impact on the
deficit-specific component of the SFA, but nonetloe debt-specific component.

In this section, following Butiet al. (2006) we provide separate econometric analysis of
deficit-specific and debt-specific SFA componetswever, we refer to a different model as
the basis for our estimating equations. We assumae governments derive utility (U) from
running primary deficits @): U=U(p). This can be justified either by assuming that
governments are short sighted and only care albbmuishort-term output gains that can be
attained through higher deficits, or by referencethe political gain directly attainable by
increasing transfers targeted to specific groupgither case, the assumption is consistent with
the rationale for having a fiscal rule specifyingpward threshold for the deficit, suggesting
the need to counteract an asymmetric deficit Hias.

Governments’ utility maximization is constrained bympliance with Maastricht's debt and
deficit rules. The debt rule mandates that the -t@i@&DP ratio ) must be lower than 60
percent and, if higher than such threshold to begth, it must be declining towards 60
percent at a satisfactory pace. As we have notigredhe “satisfactory pace” has never been
defined, therefore we model this rule as requiring:

(2) Ab=p+rb-yb-xW where W=0 if b>60, W=60-b if b<60

" The authors find no statistically significant teaship between the two components of SFA ande“tru

deficits”. They find evidence of a positive relatghip between reported deficits and deficit-spei-A and
of a negative relationship between reported dsfigitd debt-specific SFA. Only debt-specific SFA farend

to be affected (negatively) by the debt level.
15" The quadratic loss function adopted in Betial. (2006) is symmetric in deviations from the optimeal

output growth where real output growth dependsalityeon the “true deficit”.
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i.e. the change in the ratio of debt to GD)(— as determined by the “true deficidp+rb
whererb indicates interest payments), the reducing etiéctutput growth yb), and the debt-
specific SFA £) — must be negative i is above 60 percent to start withThe change in the
debt ratio can be positivelik60 to start with, but it cannot brifgabove 60 percent.

The deficit rule requires that reported deficit8)(be lower than 3 percent of GDP. Similarly
to what happens for the debt ratio, if the repodeficit ratio is above 3 percent to start with, a
gradual reduction is expected. Without loss of galitg, and by analogy with the debt rule, we
assume that in this case the reported deficit, asn@mum, must not increase further. The
deficit rule is therefore modelled as:

(2) d'=p+rb-x<H where H=3 if 8<3, H=d" if d™>3
wherex denotes the deficit-specific SFA compon€nt.

Finally, we assume that the opportunistic use dfcileand debt-specific SFAx(and z
respectively) carries a cost Cx(4, with C'>0 and C20. Following Butiet al. (2006) the
costs can be thought of as deriving from the rislba@ng caught (highex andz are more
visible) as well as from suboptimal allocation @&sources (not all spending items lend
themselves to classification as transactions imanfoml items) and financial asset/liability
management.

In sum, the maximization problem facing the auttesican be described as follows:

(3) Ma)ﬁa,x,z U(p) - C(X'Z)
s.t. p+rb—yb—-gW where W=0 if b>60, W=60-b, if b<60
p+rb—xH where H=3 if 8<3, H=d" if d™>3

whose Lagrangean is:

(4)  Up)-C(x2) M[p+rb-yb—z-W]Az[p+rb—x—H]

16 With respect to the analysis in section 2, scatimg variables by GDP requires the consideratiothef

reducing effect exerted by of output growth ondkét ratio.

" In this way we explicitly model the constraint@lf®r countries where b<60 (Bui al, 2006, assume=0

for b<60).

8 This formulation allows differentiating the consita applying to countries with reported deficitsose and

below 3 percent of GDP, rather than use dummy bbasaat the estimation stage.
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With first order conditions:

5a) U -A—-A=0

(5b) —-G+A2=0

(bc) —-G+A1=0

(5d) A >0 p+t+rb-yb—-z-WO Mp+trb—-yb—-z-W]=0
(5e) A2>0 p+rb—-x-HKDO M[p+rb—x—-H]=0

Since G ,C,> 0 by assumption, from (5b) and (5c) it followsitth;, A, > 0, which in turn we
use in (5d) and (5e) to get:

(6) z=p+rb-yb-W
(7) x=p+rb-H

We use these equations as the basis for our ecomoraralysis and estimate the following
two regressions:

(8) Z=0p +010+03Yb +03W; +&,
9) X=Po +B10k+PB2H:+&

Where d=p+rb is the “true deficit”; Wi=0 if b.;>60, W=60-b.4, if b.1<60; and H=3 if
dmt_1<3, Ht:dmt_l if dmt_1>3.

