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Abstract 

This paper provides evidence on the size, composition and cyclicality of discretionary tax 
measures (DTM), using a new database developed by the Output Gap Working Group based on 
a questionnaire filled by Member States in late 2011. While their average magnitude is fairly 
limited over a long period with discretionary tax cuts being offset by discretionary tax hikes, they 
can be non-negligible at any given point in time. The cyclical pattern of DTM appears irregular 
and depends on the policy regime. While small pro-cyclical discretionary tax cuts were seen 
during the pre-crisis period, larger counter-cyclical tax breaks were adopted at the start of the 
crisis period, followed by pro-cyclical tax hikes in a context of substantial public finance 
consolidation. The paper also examines the impact of DTM on tax elasticities in the EU for broad 
tax categories over the period 2001-12:  DTM do not seem to explain the bulk of the large short-
term fluctuation in gross elasticities of tax receipts to GDP. The availability of DTM also allows for 
an analytical illustrative exercise, computing variants of the cyclically adjusted balance (CAB) 
based on time-varying elasticities (net of discretionary measures) instead of on constant 
elasticities. However, the indicators turn out to be extremely erratic and plagued by statistical 
'noise', which makes them difficult to interpret in practice. The fact that elasticities change sign 
frequently and that their strong movements offset each other over a number of years also 
suggests that the short-term variations may largely be driven by time lags between revenue 
collection and revenue bases. Therefore, the CAB variants cannot be seen as an adequate 
solution for addressing the issues faced by the CAB. 
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1. INTRODUCTION 

Discretionary tax measures (DTM), which form the bulk of discretionary revenue measures, are 
highly relevant in the context of EU fiscal surveillance. A DTM can be broadly defined as any 
legislative or administrative change in policy that has an impact on tax revenues, whether it is already 
finally adopted or only likely to be implemented. The availability of sound estimates of DTM is 
paramount for an appropriate assessment of the government fiscal stance. In particular, the reformed 
Stability and Growth Pact (SGP) envisages a specific role for discretionary revenue measures both in the 
preventive and in the corrective arm. Therefore, a rigorous implementation of the SGP requires an 
assessment of the magnitude of discretionary revenue measures. 

In the preventive arm, the growth path of expenditure is assessed in conjunction with the effect of 
discretionary revenue measures. The reformed SGP – as part of the "six-pack" legislation entered into 
force on 13 December 2011 – strengthens the assessment of the cyclically adjusted budget balance (CAB) 
with an additional benchmark, aiming at a closer monitoring of government expenditure growth. The rule 
stipulates that for a Member State achieving its medium-term budgetary objective (MTO), the growth rate 
of government expenditure net of discretionary revenue measures should not exceed a reference medium-
term rate of potential GDP growth. For Member States that have not yet achieved their MTO, the growth 
rate of government expenditure net of discretionary revenue measures should be below medium-term 
potential GDP growth. This has two consequences: i) expenditure increases in excess of that norm should 
be matched by discretionary increases in government revenue and ii) discretionary revenue reductions 
should be compensated by reductions in expenditure. (1) 

In the corrective arm, effective action is assessed also on the basis of the budgetary impact of 
discretionary revenue measures communicated by Member States. For countries which are subject to 
the excessive deficit procedure (EDP), the reform of the SGP furthermore envisages that the reports 
submitted following recommendations under Article 126(7) and notices under Article 126(9) include 
targets for the government revenue and for the related discretionary measures consistent with the 
Council's recommendations and notices. 

Accurate data on DTM also allow for better interpreting the annual development in the CAB and 
the structural budget balance, which are the other key indicators used in fiscal surveillance (Larch 
and Turrini, 2009; Mourre et al., 2013). (2) Those indicators could be affected by the short-term 
movements in revenue elasticities, particularly during major economic booms and downturns. These 
movements could be substantially influenced in turn by DTM. Existing country-level evidence (Duchene 
                                                           
(1)  According to the revised Regulation 1466/97, "Member State shall report regularly to the Commission and to the Economic and 

Financial Committee or any sub-committee it will designate for that purpose, for the general government and its sub-sectors, the 
in-year budgetary execution, the budgetary impact of discretionary measures taken on both the expenditure and the revenue 
side, targets for the government expenditure and revenues, as well as information on the measures adopted and the nature of 
those envisaged to achieve the targets. The report shall be made public." The revised 'Code of conduct' on SGP further specifies 
the reporting obligations in the Stability and Convergence Programmes. In particular, it states that "bearing in mind the 
conditions and criteria to establish the expenditure growth under Article 5(1) of Regulation 1466/97, the Stability and 
Convergence Programmes should also present the planned growth path of government expenditure, including […] the planned 
growth path of government revenue at unchanged policy and a quantification of the planned discretionary revenue measures". 
As regard the time horizon, "the information about […] the planned growth path of government revenue at unchanged policy 
and the planned discretionary revenue measures, appropriately quantified, […] should be on an annual basis and should cover, 
as well as the current and preceding year, at least the three following years, leaving it open to Member States to cover a longer 
period if they so wish."  

(2)  They are the traditional indicators adopted by the SGP to approximate the discretionary component of the changes in the budget 
balance. The annual improvement in the structural balance (i.e. CAB net of the impact of one-off and temporary measures) is 
used both to assess progress toward the Medium-Term Objective of budgetary policy (MTO) in the preventive arm of the SGP 
(Regulation 1466/97) and to establish the annual budgetary targets in the Excessive Deficit Procedure (EDP) (Regulation 
1467/97). Recent updates in the CAB methodology can be found in Mourre et al. (2013). 
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and Levy, 2003; Wolswijk, 2007) shows that data on DTM play a role in explaining short-term variations 
in revenue elasticities. This was confirmed by cross-country comparisons carried out over an EU country 
sample (Barrios and Fargnoli, 2010). Therefore, net elasticities should be considered when examining 
short-term fluctuations, since they reflect the effect of the (endogenous) evolution of tax bases and 
abstract, to a large extent, from policy-induced (i.e. exogenous / discretionary) measures affecting tax 
yields. 

In such context, the Output Gap Working Group (OGWG) of the Economic Policy Committee 
(EPC) is annually collecting and analysing data on DTM, by submitting to Member States a 
questionnaire. The questionnaire submitted to the OGWG is consistent with the obligatory information 
that EU Member States have to communicate to the European Commission in the context of the 
submission of their Stability and Convergence Programmes (SCPs). However, its main purpose is 
analytical with a view to sharing a better understanding of DTM patterns over time (see Barrios and 
Fargnoli, 2010, for the design of the first DTM questionnaire). Information reported is more detailed than 
in SCPs and presented as historical time series back to the early 2000s, extended by recent forecast.  As of 
its 2013 issue, the questionnaire will be filled by Member States at the same time as the SCPs, that is, in 
April of each year and no later than the end of April. It should be noted that the data are only covering 
DTM, excluding non-tax revenue and public expenditure. 

This paper provides updated evidence of the size, composition and cyclicality of DTM in the EU 
over the period 2001-12. It shows that, while their average magnitude is fairly limited over a long period 
with the discretionary tax cuts being offset by discretionary tax hikes, they can be not negligible at any 
given point in time. It also finds that discretionary measures do not follow a clear cyclical pattern across 
countries and depend on policy regimes.  

Based on those findings, the paper analyses the impact of DTM on short-term revenue elasticities 
and examines the fluctuations of gross and net elasticities in the short-term. By comparing the 
standard CAB with variants based on short-term fiscal elasticities netted out of DTM, this paper also 
illustrates to which extent the use of those elasticities could help interpret CAB developments.  

The paper is organised as follows. Section 2 looks into the data and describes the size and the 
composition of DTM. Section 3 analyses the cyclicality of DTM. Section 4 presents the methodology to 
adjust tax elasticities from the impact of DTM to better understand the short-term fluctuation of 
elasticities. Section 5 computes a variant of the CAB based on time-varying elasticities and compares the 
results with the CAB itself, with a view to better interpreting the annual development in the CAB and 
better understanding the impact of fluctuating tax elasticities (net of DTM). Section 6 concludes. 

2. DISCRETIONARY TAX MEASURES: DESCRIPTIVE ANALYSIS 

In the context of the Output Gap Working Group of the Economic Policy Committee (OGWG), the 
European Commission collected data on DTM in order to more precisely assess tax revenue elasticities 
with respect to GDP. As discretionary tax policy is widely used by governments, discretionary measures 
are expected to represent a relevant part of GDP, which could – at least in part – affect the short-term 
pattern of tax elasticities. The data are collected based on a questionnaire filled in by Member States 
between June and November 2011. (3) The data are used from a historical perspective over the period 
2001-2012. For 2011 and 2012, the data are only projections made at the time of the submission of the 
questionnaire. This explains why the paper focuses on euro area or EU aggregates and presents country 
data only in the form of averages over the period 2001-2012.  

                                                           
(3) A new questionnaire was submitted in May 2013 by Member States, but data were not available at the time of publication.   
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2.1. DATA DESCRIPTION 

Discretionary Tax Measures reported by Member States correspond to changes in legislation or regulation 
having an impact on tax receipts. Only significant DTM, representing at least 0.05 percentage points (pp) 
of GDP in terms of revenue loss/gain, are reported by the EU Member States. Regarding 2012 data 
(forecast), the discretionary measures reported are those both known in sufficient detail and very likely to 
be concretely implemented at the time of the reporting (late 2011).  