From the signs in (6) and (7), we expect:

(a) 0:1>0; a,03<0
(b) B1>0; PB2<0

We expect both types of SFA to be positivetlated to the level of the “true deficit”
(a1, £ 1> 0): the higher the “true deficit”, the higher tlkeandz values required for formal
compliance with the rules (see also Betital, 2006).

The debt level plays no direct role, and it onljeefs the debt-specific SFA through the
“growth effect” (i.e. the reduction of the debticatletermined by GDP growth, which is larger
the larger the debt). The usezto keep debt dynamics under control becomes lessssary
when the growth impact is higher, hence the negatign expected fars.

The constraints determined by the deficit and disbal rules enter directly the corresponding
estimating equations. We expect the levelszadnd x to be negatively correlated with,

respectively, the maximum allowed change ebtdand the maximum allowed deficit
(a3, B2< 0). In other words, the more binding the fiscal rtile higher the incentives to resort
to fiscal gimmickry.
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Sincex, z,andp (and thereforel) are simultaneously determined, we report resalitained
using two stage least squares. We present twabetstimates: one uses the most recent data
releases, the other one considers the valuesdjpstrted by Greece, Italy, and Portugal over
the period 1998-2004 (that is data published befozestatistical revisions discussed in Section
3). We also introduce a dummy variable to tessfanctural breaks after 1998.

The sample includes data for the fifteen countwegch were EU members over 1994-2004.
We also run regressions on the sub-sample of ee@+amembers. Deficit-specific SFA are
obtained from the Butet al. (2006) dataset as the sum of cash-accrual diffeseand of net
acquisitions of financial assets, excluding prixation, following the discussion in Section 2.
The “true deficit” is obtained by summing the défgpecific SFA to deficit data used in the
context of the Excessive deficit procedure (EDPYemrted in the AMECO database. The
“growth effect” is computed using data from the ARIB database. Finally, and again in line
with the discussion in Section 2, debt-specific SifA obtained residually by subtracting from
total SFA the deficit-specific SFA component and ¢inowth effect.

Tables 3 and 4 report the estimation results, wiaeh in line with expectations from the
model. All coefficients are correctly signed, statally significant and exerting quantitatively
large effects on the dependent variables. Then® isignificant difference between results for
the EU15 and those for the euro area. Using thginadi data releases for Greece, lItaly, and
Portugal induces an improvement in the regresstdorfthe deficit-specific equation, but not
for the debt-specific one, possibly reflecting timited extent of revisions to changes in debt
compared to revisions in deficits.

The deficit-specific SFA is positively correlatedthivthe “true deficit”. For each one percent of
GDP increase in the true deficit there is an es#h®.3 percent of GDP increase in deficit-
specific SFA. The deficit-specific SFA is also negely correlated with the maximum allowed
deficit (H). The increase in deficit-specific SFA associatdith a one percent of GDP increase
in the allowed maximum deficit is estimated at 0.25 percent of GDP, using the data set
which includes recent revisions to data for Gredtdy, and Portugal, and to almost 0.5
percent, excluding such revisions.

The debt-specific SFA is positively correlated wiitle “true deficit”. For each one percent of
GDP increase in the true deficit, there is an iaseeby about 0.3 percent of GDP in debt-
specific SFA, enough to offset the correspondingreged increase in deficit-specific SFA.
The debt-specific SFA is negatively correlated with “growth effect”. For each one percent
of GDP increase in the growth effect, there is 20@.35 percent of GDP decrease in debt-
specific SFA. Finally, the debt SFA is also negalivcorrelated with the maximum allowed
change in debtW). For each one percent of GDP increase in thevalfiomaximum change in
debt, there is an estimated 0.2 percent of GDRedserin debt-specific SFA.
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Table 3 - Determinants of deficit and debt SFA (EU3 - 1994-2004 -2SLS fixed effects estimation) 1/