The dataset contained information for all Member States, although the time period covered by the dataset 
differs for each country. In order to analyse a sufficiently long time span and to include as many Member 
States as possible, the period 2001-12 was taken as sample period. As a result, 20 out of 27 EU Member 
States covered at least 10 out of 12 years of the sample period. Of the remaining countries, four covered 
more than half of the sample period (i.e. Bulgaria, Estonia, Greece and Romania) and were included in 
the analysis. For three countries (i.e. Cyprus, Hungary and Luxembourg) the data covered a too short time 
span to be considered in the paper. 

Table 2.1: Data description 

 
Note: The period covered by the analysis is 2001-2012. 

Data for three broad revenue categories - direct taxes, indirect taxes and social security contributions - 
were reported for most EU Member States. For a limited set of countries - Greece, Italy, Lithuania, 
Slovenia and Slovakia - social security data were not available. For half of EU countries, data on DTM 
were recorded on an accrual basis consistent with ESA 95 (European System of National and Regional 
Accounts), others reported data on a cash basis. (4) A few Member States (i.e. Austria, Cyprus, Hungary, 
Lithuania and Poland) reported data on a mixed cash/accrual basis. Moreover, estimates of DTM are 
usually made ex-ante with only few countries undertaking ex-post revisions (e.g. Estonia, Spain, Ireland, 

                                                           
(4) The accrual principle records revenues when they are earned and records expenses when they are incurred. The cash principle 

records revenue when cash is received and records expenses when cash is paid. 

Country Data reported in late  
2011

Data previously 
reported

Years of 2001-12 
period covered

Data for 3 revenue 
categories Accounting principle

AT 2000-12 - 12 x Cash/Accrual
BE 2004-12 2001-03 12 x Accrual
BG 2004-12 - 9 x Accrual
CY 2011-12 2002-04 5 x Cash/Accrual
CZ 2009-12 2001-08 12 x Accrual
DE 2000-12 - 12 x Accrual
DK 2000-12 - 12 x Accrual
EE 2004-12 - 9 x Accrual
EL 2005-12 - 8 - Cash
ES 2000-11 - 11 x Cash
FI 2001-12 - 12 x Accrual
FR 2001-12 - 12 x Accrual
HU 2010-12 - 3 x Cash/Accrual
IE 2000-12 - 12 x Cash
IT 2001-12 - 12 - Cash
LT 2002-12 2001 12 - Cash/Accrual
LU 2012-12 - 1 x Accrual
LV 2003-12 2002 11 x Cash
MT 2000-11 - 11 x Cash
NL 2001-12 - 12 x Accrual
PL 2000-12 - 12 x Cash/Accrual
PT 2002-11 - 10 x Cash
RO 2009-12 2005-07 7 x Cash
SE 2000-11 - 11 x Accrual
SI 2006-12 2003-05 10 - Accrual
SK 2000-12 - 12 - Accrual
UK 2001-12 - 12 x Cash
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Lithuania, Latvia, Poland, and Slovakia). An overview of the data characteristics are reported in         
Table 2.1. 

For analytical purposes DTM data were combined with macroeconomic data providing from the 2012 
Autumn Forecast of the European Commission, as the latest DTM data used in this study are 2012 data. 
Combining both types of information allows assessing the size and composition of DTM as a percentage 
of GDP. 

2.2.  SIZE AND COMPOSITION OF DISCRETIONARY TAX MEASURES 

In order to evaluate the size and importance of DTM, we express them as a share of GDP and compute an 
average across years and countries. Although values can be quite large for individual years or countries, 
the average share of DTM is almost nil (less than 0.1% of GDP) in the EU as a whole over the period 
2001-12. This – at first sight surprising – result can be explained by three observations. 

· First, as country business cycles are not fully synchronised and political cycles differ, 
discretionary tax hikes in one country tend to be offset by discretionary tax cuts in another 
country, in any given year. Evidence of varying DTM patterns across countries are provided in 
Graph 2.1, which plots the total DTM for each Member State and year. A quite large dispersion 
across Member States can be observed. (5) 

Graph 2.1:                          Variation of discretionary tax measures across countries 

 
 

· A second element explaining the small average share of DTM is that positive and negative DTM 
tend to cancel out over the business cycle. Evidence is reported in Graph 2.2, which provides a 
country-wise analysis of DTM. At the same time, the average size of discretionary measures 
over the whole period differs considerably among countries, as they range from -0.5% of GDP 
(tax cuts) in Finland to 0.7% of GDP (tax increases) in Latvia. More than half of the countries 
display an average share of DTM below zero, reflecting tax cuts. 

· A third reason for the small average share of DTM is the composition of DTM: within each 
country compensating shifts among tax categories seem to be a common pattern. Based on 
Graph 2.2, it can be observed that discretionary tax cuts are mainly accounted for by direct taxes. 
In a considerable number of countries (Austria, Belgium, Bulgaria, the Czech Republic, 

                                                           
(5) As 2008 values for Spain, 2009-10 values for Latvia and 2011-12 values for Greece are considerably larger than the other 

country-year observations, they were not represented within this graph. 
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Germany, Estonia, Finland, Ireland, Lithuania, Malta, Poland, Romania, Slovenia and Slovakia) 
the discretionary cuts of direct taxes are (partially) compensated by discretionary increases of 
indirect taxes, presumably as part of a growth-friendly tax shift. 

Graph 2.2:                           Composition of discretionary tax measures (% of GDP) 

 
As those three observations entail as many offsetting patterns (compensation across countries, across 
years and across tax categories), the small share of DTM seems less surprising. This is also consistent 
with a much larger average gross share of DTM (0.4% of GDP in the EU). DTM may therefore still play 
a relevant role in explaining the variation in short-term elasticities of tax revenues to GDP. Before 
studying the impact of DTM on short-term tax elasticities, the next section analyses the cyclicality of 
DTM and aims at determining whether a cyclical pattern can be observed. 

3. CYCLICALITY OF DISCRETIONARY TAX MEASURES 

The relationship between discretionary policy and the business cycle is far from obvious. Unlike the 
cyclical component of the budget balance, which is the result of an automatic process stabilising business 
cycle fluctuations, the cyclical pattern of discretionary policy is the result of the reaction function of the 
government, which is not predetermined theoretically. When examining the issue empirically, different 
elements matter: the methodology used to identify discretionary policies but also the moment when 
discretionary policy is observed. Cimadomo (2008) estimates the 'policy reaction functions' of the 
government (6), i.e. its fiscal behaviour in times of upturns or slowdowns, based on revised estimates of 
revenue and expenditure measures to study the nature of discretionary fiscal policy. He finds that it 
depends on the perspective from which the fiscal stance is assessed: when using ex-post data it seems to 
be pro-cyclical, when using ex-ante data, the fiscal stance appears to be counter-cyclical. Based on data 
on legislated revenue changes provided by the National Central Banks of EU Member States, Agnello and 
Cimadomo (2009) find that, by and large, legislated changes in taxes and social security contributions 
responded in a strongly pro-cyclical manner to the business cycle, (while cyclical adjustment methods 
point to a-cyclicality). Using 2000-08 data on DTM, Barrios and Fargnoli (2010) also find evidence of 
pro-cyclical fiscal policy. 

Our dataset allows analysing discretionary policy from the revenue side over the period 2001-12 and 
hence covers the financial crisis period 2008-10, as well as the period following the crisis. It, therefore, 
enables us to observe three distinct policy regimes, which – as will be observed – will all three have a 
distinct fiscal nature. For each of the periods, Graph 3.1 shows the average size of the total DTM, 

                                                           
(6) Policy reaction functions relate a policy indicator to the output gap and other explanatory variables. 
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expressed as percentage of GDP. The weighted averages of the EU and the euro area are reported for the 
three policy regimes: 

Graph 3.1:                           Discretionary tax measures over time (total levies) 

 

· A pre-crisis regime (2001-07), characterised by a slightly positive output gap in both the EU 
(1.4%) and the euro area (0.9%) on average. (7) During this period, DTM mainly consisted of tax 
cuts (i.e. entailing lower revenues), providing evidence of mildly pro-cyclical tax policy. This 
'benign neglect' was common in good fiscal times, when countries felt they could afford tax cuts, 
partly because of tax windfalls from booming asset prices. 

· A crisis regime (2008-10), characterised by a negative output gap in both the EU (-1.3%) and the 
euro area (-1.6%) on average. The crisis regime consisted of large stimulus measures, including 
tax cuts and was therefore largely counter-cyclical. 

· A consolidation regime (2011-12), characterised by a negative output gap in both the EU (-
2.4%) and the euro area (-2.8%) on average. During the consolidation period, characterised by 
the debt crisis and the lack of fiscal space, EU Member States engaged in pro-cyclical tax hikes, 
as a way to consolidate their public finances, despite poor cyclical conditions. 

These shifts may be even stronger when looking at the largest countries of the euro area. In the pre-crisis 
period, France, Germany, Italy and Spain used DTM in a pro-cyclical way, as was the case for the euro 
area as a whole. Discretionary tax cuts were limited and amounted from -0.1% to approximately -0.2% of 
GDP. Over the period 2008-10, France, Germany (almost -0.4% of GDP) and in particular Spain (more 
than -0.6% of GDP) substantially increased their tax cuts compared to other euro area countries. Italy, 
however, reduced its tax cuts over that same period. In the 2011-12 period, France used marked 
discretionary tax hikes for consolidation purposes (0.5% of GDP), whereas DTM in Germany were rather 
limited (0.3% of GDP) compared to the euro area average. Based on those observations, it seems that the 
business cylcle is only a weak determinant of DTM and that the use of DTM is mainly related to shifts in 
policy regimes, caused by changes in the economic context. It should be reminded that this analysis of 
pro-cyclicality only looks at the tax side, while the expenditure side considerably matters when assessing 
the global pro-cyclicality of fiscal policy. 

When representing DTM using box-plots across years to explore the cyclical pattern of discretionary 
policy, similar observations are made (Graph 3.2). The lower and upper quartiles of DTM form the 
bottom and top of the boxes. The horizontal line within the boxes indicates the median total DTM and the 
ends of the whiskers represent the maximum and minimum DTM values for each year. Although 2008 
shows a stronger contrast than the two following years, the same three time periods can be identified 

                                                           
(7) The output gaps used here correspond to their ex-post value, as calculated in the Commission 2012 autumn forecast, which may 

differ from real-time output gaps. 
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based on the annual DTM medians. A first period regroups the years for which the median DTM is 
approximately zero (2001-07), a second period clusters the years with a negative or zero median (2008-
10) and a third period regroups the years with a positive DTM median (2011-12). 

Graph 3.2:                             Discretionary tax measures over time (total levies) 

 
 

As aggregating DTM is a way to measure consolidation efforts on the tax side, Graph 3.3 compares the 
sum of DTM with the change in the cyclically adjusted revenue, which is computed using both real-time 
output gap and ex-post output gap (2012 autumn forecast). As in times of large shocks the top-down 
approach of estimating the annual change in the cyclically adjusted revenue does not always give an 
accurate reflection of the discretionary fiscal efforts on the revenue side, consolidation efforts are also 
measured by adding up all the individually defined discretionary measures. Graph 3.3 shows that both 
approaches indicate the same trend. Aggregated DTM and cyclically adjusted revenue are very close for 
the pre-crisis and the start of the crisis (although real-time data show a different picture, i.e. a tax 
increase, in the pre-crisis period). In the consolidation period, the cyclically adjusted revenue, both real-
time and ex-post, suggests a stronger tax increase than the aggregated DTM data. 

Graph 3.3:                  Aggregated discretionary tax measures versus the change in the cyclically adjusted balance in the euro area 
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Those differences could be explained by the different benchmark used by the two approaches: the 
benchmark underlying the cyclically adjusted revenue corresponds to the nominal revenue increasing at 
the same pace as potential output, while the benchmark for aggregating DTM is the development of the 
nominal revenue in absence of new policy actions. 

Graph 3.4 and Graph 3.5 show the regime shifts according to the main tax categories. In the pre-crisis 
period (2001-07), direct tax breaks were the prevailing pattern. They were partly financed by the tax shift 
toward indirect taxation, in particular consumption taxes. Over the period 2008-10, direct tax cuts 
averaged at around ¼ pp of GDP in both the euro area and the EU, while the trend increase of indirect 
taxes came to a halt presumably to avoid further depressing consumption in a period of strong contraction 
of the economic activity. In the 2011-12 period, consolidation measures in the form of discretionary tax 
hikes can be observed for both direct and indirect taxes. The reversal of the policy regime, however, is 
more evident for direct taxes. 

Graph 3.4: Discretionary tax measures over time (direct taxes) Graph 3.5: Discretionary tax measures over time (indirect taxes) 

  

To sum up, the use of DTM is mainly related to shifts in policy regimes, caused by changes in the 
economic context, rather than to the business cycle. While small pro-cyclical tax cuts were observed 
during the pre-crisis period (2001-07), larger counter-cyclical tax breaks were adopted during the crisis 
period (2008-10), as part of the stimulus package. During the consolidation period (2011-12), 
characterised by the debt crisis and the lack of fiscal space, EU Member States have engaged in pro-
cyclical tax hikes, as a way to consolidate their public finances. Moreover, the analysis showed that 
discretionary tax cuts are mainly accounted for by direct taxes. In half of the countries, those cuts are 
partially compensated by discretionary increases of indirect taxes as part of a shift towards more growth-
friendly tax bases. 

4. IMPACT OF DISCRETIONARY TAX MEASURES ON SHORT-TERM TAX ELASTICITIES 

4.1. CORRECTING TAX REVENUES FOR THE IMPACT OF DISCRETIONARY TAX MEASURES 

A straightforward way to filter tax revenues from their policy-driven component would be to subtract the 
annual amount of DTM from the corresponding tax revenue figure. This simple approach, however, 
implicitly neglects the dynamic effects of tax law changes, which naturally make the assessment of tax 
revenue for a given year dependent on previous' year tax policy decisions. The correction of tax revenue 
series for the impact of discretionary measures has therefore to consider all years where these measures 
are expected to operate. This is done through the so-called 'proportional adjustment method', used by 
Barth and Hemphil (2000) and Barrios and Fargnoli (2010). 
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This method consists in correcting previous tax revenue to reflect how it would have looked like if the 
current year's tax system had been in place from the first year on. The intuition behind this method is to 
back-cast the series by 'adding' from the very first year on all the discretionary measures taken at a later 
stage. This 'addition' is done by imputing the weight of DTM (in total taxes) in a given year to all 
previous years in cascade. This backward proportional adjustment allows for 'neutralising' the impact of 
various DTM when considering tax developments over time. The adjusted series obtained are thus 
'cleaned' from DTM effects and only reflect the evolution of non-discretionary revenue. 

Specifically, if year t is taken as the current year, 𝐷𝑇𝑀𝑡  are the discretionary measures in year t and 𝑇𝑡 is 
the tax revenue in year t, the method assumes that the DTM in the current year are nil (i.e. 𝐷𝑇𝑀𝑡 = 0) 
and therefore that the adjusted tax revenue for year t, 𝐴𝑡 = 𝑇𝑡. The adjusted tax revenue of year j, 𝐴𝑗, is 
then computed as follows. 

𝐴𝑗 = 𝑇𝑗 ∗ � �
𝑇𝑘

𝑇𝑘 − 𝐷𝑇𝑀𝑘
�

𝑡

𝑘=𝑗+1

 for all j < t 

The formula makes clear that the variation in adjusted tax revenue (net tax revenue) between t-1 and t will 
be larger/smaller than the variation of unadjusted tax revenue (gross tax revenue) when 𝐷𝑇𝑀𝑡  is 
smaller/larger than zero. Filtering the impact of policy-driven measures, the method helps to compare tax 
revenue across the years and allows the calculation of revenue elasticities net of the effect of discretionary 
measures. 

4.2. COMPUTING OF NET TAX REVENUE ELASTICITIES 

Revenue elasticities are standard parameters used to measure the sensitivity of tax revenues to their 
respective tax base. Three different concepts of revenue elasticities are currently used: 

· the elasticity of revenue with respect to the output gap. This corresponds to the percentage 
change in revenue level induced by an output gap of 1%. It can be decomposed into two 
components: the elasticity of revenue to its base and the elasticity of the revenue base to the 
output gap. This is the concept defined by the OECD and used by the European Commission in 
the fiscal surveillance framework, in particular for the computation of the cyclically adjusted 
budget balance (CAB). The elasticity of revenue with respect to the output gap is one component 
of the semi-elasticity used to directly derive the CAB from the output gap and the budget 
balance. The fiscal semi-elasticity corresponds to the change in budget-to-GDP ratio induced by 
an output gap of 1% (see Box 4.1). It should be noted that the elasticity of revenue with respect 
to the output gap takes into account non-tax revenue, which is considered to be little influenced 
by the business cycle. 

· the elasticity of tax revenue with respect to its tax base. Appropriate tax bases for personal 
income taxes, corporate income taxes, indirect taxes and social security contributions are the 
total wage bill, profits, total consumption and total compensation respectively. 

· the elasticity of tax revenue with respect to GDP. This hybrid concept, used in this paper and 
proposed by Barrios and Fargnoli (2010), turns out to be close to the OECD concept in practice, 
although not identical. Choosing the same tax base, i.e. nominal GDP, for each tax category to 
compute tax elasticities, allows comparing across different tax categories. (8) Tax elasticities 
have therefore been computed by dividing the annual growth of the revenue series (both gross 
and net) by the nominal GDP annual growth rate. 

As DTM may considerably bias the fiscal stance, short-term elasticities based on tax revenue purged from 
DTM come closer to the 'true' value of the short-term tax elasticities. Specifically, a discretionary tax hike 

                                                           
(8)  Including additivity of tax elasticities across tax categories. 
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(break) will ceteris paribus tend to increase (decrease) the observed gross revenue elasticity. Therefore, 
net tax elasticities should in principle only reflect the endogenous effect of the evolution of tax bases and 
abstract, to a large extent, from the exogenous effect of discretionary policy measures affecting tax yields. 

 

 

Box 4.1: Cyclically adjusted budget balance used in the EU fiscal framework 

The cyclically adjusted budget balance (CAB) corresponds to the deficit/surplus ratio that would prevail if the 
economy was running at potential (see Mourre et al., 2013). It is computed as the difference between the actual 
balance (as a percentage of GDP) and an estimated cyclical component. 