Dependent Variable Deficit SFA (x) Deficit SFA (x) DebSFA (2) Debt SFA (2)
Data set Current Values 2/ Original Values 3/ Current Valués 2 Original Values 3/
Constant 0.5 1.28* 1.63** 1.39*
0.94 2.32 2.62 2.04
Dummy 1999 0.97* 1.09** 0.38 0.19
3.29 3.54 1.25 0.57
"True Deficit" 0.31 ** 0.33** 0.33** 0.31*
5.97 6.11 5.62 4.94
Growth Effect -0.34** -0.29*
2.89 2.19
Deficit rule (H) -0.27* -0.45*
2.43 3.97
Debt rule (W) -0.2%* -0.18**
5.72 4.76
number of observations 134 134 129 129
R2: within 0.276 0.339 0.385 0.329
between 0.353 0.398 0.446 0.348
overall 0.299 0.346 0.203 0.159

1/ Adjusted T- statistics in italics. *, ** indicatcoefficient significance at the 95% and 99% lexedpectively.
"True Deficit" and "h" are instrumented by thieigged values.

2/ Data as in the latest releases available.

3/ 1998-2004 data for Greece, Italy, and Portugatlzose from first official releases.

Table 4 - Determinants of deficit and debt SFA (ew area - 1994-2004 -2SLS fixed effects estimatiah)

Dependent Variable Deficit SFA (x) Deficit SFA (x) DebSFA (2) Debt SFA (2)
Data set Current Values 2/ Original Values 3/ Current Valués 2 Original Values 3/
Constant 0.27 1.5¢ 1.65* 1.39
0.46 2.27 2.13 1.62
Dummy 1999 0.87** 0.98** 1.71 -0.05
2.8 291 0.5 0.13
"True Deficit" 0.29 ** 0.32** 0.30** 0.28**
4,78 4.83 3.97 3.38
Growth Effect -0.35** -0.29*
2.68 1.99
Deficit rule (H) -0.21 -0.48**
1.68 3.67
Debt rule (W) -0.2* -0.18**
4.69 3.83
number of observations 101 101 99 99
R2: within 0.258 0.349 0.330 0.269
between 0.451 0.408 0.467 0.378
overall 0.345 0.34 0.195 0.151

1/ Adjusted T- statistics in italics. *, ** indicatcoefficient significance at the 95% and 99% leredpectively.
"True Deficit" and "h" are instrumented by thieigged values.

2/ Data as in the latest releases available.

3/ 1998-2004 data for Greece, Italy, and Portugatizose from first official releases.
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Similar to von Hagen and Wolff (2004) and to Batial. (2006) we find a structural break
around 1998. In line with the result in Beti al. (2006), the break appears to affect only the
equation for deficit-specific SFA. There are twegible explanations for this. One is the usual
argument that the introduction of the SGP has maéedeficit rule more stringent and
increased the incentive to use SFA. The other a$ with the switch to the accrual based
ESA95 in 1999, a further channel of deficit-speciBFA opened, namely cash/accrual
differences, which was previously not available.

5. Conclusions

The reliability of EMU's fiscal indicators has beguestioned by recent episodes of large
upward deficit revisions. This paper points outttBEdU’s deficit indicator is particularly
fragile in two respects: the identification of tsastions in financial assets and the assessment
of accrued revenue and expenditure. It arguesriagins for opportunistic accounting mainly
arise from these two weak spots.

Even the simple comparison between deficit and ghan debt can help early detection of
inconsistencies in fiscal data. Evidence from thcese studies of significant deficit data
revision suggests the usefulness of cross chedkgebr deficit and changes in gross debt to
reduce the scope for fiscal gimmickry.

Changes in general government debt were much ldinger initial deficit figures in Greece,
Italy, and Portugal, before the large upward defievisions experienced in recent years. In
Italy, the revision process was gradual and lag&ted years. Although the initial discrepancy
between the change in debt and the deficit was thare 2 percent of GDP, the highest annual
revision amounted to only 0.8 points. In Greecelaige discrepancy between the two
indicators was present for several years beforeptioeess of statistical revisions abruptly
started in 2004.