𝐶𝐴𝐵𝑡 =
(𝑅𝑡 − 𝐺𝑡)

𝑌𝑡
− 𝜀 ∙ 𝑂𝐺𝑡 

where R and G stand for the government revenue and expenditure (nominal) respectively and Y for nominal GDP. 
The cyclical component of the budget is the product of the output gap (OG) and the semi-elasticity (e) of the balance-
to-GDP ratio with respect to the output gap. The semi-elasticity ε corresponds to the cyclical adjustment parameter of 
the budget balance and is assumed to be constant. It is computed as the difference between the semi-elasticity of 
revenue and the semi-elasticity of expenditure, which can themselves be easily derived from the (constant) revenue 
and expenditure elasticity with respect to the output gap. It could be expressed mathematically as:  

𝜀 =
𝑑(𝐵

𝑌)
𝑑𝑌
𝑌

=
𝑑(𝑅

𝑌)
𝑑𝑌
𝑌

−
𝑑 �𝐺

𝑌�
𝑑𝑌
𝑌

= �
𝑑𝑅
𝑅

𝑑𝑌
𝑌

− 1�
𝑅
𝑌 − �

𝑑𝐺
𝐺

𝑑𝑌
𝑌

− 1�
𝐺
𝑌 = (𝜂𝑅 − 1)

𝑅
𝑌 − (𝜂𝐺 − 1)

𝐺
𝑌 

where 𝜂𝑅 and 𝜂𝐺  denote respectively the revenue and expenditure elasticity with respect to the output gap. The CAB 
methodology assumes that revenues are fully cyclical, while on the expenditure side only unemployment related 
benefits are cyclically driven. 
On the revenue side, the elasticities of individual revenue items to the output gap are estimated by the OECD 
(personal income taxes, corporate income taxes, indirect taxes, social security contributions, non-tax revenue). They 
correspond to the percentage change in a particular type of revenue associated with a percentage change in output. 
They are then aggregated using the share of each in total revenue as weights, so as to derive the elasticity of total 
revenue level (in monetary amount) with respect to output. Subtracting one from the value of the revenue elasticity 
gives the value of the elasticity of the revenue-to-GDP ratio with respect to output. Multiplying the latter with the size 
of total revenue as a share of GDP yields the value of the semi-elasticity of revenue. 
On the expenditure side, the OECD elasticity of unemployment-related expenditure is used and weighted with the 
share of unemployment-related expenditure in total expenditure (based on Eurostat data). Subtracting one from the 
value of the revenue elasticity gives the value of the elasticity of the expenditure-to-GDP ratio with respect to output. 
Multiplying the latter with the size of total public spending as a share of GDP yields the value of the semi-elasticity 
of expenditure. The weights (tax and spending structure, revenue/expenditure-to-GDP ratio) are computed by the 
European Commission as an average over the period 2002-11 and are to be updated every 6 years to reflect changes 
in the government receipts and spending. 
The overall budgetary semi-elasticity ε, can be rewritten as: 
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Therefore, the necessary components to perform the calculation are the individual elasticities of five revenue 
categories and of unemployment expenditure with respect to the output gap (ηRi and ηGU) and the fixed weighting 
parameters (the weights of the individual revenue categories in total revenue Ri R⁄ , the weights of the unemployment-
related expenditure to total expenditure GU G⁄ , the total revenue of general government as a percentage of GDP R Y⁄  
as well as the total expenditure of general government as a percentage of GDP G Y⁄ ). The individual elasticities are 
still based on OECD estimates, for most EU countries covering the period 1985-2005. They are currently being 
updated to reflect changes in the revenue structure. 
The budgetary semi-elasticity is averaging out to 0.53 for the EU and ranges from 0.30 to 0.61 across Member States, 
suggesting significant differences in the cyclicality of the budget balance. The semi-elasticity for revenue is close to 
zero, ranging from -0.13 to 0.04, since revenue is almost as cyclical as GDP, except for non-tax revenue. Therefore, 
the revenue-to-GDP ratio moves only slowly with the business cycle, especially in Member States where non-tax 
revenue is relatively low. In contrast, the semi-elasticity for expenditure is ranging from -0.38 to -0.67, which 
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accounts for the larger part of the disparity in the budgetary semi-elasticity across Member States. Its value broadly 
corresponds to the share of total expenditure in GDP. This mirrors the fact that the elasticity of the expenditure-to-
GDP ratio to the output gap is close to minus one. Indeed, the cyclical effect of the denominator (GDP) largely 
dominates the low cyclicality of expenditure in level, given the small share of unemployment-related expenditure in 
total expenditure. 

4.3. GROSS AND NET TAX ELASTICITIES PER COUNTRY 

Graph 4.1 compares tax elasticities gross and net of DTM for total levies and for each country. For the 
EU as a whole, both gross and net elasticities are very close to unity (1.03) for the period 2001-12, 
indicating an evolution of tax revenue in line with nominal output growth. (9) Graph 4.1 also highlights a 
differentiated picture across countries, partly related to the composition of GDP growth. Countries 
characterised by gross and net elasticities below one often tend to display relatively more buoyant 
dynamics for exports, which are typically tax poor, compared to domestic demand, which is more tax 
rich. Below-one elasticities are exhibited by Austria, Germany, Denmark, Finland, Ireland, Italy, 
Lithuania, Sweden and Slovakia. On the other side, gross and net elasticities well exceed one in more 
domestic demand oriented economies or countries which have experienced an overheating on domestic 
demand over the past decade. Above-one elasticities are exhibited by Belgium, Bulgaria, Greece, France, 
Spain, Malta, Romania, Slovenia and the United Kingdom and to a lesser extent the Netherlands, Poland 
and Portugal. 

Graph 4.1:                            Gross and net tax elasticities (average total levies) 

 
Although net elasticities are lower than gross elasticities on average over the period 2001-12, several 
Member States have net elasticities that are higher than gross elasticities (Bulgaria, the Czech Republic, 
Estonia, Italy, Lithuania, Latvia, Malta, Portugal and Slovakia). This corresponds to discretionary tax 
increases, as long as the denominator (i.e. nominal GDP growth) is positive. Indeed, for any given output 
growth, the discretionary tax increase is included in the computation of the gross elasticity while it is 
excluded from the net elasticity. (10) 

                                                           
(9)  As tax elasticities for Slovenia (2.8) and Spain (5.1) are considerably larger than for other countries, they were not represented 

on the graph. 
(10)  A discretionary tax cut (both pro-cyclical and counter-cyclical) yields a net tax elasticity higher than gross elasticity. 
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Analysing gross and net short-term tax elasticities over time allows comparing short-term elasticities with 
the long-term assumption. Graph 4.2 plots the evolution of short-term tax elasticities in selected countries. 
Both gross and net elasticities are displayed. (11) 

4.4. GROSS AND NET TAX ELASTICITIES OVER TIME 

While time-varying elasticities hover around a long run value of one (12), they may depart from it 
significantly in the short term, as shown by Graph 4.2. 

Graph 4.2: Gross and net tax elasticities (total levies) for selected countries 

                                                           
(11)  At the aggregate level, the OECD/EU Commission (constant) elasticity relates the annual percentage change in total revenues to 

the output gap, not to nominal GDP growth. 
(12) A unitary elasticity of tax revenue to GDP makes sense over the long run. An elasticity below one would mean a trend decline in 

the tax-to-GDP ratio, while an elasticity above one would mean a trend increase of the ratio. 
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The discrepancy between short- and long-term elasticities is only in few cases mostly accounted for by 
the effect of discretionary measures. If the difference between long- and short-term elasticities were 
mainly due to the effect of DTM, a disconnection between gross and net elasticities would be observed, 
with the latter approximating the OECD (constant) elasticity benchmark. This however cannot be 
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detected in Graph 4.2 as the original revenues series for gross tax elasticities and the corrected series for 
net tax elasticities are highly correlated. Still, the impact of discretionary measures on the tax elasticity 
can be large in certain countries/years, yielding substantial discrepancies between net and gross 
elasticities in these cases. Overall, for the majority of the countries considered here, DTM do not alter 
significantly the value of gross vis-à-vis net elasticities, with net elasticities remaining fairly volatile. 

Hence, the pattern of short-term tax elasticities, even net of discretionary measures, seems irregular and 
not to follow a common pattern across countries. The discrepancy between short-term and long-term tax 
elasticities may largely be the result of cyclical fluctuations during downturns and upswings, which are 
outside the control of the government. These fluctuations could be explained by four factors. 

· Composition effect of growth: The actual development of individual tax bases does not always 
follow that of GDP but, rather, a component of GDP with its own trend. For instance, the share 
of consumption in GDP may fluctuate according to whether growth is driven by exports, 
generating relatively smaller tax revenue, or internal demand, generating relatively larger tax 
revenue. The same is true for the share of wages in GDP. Spain is a case in point, as thanks to 
internal demand, the country enjoyed revenue windfalls during the period 2001-07, but was 
faced with a sharp reduction in tax revenue from 2008 on. In addition, macroeconomic variables 
are only an imperfect proxy for individual tax bases, which can also be affected by subtle 
compositional changes. (13) For instance, during downturns consumption may shift towards basic 
goods and generate less VAT revenue. 

· Asset price cycle effects: Some taxes, such as housing transaction taxes, are linked to the asset 
cycle (equity or housing), which could differ strongly from the GDP cycle. This effect is also 
related to the fact that GDP could be an imperfect approximation of tax bases. In Ireland, for 
instance, the boom in construction and renovation activity pushed prices and transactions up and 
generated considerable tax revenue in the early 2000's. The burst of the housing bubble at the 
end of the same decade resulted in revenue shortfalls. 

· Dynamic effects: Tax revenue may follow the evolution of tax bases with some delays, owing to 
specific collection mechanisms or declaration based on past income or transactions. Under the 
personal income tax system of many Member States (where there is no withholding tax), for 
instance, taxes are collected with a one-year time lag, as income needs to be declared one year 
after it has been earned. For corporate income tax purposes, tax losses can in some countries be 
carried-forward (e.g. Belgium, the Czech Republic, Greece) or backward (e.g. the Netherlands, 
the United Kingdom) for several years. Also value-added tax is collected with a few weeks 
delay, which may make a substantial difference especially in times of consumption peaks, like 
the Christmas season. Moreover, taxes which are not perfectly elastic with respect to their tax 
base may entail a fiscal drag, i.e. generate more (or less) revenue without any legislative change. 
This is for instance the case when, due to inflation, tax payers move to higher tax brackets in a 
progressive income tax system. 

· Tax compliance effects: In bad times, due to liquidity constraint effects, more economic agents 
may underreport their income or take up jobs in the shadow economy (see Sancak et al., 2010). 
The increase in bankruptcy may increase further the revenue losses for corporate income tax. 

An important implication of these various sources of fluctuation is that, particularly during major 
economic booms and downturns, policy makers may need to look beyond simple, long-run revenue 
elasticities and incorporate into their analysis these effects. 

The constant (long-term) individual tax elasticities, which are estimated by the OECD for each main tax 
category, are used in particular to compute the CAB, i.e. the budget-balance-to-GDP ratio that would 
prevail if the economy was at potential. Therefore, it may be insightful to compute the CAB based on 
time-varying elasticities, netted out of DTM, and to compare it with the value of the CAB. This 

                                                           
(13) Actual tax bases are defined by the tax law (tax code), which may be complex, allowing for various special tax regimes 
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illustrative exercise will be performed in the next section to see if extra information could be derived from 
short-term elasticities when assessing the annual change in the CAB. 

5. COMPUTING THE CYCLICALLY ADJUSTED BALANCE USING SHORT-TERM 
ELASTICITIES 

The previous section showed that tax elasticities are highly fluctuating, causing revenue windfalls and 
shortfalls in the short-term, compared to what can be expected assuming a constant elasticity. This section 
shows what the change in the CAB would look like using short-term varying elasticities net of 
discretionary measures instead of long-term constant elasticities. 

5.1. CHANGE IN CAB VARIANT BASED ON TIME-VARYING ELASTICITIES: METHODOLOGY AND 
RATIONALE 

The structural budgetary position is traditionally measured through the CAB, which is defined as: 

𝐶𝐴𝐵 =
(𝑅𝑡 − 𝐺𝑡)

𝑌𝑡
− 𝜀 ∙ 𝑂𝐺𝑡 

with e being the cyclical adjustment parameter derived from the revenue and expenditure elasticities: 
𝜀 = (𝜂𝑅 − 1) 𝑅

𝑌
− (𝜂𝐺 − 1) 𝐺

𝑌
, where 𝜂𝑅 and 𝜂𝐺 are aggregated constant elasticities with respect to the 

output gap and 𝑅 𝑌⁄  and 𝐺 𝑌 ⁄ are aggregated fixed long-term weights (see Box 4.1 for further details). 
The cyclical adjustment parameter e could also be formally defined as the semi-elasticity of the balance-
to-GDP ratio with respect to the output gap. The computation of the CAB is based on the usual 
assumption that the tax elasticities are constant and equal to their long-term value. This assumption is 
particularly suited when considering the medium-term orientation of fiscal policy. 

However in practice, as showed in the previous section, empirically observed elasticities often display 
large fluctuation from a year to the next, without any clear and regular pattern, and can deviate 
significantly from the long-term average in a way that is difficult to predict. This 'short-term elasticity 
effect', which is – to a large extent – independent from the fiscal stance, affects the annual variation in the 
CAB and the signal it gives on the orientation of discretionary fiscal policy. It is thus relevant to examine 
how much the fiscal elasticity has departed from its long-term value, when interpreting the variation in 
CAB for a specific year. 

Therefore, as an analytical exercise, we compute an estimation of the CAB using time-varying 'apparent' 
fiscal elasticities (corrected for the impact of DTM) instead of the constant elasticity. This approach is 
only illustrative, since it suffers from several limitations. In particular, two substantial caveats should be 
borne in mind. First, these empirical elasticities are those observed annually when examining the 
variation of revenue (net of DTM) and expenditure from a year to another. Analytically, these elasticities 
of revenue and expenditure to GDP, estimated over time, are only a proxy of the 'true' elasticities of the 
fiscal balance to the output gap. (14) Second, by lack of data, the expenditure data are not corrected for 
discretionary spending measures, unlike for the revenue data. The empirical elasticities for expenditure 
are not purely endogenous but are influenced by discretionary fiscal policy. 

A CAB variant based on time-varying elasticities (𝐶𝐴𝐵𝑇𝑉𝐸) can be defined, for a given country, as: 

                                                           
(14) Indeed, the time-series proxy of the elasticities is the empirical elasticity of the budget balance with respect to total output, 

which could be written as: [(Bt-Bt-1)/ Bt-1]/ [(Yt-Yt-1)/ Yt-1]. In contrast, the 'true' elasticity with respect to the output gap, (Yt-Ypt) / 
Ypt , is unobservable, as it supposes an assumption on the 'potential' (or cyclically adjusted) level of the budget balance Bp:  
[(Bt-Bpt)/ Bpt]/ [(Yt-Ypt)/ Ypt] 
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∆𝐶𝐴𝐵𝑇𝑉𝐸 = ∆ (𝑅𝑡−𝐺𝑡)
𝑌𝑡

− ∆(𝜀𝑡� ∙ 𝑂𝐺𝑡)                                                  (1) 

with the 'apparent' fiscal semi-elasticity 𝜀𝑡�  being determined as a function of the empirical elasticities of 
revenue and expenditure: 𝜀𝑡� = (𝜂𝑅𝑡� − 1) 𝑅𝑡

𝑌𝑡
− (𝜂𝐺𝑡� − 1) 𝐺𝑡

𝑌𝑡
, where 𝜂𝑅𝑡�   is the estimated empirical elasticity 

of total revenue (net of DTM) for a given country, and 𝜂𝐺𝑡�  the estimated empirical elasticity of total 
spending. Following standard practice, the estimated empirical elasticities can be written as15:  

𝜂𝑅𝑡� = � 𝜂𝑅𝚤𝑡�
𝑅𝑖

𝑅

5

𝑖=1

= �
𝑅𝑖𝑡 − 𝐷𝑇𝑀𝑖𝑡 − 𝑅𝑖𝑡−1

𝑅𝑖𝑡−1
∙

𝑌𝑡−1

𝑌𝑡 − 𝑌𝑡−1
∙

𝑅𝑖𝑡

𝑅𝑡

5

𝑖=1

 

𝜂𝐺𝑡� = 𝜂𝐺𝑈 ∙
𝐺𝑈𝑡−1

𝐺𝑡−1
=

𝐺𝑈𝑡 − 𝐺𝑈𝑡−1

𝐺𝑡−1
∙

𝑌𝑡−1

𝑌𝑡 − 𝑌𝑡−1
 

where 𝑅𝑖 is the individual revenue for five revenue categories (personal income taxes, corporate income 
taxes, indirect taxes, social security contributions and non-tax revenues)(16), 𝐺𝑈 the unemployment-
related expenditure and 𝜂𝐺𝑈 the elasticity of unemployment expenditure with respect to the output gap. 

The difference between the change in the CAB variant based on time-varying elasticities (DCABTVE) and 
the change in the standard CAB based on constant elasticities can be expressed in the first order as: 

∆𝐶𝐴𝐵𝑇𝑉𝐸 − ∆𝐶𝐴𝐵 ≅ (𝜀 − 𝜀𝑡� ) ∙ ∆𝑂𝐺𝑡 − ∆𝜀𝑡� ∙ 𝑂𝐺                                 (2) 

The term (𝜀 − 𝜀𝑡� ) ∙ ∆𝑂𝐺𝑡 corresponds to the revenue shortfall/windfall effect. This effect is the most 
meaningful economically: it is the revenue gap/excess with respect to the long-term value of the fiscal 
semi-elasticity. The term −∆𝜀𝑡� ∙ 𝑂𝐺 corresponds to the elasticity fluctuation effect. The latter is difficult 
to interpret, since it captures the short-term volatility of the fiscal semi-elasticity, which turns out to be 
sizeable empirically. The elasticity fluctuation effect could also be very large because it depends on the 
level of the output gap, not on its change. This could create some 'noise', making the interpretation of the 
indicator delicate.  
 
This is why a second CAB variant (DCABTVE2) is computed in this paper, which only includes the revenue 
shortfall/windfall effect, (𝜀 −  𝜀𝑡� ) ∙ ∆𝑂𝐺𝑡. This term is expected to be affected by the fluctuation in the 
elasticity, but to a lower extent, because the gap with respect to the long-term average depends on the 
change in the output gap. It could be expressed as: 
 

∆𝐶𝐴𝐵𝑇𝑉𝐸2 − ∆𝐶𝐴𝐵 = (𝜀 −  𝜀𝑡� ) ∙ ∆𝑂𝐺𝑡 
 

5.2. COMPARING RESULTS WITH THE ANNUAL CHANGE IN CAB 

Table 5.1 shows the change in the CAB variant based on time-varying elasticities, as well as how it 
differs from the change in the standard CAB based on constant elasticities. 

                                                           
(15) On year basis, this method is consistent with applying the proportional adjustment method, i.e.    

 𝜂𝑅𝑡� = ∑ 𝜂𝑅𝚤𝑡� 𝑅𝑖
𝑅

5
𝑖=1 = ∑ 𝑅′𝑖𝑡−𝑅′𝑖𝑡−1

𝑅′𝑖𝑡−1
∙ 𝑌𝑡−1
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𝑅
5
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(16) For non-tax revenues, we do not have information available on the level of discretionary measures. 
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Table 5.1: Change in CAB based on time-varying semi-elasticities and change in CAB based on constant semi-elasticities 

 
When considering long-term averages, the change in the CAB variant based on time-varying elasticities 
and the change in the standard CAB compare reasonably well. Focussing on the 10-year average (2003-
12), the gap between the two CAB measures is close to zero at the EU/euro area level and fluctuates in 
the range of +/-0.5 pp for most EU countries. This reflects the fact that the concepts are fairly consistent 
and, more importantly, that the short-term elasticities average out to a value fairly close to the constant 
long-term value computed by the OECD. The difference is explained by equation (2): the difference in 
elasticities compounds with the change in the output gap and, more importantly, the annual changes in 
time-varying elasticities are weighted by the level of the output gap, which varies strongly over time. 