Nevertheless, since different items in the recaatedn account between deficit and change in
debt can offset each other, consistency checks gmsieeper than the overall difference
between the two indicators. Italy provides an ieséng example. In 2001 total SFA amounted
to 4.3 percent of GDP, as against “only” 1.2 petéer2000. However, deficit-specific SFA
were higher in 2000 than in 2001 (3.4 vs. 3.0 paroé GDP), and the increase in total SFA in
2001 reflected the decline in the offsetting dgleesfic SFA.

Econometric estimates discussed in Section 4 peogiddence that deficit-specific SFA tend
to increase with the underlying deficit and debgafic SFA tend to offset the impact on total
SFA of such an increase. This suggests not ontyagyaortunistic accounting may have taken
place to ensure formal compliance with the defigle, but also that debt-specific SFA may
have been used to make the ensuing deficit-debtegiancy less visible.
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Attention to the quality of statistics has increhse recent years also in the context of the
reform of the SGP. Since 2004, Notifications inéutdore detailed information, which now
refer to the various sub-sectors of the generalegovent. In addition, some steps have
recently been taken to improve statistical goveceaat the EU and national level.

The Regulation concerning the statistics used lier Excessive deficit procedure has been
amended. The role of Eurostat as the statistidhloaiy in the context of the Excessive deficit
procedure has been reinforced by introducing formemjuirements of completeness and
internal consistency of fiscal data reported to @mnmission and by disciplining Eurostat’s
interaction with member states through “dialoguad @methodological” visits. In order to
improve transparency and accountability of natiostistical authorities, the Regulation
mandates the public availability of data reportgdniember states as well as of inventories
describing the methods, procedures and sources lmgedember states, and requires the
publication by Eurostat of regular reports on thaldy of data.

To bolster the operational capacity of the CommissiEurostat has conducted an internal
redeployment of staff in order to reinforce thehaties linked to the validation of economic
and fiscal accounts and created a dedicated unit.

Finally, the directors of national statistical ihse and Eurostat adopted a European Statistics
Code of Practice, defining standards for the inddpace of the national and community
statistical authorities. The Code lists a set didators to be used to review the implementation
of the Code. The Commission is setting up a repgriystem to monitor adherence to the
Code of Practice by the national statistical autiesrand Eurostat.

The analysis of SFA along the breakdown suggestedhe paper may enhance the
effectiveness of these reform efforts. To this ethe, reconciliation account between deficit
and change in debt reported in the Notificationsusth identify all financial assets and
therefore there should be no residual item labe#dsd“other assets”. Moreover, national
authorities should routinely provide justificatifor cash-accrual differences in annual data for
individual accounting items. In due time membetestahould also be requested to provide a
full set of government accounts covering both defarmation and its financing. Such set of
accounts should include both cash and accrualdgyur

Given the unavoidable information asymmetry betw#en community and member states,
ensuring the independence of the national statististitutions is crucial. This is not just an
issue of enforcement of fiscal rules; it is an ésfi accountability to the public and of good
management of public resources.
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Table Al

General Government Net Borrowing/Lending, 2000-04: Spring Notifications’itial Estimates and Subsequent Revisionél)
(as a percentage of GDP)

2000 2001 2002 2003 2004

Spring Spring Spring Spring| Spring Spring Spring Spring | Spring Spring Spring Spring| Spring Spring Spring| Spring Spring