Looking at the annual changes in the CAB and in its variant, the difference becomes much larger. As 
indicated by the figures highlighted in bold in the right-hand panel of Table 5.1, the difference between 
the change in the CAB and in its variant exceeds one percentage point in around 20% of the observations. 
Some very large numbers in the crisis years (e.g. Bulgaria, Greece, Spain, Latvia and Slovenia) are due to 
the very low growth which enters in the denominator of the elasticities. Therefore, when growth hovers 
around zero, some argue that the difference in growth rate is more telling than the elasticity, which is a 
ratio. However, in 40% of the observations, the discrepancies are only +/-0.2 or lesser. We observe that 
the discrepancies are concentrated in the crisis period 2008-11 and are more marked for countries 
particularly affected by the economic downturn. Those discrepancies reflect diverging cyclical patterns in 
both revenue and GDP in some years and/or some countries. For any given level of the output gap, the 
larger and less synchronised the swings in revenue and GDP, the larger the gap between the time-varying 
and the constant semi-elasticities. 

In an attempt to better understand some possible reasons behind the volatility of the CAB variant, we 
identified an interesting pattern in the figures in bold displayed in Table 5.1. When the deviation from the 
standard CAB becomes very large, the value of the CAB variant seems to also overshoot in the following 
year but in the opposite direction. This may suggest the importance of dynamic effects, namely the fact 
that tax revenue may follow the evolution of tax bases with some delays, owing to specific collection 
mechanisms or declaration based on past income or transactions. 

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
10Y av 
(03-12) 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

10Y av 
(03-12)

BE 0.2 -0.5 -2.4 2.5 -1.0 -0.9 -2.4 1.4 -0.3 2.3 -0.1 -0.3 0.4 -0.1 0.1 0.0 -0.3 0.0 0.3 0.1 0.9 0.1
BG 1.0 1.7 0.0 0.5 -3.3 2.7 5.4 -9.2 1.3 0.5 0.1 0.2 -0.3 0.8 -0.2 -2.3 2.5 8.6 -10.5 0.7 0.0 0.0
CZ -0.3 2.8 -1.5 -0.4 0.3 1.0 -2.7 0.8 1.3 2.1 0.3 0.0 -0.6 0.0 0.0 -0.7 2.2 -1.9 0.1 -0.1 1.4 0.1
DK 0.2 1.1 1.8 0.3 -0.3 -0.4 -3.4 0.5 0.5 -2.2 -0.2 0.0 -0.2 -0.5 1.4 0.1 0.0 -1.4 0.8 0.0 0.1 0.0
DE -0.9 1.7 0.3 1.0 1.1 -1.2 -0.5 -1.6 2.9 1.0 0.4 -1.5 1.3 -0.4 0.6 0.3 -0.9 -0.8 1.1 0.4 0.0 0.0
EE 1.4 0.0 -1.1 -0.3 -1.3 -6.0 9.6 -3.2 2.8 -2.5 -0.1 0.3 -0.1 -0.4 0.0 -0.4 -2.8 4.5 -4.4 3.7 -0.1 0.0
IE 1.2 1.3 -0.2 0.6 -3.2 -6.4 -2.8 -14.4 13.2 3.8 -0.7 -0.4 0.0 0.0 -0.1 0.7 -0.7 1.6 2.4 -3.5 -0.6 -0.1
EL -1.5 -2.1 2.4 -1.2 -2.1 -1.9 -1.5 1.7 11.1 3.2 0.8 -0.1 0.1 0.0 0.3 -0.9 0.6 2.8 -5.1 7.7 -0.9 0.5
ES 0.3 0.2 1.2 0.8 -0.6 -5.2 -2.5 85.7 -90.5 3.4 -0.7 0.1 -0.1 0.0 0.0 -0.1 0.4 2.0 83.9 -90.4 1.8 -0.2
FR -0.4 -0.1 0.7 -0.1 -0.5 0.0 -2.1 0.9 1.5 1.0 0.1 0.0 -0.2 0.0 -0.3 0.2 -0.2 -0.1 0.8 -0.1 -0.1 0.0
IT -0.3 -0.2 -1.0 -0.8 2.1 -0.2 1.2 -0.5 -0.2 -5.1 -0.5 -0.5 0.0 0.0 -1.1 0.7 0.1 1.0 -0.5 -0.6 -6.9 -0.8
CY -1.1 2.3 2.2 0.5 2.1 -0.9 -6.6 1.1 -1.1 2.5 0.1 0.2 -0.2 0.4 -0.4 -1.6 2.4 -1.0 0.2 -0.2 0.7 0.1
LV 0.4 -0.1 -0.5 -2.3 -0.6 -0.3 4.7 3.9 -5.6 1.2 0.1 0.0 -0.1 -0.2 -0.8 0.8 1.5 4.5 2.4 -8.6 0.6 0.0
LT -1.0 -1.1 0.3 -1.4 -1.4 -1.8 2.2 -2.2 2.6 2.3 -0.1 0.0 -0.2 -0.1 -0.9 0.3 -0.3 2.7 -3.9 2.7 0.0 0.0
LU -0.5 -1.6 0.8 0.9 1.3 10.8 -13.8 -0.2 0.6 -1.6 -0.3 -0.2 0.0 0.1 0.1 0.4 9.8 -12.3 0.8 0.3 -0.3 -0.1
HU 1.6 0.4 -1.8 -2.5 3.1 3.7 2.9 -4.0 11.3 -3.6 1.1 -0.1 0.1 0.0 -0.3 -1.9 2.1 0.3 -3.6 3.3 2.7 0.3
MT -2.5 6.2 1.1 0.0 -0.2 -3.1 2.4 -0.7 0.6 0.3 0.4 0.0 0.5 -0.3 -0.1 -0.1 -0.2 0.3 -0.1 0.0 0.0 0.0
NL -1.5 2.3 1.2 0.4 -1.2 0.5 -3.7 0.2 -0.5 1.0 -0.1 -1.3 1.2 -0.1 0.5 0.3 0.2 -0.4 0.1 -1.1 -0.3 -0.1
AT 0.6 -4.1 2.9 -0.5 -0.2 -0.7 -0.7 -0.3 1.3 -0.4 -0.2 0.7 -1.0 0.3 0.0 -0.1 -0.8 0.1 0.6 0.1 0.0 0.0
PL -1.7 0.2 1.2 -0.6 1.0 -2.2 -1.8 -0.7 3.0 2.0 0.1 -0.5 0.0 0.0 -0.3 -0.1 -0.4 1.1 -0.4 0.0 -0.2 -0.1
PT 0.3 0.3 -2.4 1.5 0.6 0.1 -3.2 -2.6 4.6 2.0 0.1 -0.5 0.6 0.1 -0.3 -0.2 0.1 2.0 -2.2 -1.3 1.9 0.0
RO -0.1 -1.1 -0.1 -3.0 -1.0 -2.6 -0.6 2.8 2.1 3.1 -0.1 0.0 0.1 -0.2 -0.9 0.0 1.0 -0.4 -0.4 1.0 0.0 0.0
SI 0.0 0.0 0.4 -0.8 -0.2 -2.1 0.4 3.6 -7.3 1.1 -0.5 0.0 0.0 -0.1 0.0 -0.1 -0.3 -0.1 3.8 -6.2 -1.7 -0.5
SK 5.1 0.3 -0.5 -0.8 -0.4 -0.2 -2.9 -0.7 2.6 0.1 0.3 -0.2 -0.1 0.0 0.2 -0.3 0.2 0.2 -0.4 0.0 0.0 0.0
FI -1.1 -0.7 0.3 0.1 0.2 -1.2 -2.1 0.3 0.6 -0.7 -0.4 -0.1 0.1 -0.1 -0.2 0.6 -1.1 -0.3 1.6 -0.3 0.2 0.1
SE 0.6 0.6 0.9 0.0 0.4 0.6 -2.4 1.4 -0.6 0.0 0.2 0.1 -0.1 -0.4 0.7 -0.5 0.3 -3.3 2.9 0.4 -0.2 0.0
UK -1.6 -0.8 -0.1 0.5 0.2 -1.9 -2.4 -0.2 1.5 2.0 -0.3 0.2 -0.6 -0.1 -0.1 0.9 -0.9 1.7 -1.0 -0.7 -0.2 -0.1
EA-17 -0.2 0.2 0.4 0.2 0.3 -1.2 -1.3 2.1 -1.1 0.6 0.0 -0.4 0.1 0.0 -0.1 0.3 -0.3 0.2 2.6 -2.8 -0.6 -0.1
EU-27 -0.4 0.1 0.4 0.0 0.2 -1.0 -1.5 4.2 -3.0 0.4 -0.1 -0.2 0.0 0.0 -0.2 0.2 -0.1 0.2 4.5 -4.8 -0.8 -0.1

Change in CAB variant based on time-varying semi-elasticities Difference between change in CAB variant and change in standard CAB
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Table 5.2: Time-varying and constant fiscal semi-elasticities 

 
Table 5.2 displays the time-varying fiscal semi-elasticities (i.e. the annual value of the cyclical adjustment 
parameter) used to compute the CAB variant and the constant fiscal semi-elasticity used to compute the 
CAB itself. It confirms that the empirical time-varying semi-elasticities are fairly unstable and could 
deviate quite sharply from the long-term constant value used in the CAB. 