2001 2002 2003 2004 | 2002 2003 2004 2005 | 2003 2004 2005 2006 | 2004 2005 2006 [ 2005 2006
Belgium 0.0 0.1 0.1 op 0.2 0.4 0.5 .6 0.0 0.1 0.1 0.0 0.2 04 1/ 0. 01 0.g
Denmark 25 25 2.6 2|6 2.7 3.1 3.1 B.2 1.9 1.7 1.7 1.2 15 1.2 1.02.8 2.1
Germany 13 1.2 1.1 13 -2.7 -2.8 -2.8 -p.8 -3.6 -3.5 -3.7 -3.7 -3.9 -3.8 -4.03.7 -3.7
Greece -0.9 -0.8 -1.9 -210 0.1 -1.4 -1.4 B.6 -1.2 -1.4 -4.1 -4.9 -1.7 -5.2 -58 .1 -6 -6.9
Spain -0.3 -0.3 -0.8 -0{9 0.0 -0.1 -0.4 -0.5 -0.1 0.0 -0.3 -0.3 0.3 0.3 0.0 .3 -0 -0.1
France -1.3 -1.3 -1.4 -1{4 -1.4 -1.5 -1.5 1.5 -3.1 -3.2 -3.2 -3.2 -4.1 -4.2 -4.2 .7 -3 -3.7
Ireland 45 45 4.3 414 17 11 11 .9 -0.1 -0.2 -0.4 0.4 0.2 0.2 02 3 1 185
Italy -0.3 -0.5 -0.6 -0.6 -1.4 -2.6 -2.6 -3.0 -2.3 -2.3 -2.6 2.9 -2.4 -2.9 -3.4 0 -3. -34
Luxembourg 5.3 5.8 6.1 6|3 5.0 6.4 6.3 b.2 2.6 2.7 2.3 2.0 -0.1 0.50.2 -1.1 -1.]
Netherlands 2.0 2.2 2.2 42 0.2 0.1 0.0 10.1 -1.1 -1.9 -1.9 -2.0 -3.0 2 -3.-3.1 -2.5 -1.9
Austria -1.1 -1.5 -1.5 -16 0.1 0.3 0.2 3 -0.6 -0.2 -0.2 0.5 -1.1 -1.1 -1.5-1.3 -1.1
Portugal -1.4 -1.5 -2.8 -2|8 -2.2 -4.2 -4.4 .4 -2.7 -2.7 -2.7 -2.9 -2.8 -29 9|-2. -29 -3.9
Finland 6.7 7.0 6.9 1 4.9 5.1 5.2 b.2 4.7 43 4.3 4.1 23 25 5 2. 21 2.3
Sweden 4.0 3.7 3.4 501 4.7 4.5 2.8 P.5 1.2 0.0 -0.3 -0.2 0.7 0.2 0.11.4 1.4
UK 2.1 1.8 3.9 3.8 1.0 0.8 0.7 q.7 -1.4 -1.6 -1.7 1.6 -3.2 -3.4 -3.3 -3.2 .3]-3
Euro area (2 0.3 0.2 0.1 g.1 -1.3 -1.6 -1.6 1.7 -2.3 -2.3 -2.4 -2.6 -2.7 8 -2.-3.1 -2.8 -2.9

(1) A negative sign indicates a deficit; a positbign indicates a surplus. UMTS proceeds are imelue (2) Excluding Greece in 2000.
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General Government Debt, 2000-04: Spring Notifications’ Initial Estimate and Subsequent Revisions
(as a percentage of GDP)

Table A2

2000 2001 2002 2003 2004

Spring Spring Spring Spring| Spring Spring Spring Spring | Spring Spring Spring Spring| Spring Spring Spring| Spring Spring

2001 2002 2003 2004 | 2002 2003 2004 2005 | 2003 2004 2005 2006 | 2004 2005 2006 [ 2005 2006
Belgium 110.9 109.3 109.6 1091 107.5 1085 108.1 108.0 4105105.8 1054 1032 100.5 100.0 9B.5 95.6 D4.7
Denmark 47.3 46.8 47.4 50.1 44.4 45.4 47.8 47.8 45.2 47.2 47.26.8/ 4 45.0 44.7 4414 42.7 42.6
Germany 60.2 60.3 60.2 6Q.2 59.8 59.5 59.4 b9.4 60.8 60.8 60.90.3] 6 64.2 64.2 63.8 66.0 63.5
Greece 103.9 102.8 106.2 10p.2 99.7 1070 106.9 1148 104.94.710112.2 110f 1024 109.3 10y.8 1105 1085
Spain 60.6 60.4 60.5 612 57.2 56.9 57.5 7.8 54.0 54.6 55.0 .5[52 50.8 51.4 48.p 48.9 46.4
France 58.0 57.4 57.2 51.2 57.2 56.8 56.8 b7.0 59.1 58.6 59.0 .2| 58 63.0 63.9 62.4 65.6 64.4
Ireland 39.1 38.9 39.3 384 36.6 36.8 36.1 35.8 34.0 32.3 32.6 .1)32 32.0 32.0 31.n 29.9 294
Italy 110.2 1106 110.6 11142 109.4 1095 110.6 1)0.7 106.7 8.010 108.0 105p 106.2 106.3 104.2 105.8 103.8
Luxembourg 5.3 5.6 5.6 5|5 55 5.6 55 7.2 5.7 5.7 7.5 6.5 4.9 7.16.3 7.5 6.6
Netherlands 56.3 56.0 55.8 55.9 53.2 52.8 52.9 52.9 52.6 52.62.6 5 50.9 54.8 54.3 51]9 55.7 52.6
Austria 62.8 63.6 66.8 67{0 61.7 67.3 67.1 g7.1 67.9 66.6 66.7 6.0(6 65.0 65.4 644 65.2 63.6
Portugal 53.8 53.4 53.3 53.3 55.6 55.6 55.6 b5.9 58.0 58.1 58.%5.5 59.4 60.1 570 61.9 54.7
Finland 44.0 44.0 445 4416 43.6 43.8 43.9 43.8 42.7 42.6 42.541.3 45.3 45.3 4413 45.1 443
Sweden 55.6 55.3 52.8 53.8 56.0 54.4 54.4 b4.3 52.4 52.6 52.42.00 5 51.8 52.0 518 51.2 50.5
UK 42.9 42.4 42.1 420 39.0 39.0 38.9 3B.8 38.6 38.5 38.3 37.69.83 39.7 39.0 41.6 40|18
Euro area (1 70.0 70.0 70.2 79.4 71.6 69.2 69.4 69.6 71.3 69.29.5 6 69.9 70.4 70.9 71)2 74.1 74.5

(1) Excluding Greece in 2000.
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General Government Change in Debt, 2000-04:

Spring Notifications’ Initial Estimates and Subseqent Revisions
(as a percentage of GDP)

Table A3

2000 2001 2002 2003 2004

Spring Spring Spring| Spring Spring Spring Spring Spring Spring Spring Spring Spring| Spring Spring

2001 2002 2003| 2002 2003 2004| 2003 2004 2005| 2004 2005 2006(| 2005 2006
Belgium 0.3 0.4 0.2 2.0 1.9 46 -0.1 0.3 D3 21 -21 2.0 0.5 .8/ 0
Denmark 25 -26 -2p6 -05 -04 -Q6 1.0 0.7 0.7 -12 -1.3 3[-1.-04 0.q
Germany 0.8 0.6 046 0.5 0.5 5 24 24 2.4 3.9 3.9 4.1 3.3 3.2
Greece 6.4 6.3 8|7 4.0 8.3 3 5.7 5.6 5.8 5.9 5.8 5.7 9.1 8.9
Spain 1.8 1.8 2p 0.7 0.3 qd.4 0.5 0.6 p8 -03 -0.2 [0.2 1.0 0.8
France 14 1.4 14 1.8 1.8 18 3.8 3.7 4.0 55 6.0 5.8 4.3 4.5
Ireland -38 -38 -3p 1.6 1.4 17 0.5 0.3 D.3 1.1 1.0 1.0 0.4 3| 0.
Italy 15 1.6 1.5 3.5 3.8 412 0.5 1.0 11 1.6 1.6 1.9 35 3.6
Luxembourg 0.1 0.3 0f2 0.2 0.1 4.2 0.2 0.3 05 -0.6 0.0 0.2 0.9.6] 0
Netherlands 27 28 -2|9 0.2 0.5 D.5 1.6 1.6 1.6 3.3 2.7 26.7 220
Austria 1.0 1.3 2.6 0.0 2.0 20 1.8 1.2 .2 0.1 0.4 0.2 2.0 1.9
Portugal 2.2 2.5 256 55 55 95 5.2 5.2 5.2 2.5 2.5 2.3 3.8 3.7
Finland 0.9 1.0 1.p 0.9 1.1 11 0.2 0.1 D.2 3.7 3.8 3.6 1.7 1.7
Sweden -6.8 -6.8 -6/5 2.4 3.2 2 -0.2 0.1 0.1 1.3 1.4 1.7 1.3 0] 1.
UK -0.7 -0.8 -0.9 -14  -14 -14 1.4 1.4 14 34 3.4 3.4 3.8 3.7
Euro area (1 0.9 0.9 10 1.6 1.7 1.8 2.1 2.1 2.2 2.9 3.1 323 3.33

(1) Excluding Greece in 2000.