Table 5.3: Smoothed difference between annual changes in the CAB variant and those in the standard CAB – three-year moving average 

 

Table 5.3 takes a three year moving average of the CAB: in 60% of the observations, the discrepancies 
are only +/-0.2 or lesser. Clearly, adjacent elasticities seem to cancel out or average out to reasonable 
levels, giving some credit to the role of dynamic effects. It should also be borne in mind that the three-

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
BE 0.5 0.2 0.5 0.6 0.5 0.6 0.8 0.4 0.5 0.7 1.3 0.6
BG 0.7 0.5 0.6 0.3 0.4 1.0 0.3 2.7 -0.1 -0.1 -0.1 0.3
CZ 0.7 0.7 0.5 0.4 0.4 0.5 0.1 0.2 -0.1 1.3 0.9 0.4
DK 0.4 0.6 1.0 1.0 0.4 0.4 0.2 0.5 0.6 0.6 0.7 0.6
DE -0.3 -0.3 0.4 0.3 0.6 0.4 0.9 0.2 0.2 0.7 0.6 0.6
EE 0.5 0.3 0.4 0.4 0.4 0.4 1.2 0.4 -0.3 0.4 0.4 0.3
IE 0.3 0.4 0.6 0.5 0.6 0.3 0.7 0.9 1.4 0.7 0.4 0.5
EL 0.5 0.3 0.3 0.6 0.3 0.6 0.4 2.3 0.1 1.0 0.8 0.5
ES 0.5 0.4 0.5 0.5 0.5 0.5 -0.2 1.0 18.5 -0.5 0.0 0.5
FR 0.4 0.4 0.6 0.6 0.7 0.6 0.8 0.4 0.7 0.7 0.6 0.5
IT 0.2 0.6 0.6 0.5 1.0 0.7 0.7 0.7 0.7 0.3 -1.8 0.5
CY 0.4 0.7 0.4 0.9 0.8 1.2 0.2 1.8 0.4 0.0 0.7 0.4
LV 0.3 0.4 0.3 0.4 0.4 0.3 0.1 0.8 1.1 0.2 0.4 0.3
LT 0.2 0.5 0.4 0.4 0.5 0.4 0.5 0.4 0.0 0.3 0.3 0.3
LU 0.4 0.4 0.4 0.4 0.4 0.3 -6.5 0.0 -0.2 -0.2 -0.1 0.5
HU 0.4 0.5 0.4 0.4 0.5 1.2 0.5 0.5 -0.5 0.5 1.3 0.5
MT 0.4 0.6 0.6 0.5 0.5 0.6 0.5 0.5 0.4 0.4 0.5 0.4
NL 0.2 -0.1 0.4 0.2 0.5 0.4 0.3 0.6 0.7 0.1 0.2 0.6
AT 0.0 1.0 0.2 0.5 0.4 0.5 0.9 0.3 0.4 0.5 0.6 0.5
PL 0.6 0.4 0.5 0.6 0.6 0.5 0.6 -0.1 0.4 0.4 0.3 0.4
PT 0.4 -0.1 0.8 0.8 0.6 0.6 0.7 1.1 0.3 -0.1 0.6 0.5
RO 0.3 0.3 0.3 0.4 0.5 0.5 0.3 0.9 0.0 0.3 0.3 0.3
SI 0.5 0.5 0.5 0.5 0.5 0.5 0.5 0.3 1.7 -1.5 -1.0 0.5
SK 0.5 0.4 0.3 0.3 0.2 0.3 0.3 0.5 0.3 0.5 0.5 0.3
FI 0.7 0.4 0.5 0.9 0.6 0.5 0.7 0.4 0.7 0.7 0.8 0.5
SE 0.3 0.6 0.7 0.9 0.5 0.7 0.5 0.0 0.4 0.3 0.4 0.6
UK 0.2 0.2 0.6 0.6 0.6 0.3 0.8 0.9 0.6 0.3 0.3 0.5
EA17 0.2 0.2 0.5 0.5 0.6 0.5 0.6 0.6 1.7 0.4 0.2 0.5
EU27 0.2 0.2 0.5 0.5 0.6 0.5 0.6 0.6 2.6 0.4 0.1 0.5

Constant 
fiscal semi-
elasticities

Time-varying fiscal semi-elasticities

2003 2004 2005 2006 2007 2008 2009 2010 2011
BE 0.0 0.0 0.1 0.0 -0.1 -0.1 0.0 0.1 0.4
BG -0.1 0.2 0.1 -0.6 0.0 3.0 0.2 -0.4 -3.2
CZ -0.3 -0.2 -0.2 -0.2 0.5 -0.1 0.2 -0.6 0.5
DK -0.1 -0.3 0.2 0.3 0.5 -0.5 -0.2 -0.2 0.3
DE -0.1 -0.2 0.5 0.2 0.0 -0.5 -0.2 0.2 0.5
EE 0.1 -0.1 -0.2 -0.3 -1.1 0.4 -0.9 1.3 -0.2
IE -0.2 -0.1 -0.1 0.2 0.0 0.6 1.1 0.2 -0.6
EL 0.0 0.0 0.1 -0.2 0.0 0.8 -0.6 1.8 0.6
ES 0.0 0.0 0.0 0.0 0.1 0.8 28.8 -1.5 -1.6
FR -0.1 -0.1 -0.2 0.0 -0.1 0.0 0.1 0.2 0.2
IT -0.2 -0.1 -0.3 -0.1 -0.1 0.6 0.2 -0.1 -2.7
CY 0.0 0.1 0.0 -0.5 0.1 -0.1 0.5 -0.3 0.3
LV 0.0 -0.1 -0.4 -0.1 0.5 2.3 2.8 -0.5 -1.9
LT -0.1 -0.1 -0.4 -0.2 -0.3 0.9 -0.5 0.5 -0.4
LU -0.1 -0.1 0.1 0.2 3.4 -0.7 -0.6 -3.7 0.3
HU 0.0 0.0 0.0 -0.7 0.0 0.2 -0.4 0.0 0.8
MT 0.3 0.1 0.0 -0.2 -0.1 0.0 0.0 0.0 0.0
NL -0.1 -0.1 0.5 0.2 0.3 0.0 0.0 -0.4 -0.4
AT -0.1 0.0 -0.2 0.1 -0.3 -0.2 0.0 0.3 0.2
PL -0.2 -0.1 -0.1 -0.1 -0.2 0.2 0.1 0.2 -0.2
PT 0.1 0.1 0.2 -0.1 -0.1 0.7 0.0 -0.5 -0.5
RO 0.0 -0.1 -0.4 -0.4 0.0 0.2 0.0 0.0 0.2
SI 0.0 0.0 0.0 0.0 -0.1 -0.2 1.1 -0.8 -1.4
SK -0.2 -0.1 0.1 0.0 0.1 0.0 0.0 0.0 -0.1
FI 0.0 0.0 0.0 0.1 -0.2 -0.3 0.1 0.4 0.5
SE 0.0 -0.1 0.1 -0.1 0.2 -1.2 0.0 0.0 1.0
UK -0.2 -0.2 -0.3 0.3 0.0 0.6 -0.1 0.0 -0.6
EA-17 -0.1 -0.1 0.0 0.0 -0.1 0.1 0.8 0.0 -0.3
EU-27 -0.1 -0.1 -0.1 0.0 -0.1 0.1 1.5 0.0 -0.4

Difference between the change in the CAB variant and the change in the standard CAB - 3 year moving average
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year moving average is only a blunt and one-size-fits-all method of smoothing (albeit illustrative), given 
the uneven fluctuation patterns across counties. Some very strong divergences seem to remain in some 
countries and/or years, even after smoothing, suggesting that the other determinants of tax elasticity 
fluctuations (composition of growth, tax compliance and asset price cycle) may play an important role as 
well. 

Table 5.4 shows the results for the second CAB variant (DCABTVE2), encapsulating only the revenue 
shortfall/windfall effect. As expected, this indicator is somewhat less volatile than the first CAB variant. 
The discrepancy between DCABTVE2 and the change in CAB exceeds one pp in about 15% of the 
observations (compared to 20% in the case of the first CAB variant). The discrepancy is only +/-0.2 or 
lesser in around 60% of the observations (compared to 40% in the case of the first CAB variant). This 
indicator may be useful as additional information to interpret the annual change in the CAB, as it 
corresponds to the right concept of short-term revenue shortfall/windfall (with respect to what could be 
expected using the long-term constant semi-elasticity). However, it should be borne in mind that the 
empirical semi-elasticity of the balance-to-GDP ratio 𝜀𝑡�  used to compute DCABTVE2 is only a rough proxy 
of the 'true' semi-elasticity of the fiscal balance to the output gap. Moreover, the deviation from the CAB 
remains difficult to explain in practice, since it appears still very erratic from a year to another, both in 
terms of sign and magnitude. 

Table 5.4: Difference between the change in the CAB variant and those in CAB – focus on shortfall/windfall term 

 

The exercise of computing CAB variants – based on time-varying semi-elasticities – highlights the 
potentially important impact of short-term fluctuations in revenue elasticities on the annual variation in 
the CAB. The dynamic effects behind the revenue elasticity movements, owing to time lags between 
revenue collection and revenue bases, appear clearly non-negligible. However, the exercise also points 
out that the annual change in the CAB variant is difficult to interpret in practice and leads to a lot of 
statistical 'noise'. 

 

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
BE 0.2 -0.7 -2.3 2.4 -1.0 -0.5 -3.0 1.2 -0.5 2.1 -0.3 0.1 0.0 0.0 0.0 0.1 -0.6 0.1 -0.1 0.8
BG 0.8 1.8 -0.8 0.7 -1.6 0.2 17.0 1.2 1.3 0.6 0.0 -0.2 0.0 0.0 -0.6 0.0 20.2 -0.1 0.8 0.0
CZ -0.4 3.4 -1.4 -0.4 0.8 -1.4 -2.3 1.1 0.9 2.0 -0.1 -0.1 0.1 0.0 -0.2 -0.2 -1.5 0.3 -0.5 1.4
DK 0.2 0.8 1.9 -0.8 -0.4 -1.3 -3.0 -0.4 0.4 -2.3 0.0 -0.5 -0.5 0.3 0.0 -0.9 -0.9 0.0 0.0 0.0
DE -0.9 0.4 0.6 0.3 1.1 -0.2 -1.9 -1.7 2.4 1.0 -1.5 0.0 -0.1 -0.1 0.3 0.0 -2.2 1.0 -0.2 0.0
EE 1.1 0.2 -0.9 -0.6 -1.2 3.1 6.0 3.4 -1.3 -2.4 0.0 0.0 -0.3 -0.3 -0.3 6.3 0.9 2.2 -0.4 0.0
IE 1.4 1.4 -0.1 0.7 -3.6 -5.0 -2.7 -16.6 16.4 4.5 -0.2 0.1 0.0 -0.1 0.3 0.7 1.7 0.2 -0.3 0.1
EL -1.2 -2.1 2.5 -1.1 -1.4 -2.6 1.5 5.2 5.9 5.1 0.2 0.1 0.1 0.4 -0.2 -0.1 5.8 -1.6 2.5 1.1
ES 0.1 0.3 1.3 0.7 -0.6 -6.8 -1.9 12.3 0.6 1.4 0.0 0.0 0.0 0.0 0.0 -1.1 2.6 10.5 0.6 -0.2
FR -0.5 0.1 0.7 0.1 -0.7 0.6 -2.6 0.1 1.5 1.1 -0.1 0.0 0.0 -0.1 0.0 0.3 -0.6 -0.1 -0.1 0.1
IT 0.2 -0.2 -1.0 -0.4 1.3 0.0 1.2 -0.2 0.5 -1.4 0.1 0.0 0.0 -0.6 -0.1 0.2 1.0 -0.2 0.1 -3.2
CY -0.8 2.5 1.8 0.6 2.0 -2.9 -0.7 0.9 -1.0 2.2 0.5 0.0 0.1 -0.3 -1.7 0.3 4.9 0.0 -0.1 0.5
LV 0.3 0.0 -0.5 -2.1 -1.4 -2.9 9.4 1.0 3.5 0.5 -0.1 0.0 -0.2 -0.6 -0.1 -1.1 9.3 -0.4 0.5 -0.2
LT -2.0 -1.2 0.1 -0.9 -2.0 -1.0 1.8 2.3 -0.1 2.3 -1.1 -0.3 -0.2 -0.4 -0.3 0.5 2.3 0.6 0.0 0.0
LU -0.6 -1.6 0.8 0.9 1.3 -21.5 -4.2 0.2 0.6 -1.6 -0.3 0.0 0.1 0.1 0.4 -22.6 -2.7 1.2 0.3 -0.3
HU 1.6 0.3 -1.8 -2.2 6.3 1.6 3.0 0.8 8.0 -5.3 0.0 0.0 0.0 -0.1 1.2 0.0 0.5 1.2 0.0 1.0
MT -2.2 6.2 1.3 0.0 -0.5 -3.1 2.4 -0.6 0.7 0.4 0.4 0.5 -0.1 0.0 -0.3 -0.2 0.2 -0.1 0.0 0.1
NL -1.2 1.2 1.4 0.0 -1.2 0.3 -3.0 0.0 0.6 0.9 -1.1 0.1 0.1 0.1 0.3 0.0 0.3 -0.1 0.0 -0.3
AT 0.5 -3.0 2.7 -0.5 -0.1 0.2 -2.0 -0.9 1.2 -0.4 0.7 0.1 0.0 0.1 0.0 0.1 -1.1 0.0 0.0 0.0
PL -1.2 0.0 1.1 -0.6 0.9 -1.9 -4.0 -0.3 3.0 2.0 0.0 -0.1 -0.1 -0.3 -0.2 0.0 -1.2 0.0 0.0 -0.2
PT -0.5 -0.4 -2.4 1.7 0.6 0.3 -3.2 -0.1 5.3 0.3 -1.3 0.0 0.1 0.0 -0.2 0.3 1.9 0.2 -0.6 0.2
RO -0.1 -1.1 0.1 -2.6 -1.1 -3.6 5.6 2.0 1.1 3.1 0.0 0.1 0.0 -0.5 -0.1 0.0 5.8 -1.2 0.0 0.0
SI 0.0 0.1 0.5 -0.8 -0.2 -1.8 -1.1 -1.3 1.0 0.3 0.0 0.0 0.0 0.0 0.0 0.0 -1.5 -1.1 2.2 -2.5
SK 5.3 0.4 -0.5 -0.7 -0.2 -0.4 -1.8 -0.2 2.5 0.1 0.0 0.0 0.0 0.3 -0.1 0.0 1.3 0.1 -0.1 0.0
FI -1.1 -0.7 0.3 0.1 -0.2 0.2 -3.5 -1.8 0.4 -0.8 -0.1 0.1 -0.1 -0.2 0.2 0.3 -1.6 -0.4 -0.4 0.1
SE 0.5 0.6 1.1 -0.6 0.9 -0.1 -2.6 -0.6 -0.5 0.0 0.0 -0.1 -0.2 0.1 0.0 -0.4 -3.5 0.9 0.5 -0.2
UK -1.5 -0.2 -0.1 0.6 -0.5 -0.3 -2.3 0.7 2.3 2.0 0.3 0.0 0.0 0.0 0.2 0.7 1.8 -0.1 0.0 -0.1
EA-17 -0.2 0.1 0.4 0.2 0.1 -0.8 -1.4 -2.1 1.8 1.0 -0.4 0.0 0.0 -0.1 0.1 0.1 0.1 -1.5 0.1 -0.3
EU-27 -0.4 0.1 0.4 0.1 -0.1 -0.8 -1.6 -2.8 1.8 0.9 -0.2 0.0 0.0 -0.2 0.0 0.1 0.2 -2.5 0.1 -0.3

Difference between change in CAB variant and change in standard CABChange in the CAB variant, excluding the elasticity fluctuation effect
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6. CONCLUSIONS 

This paper analyses the size, composition and cyclicality of discretionary tax measures (DTM), as well as 
their impact on tax elasticities in the EU over the period 2001-12, using a new database developed by the 
Output Gap Working Group. 

Several noteworthy results emerge regarding the size and composition of DTM. On average over the 
period 2001-12, the share of DTM is almost nil (less than 0.1% of GDP) in the EU as a whole, largely 
because DTM cancel out over the period 2001-12 and differ widely across countries, ranging from -0.5% 
(tax cuts) to 0.7% of GDP (tax increases). When measured in absolute values, the share of DTM is larger, 
amounting to 0.4% of GDP in the EU. 

On the relationship between discretionary measures and the business cycle, several findings can be 
highlighted: 

i. The use of DTM is mainly related to shifts in policy regimes, caused by changes in the economic 
context. While small pro-cyclical tax cuts were observed during the pre-crisis period (2001-07), 
larger counter-cyclical tax breaks were adopted during the crisis period (2008-10), as part of the 
stimulus package. During the consolidation period (2011-12), characterised by the debt crisis 
and the lack of fiscal space, EU Member States have engaged in pro-cyclical tax hikes, as a way 
to consolidate their public finances. Overall, the business cycle is only a weak determinant of 
DTM. 

ii. Discretionary tax cuts are mainly accounted for by direct taxes. In half of the countries, those 
cuts are partially compensated by discretionary increases of indirect taxes, particularly in VAT, 
as part of a shift towards more growth-friendly tax bases. 

DTM affect the short-term pattern of revenue elasticities. Several results emerge when examining the 
impact of DTM on tax elasticities: 

i. Both gross and net elasticities average at around one in the EU as a whole for the period 2001-
12, indicating an evolution of revenues broadly in line with nominal output growth over the 
medium run. 

ii. Although net elasticities are not so different from gross elasticities on average, large 
discrepancies are seen between gross and net elasticities in some countries. 

iii. Both gross and net elasticities display significant departures in the short term from the long-term 
constant elasticity assumption. Therefore, discretionary measures do not seem to explain the bulk 
of the short-term fluctuation in gross elasticities. 

The availability of DTM also allows for computing variants of the CAB based on short-term time-varying 
elasticities (net of discretionary measures) instead of long-term constant elasticities. This analytical 
exercise does not aim at adjusting the CAB methodology, used for EU fiscal surveillance, but illustrates 
to which extent the use of short-term elasticities net of discretionary measures could help interpret the 
annual CAB development. Although short-term fluctuations in net elasticities are outside the 
government's control and mostly endogenous, they could influence the annual change in the CAB in a 
potentially significant way. 

However, the annual change of the CAB variants turns out to be extremely erratic and plagued by 
statistical 'noise', which makes them difficult to interpret in practice. The fact that elasticities change sign 
frequently and that their strong movements offset each other over a number of years also suggests that the 
short-term variations may – to a large extent – be driven by time lags between revenue collection and 
revenue bases. Therefore, the CAB variants cannot be seen as an adequate solution for addressing the 
issues faced by the CAB. This being said, the second CAB variant, capturing only the revenue 
shortfall/windfall effect (i.e. excluding the elasticity fluctuation effect), is somewhat more stable and 
more relevant to help interpret the annual variation in the CAB. 
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